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Executive Summary 
  
 The Public Company Accounting Oversight Board (the "PCAOB" or the "Board") 
is issuing this report to provide a summary of observations from its inspection program.  
This report covers domestic audit firms that audit the financial statements of issuers, 
and that regularly issue 100 or fewer audit reports each year.  Such firms must be 
inspected at least once every three years ("triennially inspected firms").  This report 
describes inspection findings from 578 firms and 1,801 individual audits that were 
inspected in 2007-2010.  The PCAOB has previously issued similar reports describing 
inspection-related observations for triennially inspected firms and other firms, which are 
available on the PCAOB's website at 
http://pcaobus.org/Inspections/Pages/PublicReports.aspx. 

 
PCAOB Inspections  
 

PCAOB inspections assess auditors' compliance with certain laws, rules, and 
professional standards in connection with audits of issuers.  A PCAOB inspection of an 
audit firm examines in depth certain aspects of a limited number of audits performed by 
the audit firm as well as certain elements of the firm's system of quality control over its 
audit processes.  Individual audits and areas of inspection focus within those audits are 
generally selected on a risk-weighted basis and not randomly.  Areas of focus vary 
among selected audits, but often involve audit work on the areas of financial statements 
with the highest risk of material misstatement.  In connection with their inspection of 
individual audits, PCAOB inspectors may identify significant audit performance 
deficiencies where the auditor did not obtain sufficient audit evidence to support its audit 
opinion.  In addition, inspectors may identify deficiencies in the firm's overall system of 
quality control that increase the risk that the firm's system will not provide reasonable 
assurance that its personnel comply with professional standards.     

 
General Observations from Inspections in 2007-2010 
 

This report summarizes observations resulting from inspections of triennially 
inspected firms that took place from 2007 through 2010.  The Board previously issued a 
report in October 2007, addressing observations from inspections of triennially 
inspected firms from 2004 through 2006 ("the 2007 report").  Overall, the results in this 
report compared to the 2007 report show a reduced rate of reported significant audit 
performance deficiencies: 

 
 Approximately 44 percent of the audit firms inspected between 2007 and 

2010 had at least one significant audit performance deficiency compared 
to the 2007 report where approximately 61 percent of the audit firms 
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inspected between 2004 and 2006 were reported as having at least one 
significant audit performance deficiency. 
 

 Of the 1,801 individual audits inspected between 2007 and 2010, 28 
percent had at least one significant audit performance deficiency 
compared to 36 percent of the 1,589 audits inspected between 2004 and 
2006. 
 

 For the 455 firms that had a second inspection in the 2007- 2010 period, 
36 percent had at least one significant audit performance deficiency in 
their second inspection, compared with a rate of 55 percent in their first 
inspection.  
 

While reported significant audit performance deficiencies have decreased, the 
continued identification of these deficiencies in audits performed by a large number of 
triennially inspected firms is of concern.  The Board and Inspections staff take a number 
of actions to encourage the firms to address these deficiencies.  In each inspection, the 
staff discusses the findings with the firm to make sure that all of the facts are considered 
and to help the staff and firm understand the deficiency identified.  Based on this 
understanding, the firms should design and implement any necessary changes to their 
quality control procedures.  The Board encourages firms to initiate a dialogue with the 
Board's Inspections staff early on about how the firm intends to address quality control 
criticisms, including those identified as a result of these significant audit performance 
deficiencies.  The Board encourages this dialogue so that a firm can receive timely 
feedback from the Inspections staff and enhance its efforts, if necessary, during the 
twelve-month remediation period.  In addition, for a number of years, the Board has held 
a series of forums for auditors of smaller companies to share inspection results, 
remediation observations, and information about recently issued auditing standards.  
 

As described in more detail in the report, the Board also encourages firms to 
identify and address the root causes of any audit performance deficiencies identified 
during the inspections process.  The causes of these deficiencies are typically complex 
and are often the result of a combination of factors, including, among others: 

 
 a lack of technical competence in a particular audit area;  

 
 a lack of due professional care, including professional skepticism;  

 
 ineffective or insufficient supervision, which at times may have been due 

to heavy partner and professional staff workloads;  
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 ineffective client acceptance and continuance practices that fail to 
consider technical knowledge called for in particular audits; or 

 
 ineffective engagement quality reviews. 

