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Abstract
Purpose – This paper aims to analyze Public Companies Accounting Oversight Board (PCAOB)
inspection reports on audit reports of those inspected accounting firms in Brazil, Russia, India and
China (BRIC). In meeting the requirements of the Sarbanes-Oxley Act, the PCAOB conducts inspections
on audit reports of firms listed on the New York Stock Exchange.
Design/methodology/approach – The reports include those submitted by both the US audit parent
firms and their secondary firms located outside the USA. In each PCAOB report, it unravels the nature
of audit deficiencies. The focus is on Big Four because they play a dominant role in the marketplace and
issuers’ market capitalization. All the seven-year deficiencies are documented since publications of the
reports from 2004 to 2012.
Findings – Of the 37 reports, 19 (51 per cent) were issued relating to audits conducted by the Big Four.
Out of these 19 reports, 10 (53 per cent) contain inspection criticism. These include audit quality and
common recurring audit deficiencies.
Research limitations/implications – This paper is based solely on those inspection reports
published by the PCAOB.
Practical implications – The findings have significant implications to audit firms and the audit
profession on improving audit quality, firms’ internal control and reports.
Originality/value – No known prior research paper is available on the ramifications of the PCAOB’s
inspection reports relating to BRIC.
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Introduction
Are the Big Four firms in Brazil, Russia, India and China (BRIC) ready for Public
Companies Accounting Oversight Board (PCAOB) audits? Can stockholders rely on
audit quality and audit work of the foreign partner firms? This paper analyzes the
PCAOB’s inspection reports since its inception in 2004 till end of 2012. The seven-year
trend helps identify key audit deficiencies of local representatives of the Big Four.

The inspection process represents a fundamental change in regulating the public
accounting firms from a self-regulated regime by the American Institute of Certified
Public Accountants (AICPA) to a statutory regulation. Incorporation of the PCAOB is to
improve firms’ audit quality (PCAOB, 2009) and to project quality and confidence, as
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well as firms’ accountability and trust to the stakeholders, in particular the stockholders.
All the US parent auditing firms remain responsible for audits conducted by their
foreign secondary auditors. This means that secondary auditors are required to comply
with the requirements as stipulated by the PCAOB. Given the scenario, literature
(Church and Shefchik, 2012 and Daugherty et al., 2011, and Robertson and Houston,
2010) remains focused on findings of inspections among the US firms. A typical
inspection report by the PCAOB reveals the types of audit deficiencies, accounting
restatements, extent of departures from generally accepted accounting principles
(GAAP), inadequacy in documenting and insufficiencies in testing. Church and
Shefchick (2012) focus on the reports for 2004-2009 on those large US accounting firms
because of the issuers’ market capitalization, while Daugherty et al. (2011) examine the
implications of post-inspection outcomes of the reports (2004-2008) including auditors’
resignations, clients’ dismissals and auditors’ cessation of the PCAOB registration.
They find that deficiency reports are associated with triennially inspected auditors, that
is, auditors who audit less than 100 issuers in a particular year, voluntarily resigned
from their publicly traded clients and ceased to register with the PCAOB. This suggests
that triennially inspected auditors with deficiency reports may be more likely to assess
the post-inspection cost of regulatory compliance as greater than the rewards associated
with auditing public companies. In summary, prior findings tend to focus on US data,
while this paper fills the void of focusing on reports issued pertaining to the Big Four in
BRIC. We ignored China in our analysis because of the PCAOB’s inaccessibility to China
due to foreign jurisdictions. Apart from China, countries that deny accessibility to audit
files include Finland, France, Germany, Greece, Ireland, The Netherlands, Norway,
Portugal, Sweden, Switzerland and the UK (PCAOB, 2010).

By examining the results of all the 37 inspection reports in detail, we can pinpoint the
common and recurring audit deficiencies, while providing a general understanding of
the overall inspection reports and allow firms and regulators to be aware of similar
erroneous and failing audit quality. We focus on the inspection reports of those Big Four
because Church and Shefchik (2012) report no significant differences regarding the audit
quality between the Big Four and second-tier firms (BDO Seidman, Crowe Horwath,
Grant Thornton and McGladrey & Pullen). Of these 37 reports, 19 (51 per cent) were
issues relating to audits conducted by the Big Four. Out of these 19 reports, 10 (53 per
cent) contain inspection criticism. Our findings are of interest to academics, practicing
accountants, regulators and users of the inspection reports.

The remainder of the paper is organized as follows. First, we briefly summarize the
PCAOB inspection process, including how the regulatory system came into place and
the perceived benefits and drawbacks of the current system. Next, we describe how we
code the findings of the inspection reports and then present our results. Last, we offer
concluding remarks.

The Public Companies Accounting Oversight Board inspection process
Prior to 2004, the AICPA conducted a mandatory peer review on selected firms on a
three-year cycle. Although Woodlock and Claypool (2001) and Hilary and Lennox (2005)
report that the AICPA’s peer-review processes have benefited the firms, both Fogarty
(1996) and DeFond (2010) report that the process was ineffective because the peer
reviewers were not independent and the system was generally non-punitive. Despite
criticism, the AICPA continues its peer-review program to monitor the members’ audit
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quality. With the demise of Enron and its auditors Andersen, the US Securities and
Exchange Commission (SEC) announced plans to overhaul the regulation of public
accounting firms, and the US Congress passed the Sarbanes-Oxley Act (SOX) of 2002,
which established the PCAOB and mandated that PCAOB to inspect accounting firms’
audit papers and to assess their audit quality. The process intends to put a stronger grip
on the audit processes, and reviews the internal controls of accounting firms and quality
of their audits. In 2003, the PCAOB conducted scaled-down inspections of the Big Four
accounting firms, meaning all audit reports by the Big Four are subject to inspections by
the PCAOB because each firm has conducted more than 100 audits on the SEC firms in
a particular year. From 2004 onward, the PCAOB conducted full-fledged annual
inspections on all registered accounting firms with over 100 issuers and triennial
inspections on small firms, that is, firms with 100 or fewer issuers in a particular
calendar year. The PCAOB targets riskiest engagements, more specifically evaluates an
accounting firm’s quality control and reviews high-risk areas of high-risk audits. Upon
completion of an annual inspection, the PCAOB issues a report to the accounting firm.
Without identifying the issuers, the PCAOB publishes on its web link (www.pcaob.org)
the date of the report, major deficiencies, and the firms’ responses and date of responses.

Creation of the PCAOB’s investigation processes address key ineffectiveness of the
AICPA’s reviewing processes. First, the PCAOB’s inspection staff is independent. This
means, inspectors are prohibited from being active auditing practitioners. Second, the
PCAOB has investigative and disciplinary authorities over registered accounting firms
that fail to comply with SOX; the rules of the PCAOB and the SEC; and other rules, laws
and professional standards (PCAOB, 2003). For unintentional violations including any
negligent acts, the PCAOB is authorized to levy fines of up to $100,000 per person and up
to $2,000,000 per firm. For intentional violations, the amounts increase to $750,000 and
$15,000,000, respectively. The PCAOB also has the authority to prohibit or to suspend
an accounting firm from conducting audits of public companies by means of suspension
or revocation of accounting firms’ registrations. The change from being a self-regulated
industry to a statutorily regulated one is a tradeoff of independence (Stigler, 1971;
Peltzman, 1976; Ogus, 1995; DeFond, 2010), and the PCAOB staff members’ technical
knowledge can become outdated all too quickly, especially when compared to the
AICPA’s peer reviewers (Glover et al., 2009; Hodowanitz and Solieri, 2005; Kinney, 2005).
Despite this, we believe that the inspection processes will enhance auditors’
performance and audit quality among audit firms. Being independent, the PCAOB has
more authority than the AICPA for the oversight organization is authorized to impose
penalties on failing auditors and to prohibit a firm from conducting an audit for a listed
firm (DeFond, 2010). Failing to comply will bring shameful effects on the firm in terms
of its reputations and images. The implication could spill over to the profession as a
whole and may have huge implications on the confidence and accountability of the
stakeholders (Cheng et al., 2010).