 
With respect to the inspections conducted from 2007 through 2010 that are the 

subject of this report, firms have remediated quality control deficiencies described in 
Part II of the inspection report to the Board's satisfaction in approximately 90 percent of 
those cases in which the Board has concluded on the firm's efforts.  Firms' remediation 
activities to address specific quality control deficiencies have encompassed a range of 
actions, including enhancements of quality control policies and procedures, developing 
technical guidance targeted to specific issues, developing and requiring training 
targeted to specific issues, developing new audit tools, and requiring additional audit 
procedures.  
 
Observations of Audit Areas with Common Deficiencies 
 

Although audit deficiencies can occur in many different areas of an audit, 
Inspections staff have identified certain areas in which deficiencies occurred more 
frequently.  This report includes general descriptions of deficiencies in certain such 
common problem areas, along with specific examples from inspection reports.  Audit 
areas with frequent findings in the 2007-2010 period related to:  
 

 auditing revenue recognition (deficiencies also discussed in prior reports); 
 

 auditing share-based payments and equity financing instruments 
(deficiencies also discussed in prior reports); 

 
 auditing convertible debt instruments (new category in this report); 

 
 auditing fair value measurements (deficiencies also discussed in prior 

reports, but re-categorized); 
 

 auditing business combinations and impairment of intangible and long-
lived assets (deficiencies also discussed in prior reports); 
 

 auditing accounting estimates (deficiencies also discussed in prior reports, 
but re-categorized); 

 
 auditing related party transactions (deficiencies also discussed in prior 

reports);  
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 use of analytical procedures as substantive tests (deficiencies also 
discussed in prior reports, but re-categorized); and 
 

 audit procedures to respond to the risk of material misstatement due to 
fraud (new category in this report, but previously the subject of a separate 
report). 

 
Some categories above are identified as "deficiencies also discussed in prior 

reports, but re-categorized" from the presentation in our 2007 report.  Specifically, 
auditing fair value measurements and use of analytical procedures as substantive tests 
were discussed in the equity transactions and revenue categories of the 2007 report, 
respectively.  While auditing accounting estimates is a new category in this report, the 
2007 report addressed auditing allowance for loan losses and allowance for doubtful 
accounts in the category on loans and accounts receivable.  For fraud procedures, the 
Board released on January 22, 2007, a report titled "Observations on Auditors' 
Implementation of PCAOB Standards Relating to Auditors' Responsibilities with Respect 
to Fraud," which described observations by Inspections staff relating to procedures 
relevant to an auditor's consideration of fraud.  
 

Categories of more frequent deficiencies in our 2007 report that are not included 
in this report are: auditors' going concern considerations, auditing loans and accounts 
receivable, auditors’ consideration of issuers’ use of service organizations, use of other 
auditors, use of the work of specialists, auditor independence, and concurring partner 
review.  These categories are not included due to a lower frequency of these types of 
deficiencies reported during the 2007-2010 inspections that may have occurred for 
numerous reasons, including among others, lower frequencies in which certain audit 
areas were reviewed due to issuer audit selection and related matters, or improvements 
in auditing.  

 
While observations of certain independence violations (e.g., services related to 

bookkeeping and preparation of financial statements and notes to financial statements, 
and inclusion of indemnification clauses in engagement letters) have declined, the 
Board continues to be concerned about, and continues to identify instances in which a 
firm has not complied with the relevant independence requirements.  Although not 
separately discussed within the report, the Board emphasizes that firms should take 
steps to comply with the relevant PCAOB and SEC independence requirements.  
 

All registered public accounting firms that participate in audits of issuers should 
consider whether the audit deficiencies described in this report might be present in 
audits they are currently performing, and should take appropriate action to reduce the 
likelihood of recurrence of similar deficiencies in the future.  Audit committees may wish 
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to discuss this report with auditors they oversee to better understand whether any of the 
common deficiencies may be a concern they should consider in connection with the 
audits of their companies. 