On the other hand, inspectors may be under pressure to be critical of the others’ audit
work (Farrell and Shadab, 2005). The critics’ pressure and unwarranted exposures may
discourage some firms, in particular medium-sized firms, from accepting audit and
assurance services for listed firms (Read et al., 2004). We believe the inspection process
promotes learning and mentorships among peers. Mutual supports and continuing
dialogs help improve quality and performance. In the course of auditing a peer’s audit
files, inspectors discuss issues with the accounting firms’ representatives and provide
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formal feedbacks on audit deficiencies and firms’ quality controls (PCAOB, 2009). These
detailed examinations of the inspection reports help reveal audit deficiencies that may
undermine the audit quality and areas that firms and the audit profession could learn
and progress in the techniques and approaches.

Research method
We systematically examine all the inspection reports of the Big Four in Brazil, India and
Russia for the period from 2004 to 2012. The reports are available from the PCAOB’s
website (http://pcaob.org/Inspections/Public_Reports/index.aspx), allowing us to
analyze the audit deficiencies. The web does not contain any Chinese reports because the
local authority does not allow the PCAOB to gain access and to inspect the audit files. In
this respect, instead of BRIC, we confine our findings to Brazil, Russia and India. We
adopt the PCAOB’s definition of audit deficiencies which states that audit deficiencies
are “those with lack of sufficient and competent evidential matter to support the audit
opinion on the issuer’s financial statements” (PCAOB, 2008).

Nature of deficiencies
For the nature of deficiencies, we focus on identifying common auditing issues similar to
those identified by the PCAOB (2008, 2010). Key deficiencies from the finding include
the fact that the audit firms failed to follow-up on post-balance reviews and disclosures
and the lack of sufficient and reliable audit evidence to support audit opinions. An
interesting case pertaining to PricewaterhouseCoopers (PwC) in India reveals that the
chairman of the issuer has misled the board of directors in the disclosure of and
reporting of financial information including “inflated cash and bank balances,
non-existent accrued interest, an understated liability, an overstated debtors’ position
and overstated revenues covering certain reporting periods”. The firm subsequently
informed the issuer that the firm’s audit reports and opinions in relation to the financial
statements for certain periods should no longer be relied upon. The Board has taken
those developments into account in connection with its ongoing regulatory oversight
activities regarding the firm, including in connection with the Board’s assessment of the
firm’s quality control system. Although these reports reveal weaknesses in both the
audit procedures, the PCAOB failed to identify the extent of the weakness and impact of
the weakness in the firm’s control systems.

Firms’ responses to the Public Companies Accounting Oversight Board ’s findings
For each inspection report, we examine the firm’s response regarding any
disagreements to the PCAOB’s findings included in the draft report. We find that all
audit firms have responded to the PCAOB by acknowledging the PCAOB’s findings.
This differs from Church and Shefchik’s (2012) finding that they encountered three other
types of reports. This means that, apart from the audit firm acknowledging the
PCAOB’s findings but not mentioning any disagreement with the findings, they find
some firms acknowledge differences in professional judgment between the firm and the
PCAOB’s inspectors, without explicitly disagreeing with the findings. Another
approach is that the firm may disagree with some of the PCAOB’s findings, but not
provide a specific defense, and the last format was that the firm may disagree with some
of the PCAOB’s findings and offer specific arguments to defend their position.
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Results and conclusions
Although the finding reveals a small number of deficiencies, this is an interesting
insight into how audit firms operating in Brazil, Russia and India cope with the
cross-border demand of the PCAOB. This study provides insight into the PCAOB’s
inspection results of large, annually inspected accounting firms (Table I). These
inspection reports identify audit deficiencies that have implications for the audit quality.
By examining the inspection reports in detail, we can assess the nature of audit
deficiencies in Brazil, Russia and India from 2004 to 2012. Of the 37 reports, 19 (51 per
cent) were issued relating to audits conducted by the Big Four. Of these 19 reports, 10 (53
per cent) contain inspection criticism. These criticisms are mainly on audit firms’ failure
to collect sufficient and reliable audit evidence and failure to review and disclose
post-balance sheet events.

Our findings should be interpreted in light of various limitations. First, our samples
are based on the BRIC. Without the Chinese data because of the Chinese SEC and
jurisdictions that do not allow the PCAOB from investigating its audit files of the local
practices, we focus on our findings from Brazil, Russia and India. Also, we focus on the
audit findings of the Big Four that is Deloitte Touche, Ernst & Young, KPMG and PwC.
The lack of details in the PCAOB inspection reports prevent us from conducting
much-needed details on how and why these deficiencies have taken place. The
standardized one-page response from accounting firms is vague and unhelpful, and it
does not provide much details on the action plans of the firms in terms of improving their
audit quality in future. Also, there is no mention on the firms’ penalties imposed by the
PCAOB, the parent auditors and the local regulators. All these seem to reflect upon the
PCAOB’s wasted efforts on having to conduct these inspection reports, while there is no
immediate or firmed actions on those default foreign audit firms.

Notwithstanding these limitations, our analysis provides useful insights into the
inspection results for all the accounting firms and the audit profession. Further research
is needed to follow up the PCAOB inspections and whether the inspection process has
enhanced the audit quality and, more importantly, the impact of these criticisms
including stock prices of the issuers, impact and reputation of the firms on their
recruitment strategies for interns and placements and implications on the firms’ market
niche and audit fees. The aim is to isolate the effect of inspection outcomes on suitable
proxies for audit quality (Bedard et al., 2010). Also, this will help extend the research
direction on implications of a particular International Accounting Standards on the
sector (for example, Chong et al. (2012) reveal a deficiency on compliance by banks in the
USA). A longitudinal review on the progress could help reveal the extent of success and
impact of the inspection reports to the audit profession and regulators. Also, focus group
discussions and semi-interviews with representatives of the PCAOB could be useful to
understand how the inspectors have conducted the audits and key challenges of how the
audits were being conducted, in particular in the foreign soils that uphold their own
rules and jurisdictions. The PCAOB need to be transparent on how the sample firms
were selected, in particular the extent of materiality and risk (Chong, 1992). In all
aspects, the audit firms should conduct the audits based on highest level of integrity and
honesty, without compromising their reputations and images. While some researchers
have begun to address this issue (Gunny and Zhang, 2009; Carcello et al., 2010), the
empirical challenges remain daunting. The PCAOB needs to exercise its stipulated
power and authorities to enforce full compliance by local auditors. Pressuring the
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Table I.
An analysis of the
inspectors’ reports
(2004-2012)
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Table I.
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international governments and authorities for allowing the inspection process is a way
forward and educating the local regulators could be another way forward (Chong and
Vinten, 1998). This line of research is needed to shed light on the efficacy of the PCAOB
inspection process and extent of compliance with the International Auditing Standards.

References
Bedard, J.C., Johnstone, K.M. and Smith, E.F. (2010), “Audit quality indicators: a status update on

possible public disclosures and insights from audit practice”, Current Issues in Auditing,
Vol. 4 No. 1, pp. C12-C19.

Carcello, J.V., Hollingsworth, C. and Mastrolia, S. (2010), “The effect of PCAOB inspections on Big
4 audit quality”, Working paper, University of Tennessee, Knoxville.

Cheng, A., Huang, H., Lobo, G. and Li, Y. (2010), “Institutional monitoring through shareholder
litigation”, Journal of Financial Economics, Vol. 95 No. 3, pp. 356-383.

Chong, G. (1992), “Auditors and materiality”, Managerial Auditing Journal, Vol. 7 No. 5, pp. 8-17.
Chong, G., Huang, H. and Zhang, Y. (2012), “Do US commercial banks use FAS 157 to manage

earnings?”, International Journal of Accounting and Information Management, Vol. 20
No. 1.

Chong, G. and Vinten, G. (1998), “Harmonization of government audits in the People’s Republic of
China”, Managerial Auditing Journal, Vol. 13 No. 4, pp. 159-164.

Church, B.K. and Shefchik, L.B. (2012), “PCAOB inspections and large accounting firms”,
Accounting Horizons, Vol. 26 No. 1, pp. 43-63.

Daugherty, B., Dickins, D. and Tervo, W. (2011), “Negative PCAOB inspections of triennially
inspected auditors and involuntary and voluntary client losses”, International Journal of
Auditing International Journal Auditing, Vol. 15 No. 3, pp. 231-246.

DeFond, M.L. (2010), “How should the auditors be audited? Comparing the PCAOB inspections
with the AICPA peer reviews”, Journal of Accounting and Economics, Vol. 49 Nos 1/2,
pp. 104-108.

Farrell, J. and Shadab, H. (2005), “The focus of future PCAOB auditor inspections”, CPA Journal,
Vol. 75 No. 6, p. 9.

Fogarty, T.J. (1996), “The imagery and reality of peer review in the US: insights from institutional
theory”, Accounting, Organizations and Society, Vol. 21 Nos 2/3, pp. 243-267.

Glover, S.M., Prawitt, D.F. and Taylor, M.H. (2009), “Audit standard setting and inspection for US
public companies: a critical assessment and recommendations for fundamental change”,
Accounting Horizons, Vol. 23 No. 2, pp. 21-37.

Gunny, K. and Zhang, T. (2009), “PCAOB inspection reports and audit quality”, Working paper,
University of Colorado and Singapore Management University, Colorado.

Hilary, G. and Lennox, C. (2005), “The credibility of self-regulation: evidence from the accounting
profession’s peer review program”, Journal of Accounting and Economics, Vol. 40 Nos 1/3,
pp. 211-229.

Hodowanitz, J. and Solieri, S.A. (2005), “Guarding the guardians”, Strategic Finance, Vol. 87 No. 1,
pp. 46-53.

Kinney, W.R. Jr. (2005), “Twenty-five years of audit deregulation and re-regulation: what does it
mean in 2005 and beyond? Auditing”, A Journal of Practice & Theory, Vol. 24 No. 1,
pp. 89-109.

Ogus, A. (1995), “Rethinking self-regulation”, Oxford Journal of Legal Studies, Vol. 15 No. 1,
pp. 97-108.

IJLMA
58,2

242



www.manaraa.com

Peltzman, S. (1976), “Toward a more general theory of regulation”, Journal of Law and Economics,
Vol. 19 No. 2, pp. 211-240.

Public Companies Accounting Oversight Board (PCAOB) (2003), “Rules on Investigations and
Adjudications”, PCAOB Release No. 2003-015, PCAOB, Washington, DC.

Public Companies Accounting Oversight Board (PCAOB) (2008), “Report on the PCAOB’s 2004,
2005, 2006, and 2007 inspections of domestic annually inspected firms”, PCAOB Release
No. 2008-08, PCAOB, Washington, DC.

Public Companies Accounting Oversight Board (PCAOB) (2009), “2008 Annual report”, available
at: http://pcaobus.org/About/Ops/Pages/default.aspx

Public Companies Accounting Oversight Board (PCAOB) (2010), “Report on observations of
PCAOB inspectors related to audit risk areas affected by the economic crisis”, PCAOB
Release No. 2010- 006, PCAOB, Washington, DC.

Read, W.J., Rama, D.V. and Raghunandan, K. (2004), “Regional and local audit firms and the
market for SEC audits”, Accounting Horizons, Vol. 18 No. 4, pp. 241-254.

Stigler, G. (1971), “The theory of economic regulation”, Bell Journal of Economics and
Management Science, Vol. 3 No. 1, pp. 3-18.

Woodlock, P. and Claypool, G. (2001), “Your audit committee: how to cope with the end of the
‘rubber stamp’ era”, Journal of Corporate Accounting and Finance, Vol. 12 No. 4, pp. 27-39.

Further reading
American Institute of Certified Public Accountants (AICPA) (2006), Large Firm PCAOB

Inspection Deficiency Analysis, AICPA, New York, NY.

Beasley, M.S., Carcello, J.V., Hermanson, D.R. and Neal, T.L. (2010), “Fraudulent financial
reporting 1998- 2007: an analysis of US public companies”, available at: www.coso.org/
documents/COSOFRAUDSTUDY2010_001.pdf

Evans, R.J., Boster, R.S. and Gradison, B. (2011), “Increasing transparency: a prototype of the
nonpublic portions of PCAOB large-firm inspection reports”, Current Issues in Auditing,
Vol. 5 No. 1, pp. A1-A21.

Francis, J., Philbrick, D. and Schipper, K. (1994), “Shareholder litigation and corporate
disclosures”, Journal of Accounting Research, Vol. 32 No. 2, pp. 137-164.

Hermanson, D.R. (2009), “Evidence from the PCAOB’s second inspections of small firms”, The
CPA Journal, Vol. 79 No. 2, pp. 58-60.

Hermanson, D.R. and Houston, R.W. (2008), “Quality control defects revealed in smaller firms’
PCAOB inspection reports”, The CPA Journal, Vol. 78 No. 12, pp. 36-39.

Hermanson, D.R., Houston, R.W. and Rice, J.C. (2007), “PCAOB inspections of smaller CPA firms:
initial evidence from inspection reports”, Accounting Horizons, Vol. 21 No. 2, pp. 137-152.

Hermanson, D.R., Houston, R.W. and Ye, Z. (2010), “Accounting restatements arising from
PCAOB inspections of smaller audit firms”, The CPA Journal, Vol. 80 No. 9, pp. 68-70.

Hilzenrath, D.S. (2002), SEC Seeks Reform of Auditor Controls: Battered Enron Fires Accounting
Firm, Washington Post, Washington, 18 January, p. A1.

Ohlson, J.A. (1980), “Financial ratios and the probabilistic prediction of bankruptcy”, Journal of
Accounting Research, Vol. 18 No. 1, pp. 109-131.

Palmrose, Z.V. (1988), “An analysis of auditor litigation and audit quality service”, The
Accounting Review, Vol. 63 No. 1, pp. 55-73.

243

Audit and
legal

implications
of PCAOB

http://pcaobus.org/About/Ops/Pages/default.aspx
http://www.coso.org/documents/COSOFRAUDSTUDY2010_001.pdf
http://www.coso.org/documents/COSOFRAUDSTUDY2010_001.pdf


www.manaraa.com

Public Companies Accounting Oversight Board (PCAOB) (2004), “Statement concerning the
issuances of inspection reports”, PCAOB Release No. 104-2004-001, PCAOB, Washington,
DC.

Public Companies Accounting Oversight Board (PCAOB) (2006), “The process for board
determinations regarding firms’ efforts to address quality control criticisms in inspection
reports”, PCAOB Release No. 104-2006-077, PCAOB, Washington, DC.

Robertson, J.C. and Houston, R.W. (2010), “Investors’ expectations of the improvement in the
credibility of audit opinions following PCAOB inspection reports with identified
deficiencies”, Accounting and the Public Interest, Vol. 10, pp. 36-56.

Roybark, H.M. (2009), “PCAOB inspection report card”, CPA Journal, Vol. 79 No. 2, pp. 65-69.

Corresponding author
H. Gin Chong can be contacted at: hgchong@pvamu.edu

For instructions on how to order reprints of this article, please visit our website:
www.emeraldgrouppublishing.com/licensing/reprints.htm
Or contact us for further details: permissions@emeraldinsight.com

IJLMA
58,2

244

mailto:hgchong@pvamu.edu
mailto:permissions@emeraldinsight.com


www.manaraa.com

Reproduced with permission of copyright owner. Further
reproduction prohibited without permission.


	Audit and legal implications of PCAOB’s inspections among BRIC
	Introduction
	The Public Companies Accounting Oversight Board inspection process
	Research method
	Results and conclusions
	References


