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Executive Summary 
 

The Public Company Accounting Oversight Board (the "PCAOB" or the "Board") 
is issuing this report to provide information about the nature and frequency of 
deficiencies in firms' audits of internal control over financial reporting detected during 
the PCAOB's 2010 inspections of eight domestic registered firms that have been 
inspected every year since the PCAOB's inspection program began ("firms" or 
"registered firms"):  BDO Seidman, LLP; Crowe Horwath LLP; Deloitte & Touche LLP; 
Ernst & Young LLP; Grant Thornton LLP; KPMG LLP; McGladrey LLP; and 
PricewaterhouseCoopers LLP.   
  

In an audit of internal control over financial reporting ("audit of internal control"), 
the auditor's objective is to express an opinion on the effectiveness of the company's 
internal control over financial reporting ("internal control").  Under SEC rules, a 
company's internal control cannot be considered effective if one or more material 
weaknesses in internal control exist.  Thus, under PCAOB Auditing Standard No. 5, An 
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of 
Financial Statements ("AS No. 5"), the auditor must plan and perform the audit to obtain 
reasonable assurance about whether material weaknesses exist as of the date specified 
in management's assessment, which generally is the date of the company's annual 
financial statements. 

 
An audit of internal control includes, among other things, assessing the risk that 

material weaknesses exist, testing important entity-level controls and important controls 
over significant financial statement accounts and disclosures based on the assessed 
risks, and evaluating whether identified deficiencies in internal control are material 
weaknesses.  Deficiencies in the testing and assessment of internal control may 
increase the risk of the auditor failing to identify a material misstatement since the level 
of substantive testing is predicated on the auditor's assessment of the effectiveness of 
the issuer's internal controls. 
 

The Board is concerned about the number and significance of deficiencies 
identified in firms' audits of internal control during the 2010 inspections, which generally 
involved reviews of the integrated audits of financial statements and internal control 
("integrated audits") for issuers' fiscal years ending in 2009.  This report describes the 
most pervasive deficiencies identified in firms' auditing of internal control during the 
2010 inspections, and also includes information on the potential root causes of the 
deficiencies.  Although not specifically described in this report, the Board is also 
concerned that the rate of these deficiencies increased during the Board's 2011 
inspections.  The Board emphasizes, however, that the findings described in this report 
should be considered against the broader background that, in many cases, the 
Inspections staff did not identify significant audit deficiencies in the portions of audits of 
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internal control that were reviewed in 2010 and 2011, an encouraging fact that reflects 
well on the firms' ability to implement AS No. 5 appropriately when their engagement 
teams approach the issues properly.   
 

Overall Findings 
 
 In 46 of the 309 integrated audit engagements (15 percent) that were inspected 
in 2010, Inspections staff found that the firm, at the time it issued its audit report, had 
failed to obtain sufficient audit evidence to support its audit opinion on the effectiveness 
of internal control due to one or more deficiencies identified by the Inspections staff.  In 
39 of those 46 engagements (85 percent) where the firm did not have sufficient 
evidence to support the internal control opinion, representing 13 percent of the 309 
integrated audit engagements that were inspected, the firm also failed to obtain 
sufficient audit evidence to support the financial statement audit opinion.  
 

In addition, in another 50 of the 309 integrated audit engagements, Inspections 
staff identified deficiencies in the auditing of internal control that did not involve findings 
of such significance that they indicated a failure to support the firm's internal control 
opinion.  These deficiencies, however, did evidence deficiencies in some firms' systems 
of quality control of such significance that in the Board's view they require remediation.   

 
The deficiencies do not mean the issuer's financial statements were materially 

misstated or that the issuer's internal controls were inadequate.  Generally, the 
deficiencies related to execution issues on the part of individual engagement teams 
where those teams did not meet the requirements of the firms' methodologies.  
 
Deficiencies in Audits of Internal Control  
 

The most pervasive deficiencies identified in auditing internal control related to 
firms' failures to: 
 

 Identify and sufficiently test controls that are intended to address the risks of 
material misstatement; 

 
 Sufficiently test the design and operating effectiveness of management review  

controls that are used to monitor the results of operations, such as:  (1) monthly 
comparisons of budget and actual results to forecasts for revenues and 
expenses; (2) comparisons of other metrics, such as profit margins and certain 
expenses as a percentage of sales; and (3) quarterly balance sheet reviews; 
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 Obtain sufficient evidence to update the results of testing of controls from an 
interim date to the company's year end (i.e., the roll-forward period); 
 

 Sufficiently test the system-generated data and reports that support important 
controls; 
 

 Sufficiently perform procedures regarding the use of the work of others; and 
 

 Sufficiently evaluate identified control deficiencies and consider their effect on 
both the financial statement audit and on the audit of internal control. 
 

Inspections staff identified two or more of the deficiencies noted above in 32 of the 46 
integrated audit engagements (70 percent) that were inspected in 2010 where the firm 
failed to support its internal control opinion. 

 
Potential Root Causes of Deficiencies 
 

Inspections staff performed analyses and procedures to identify root causes of 
the deficiencies and identified several factors that may have contributed to the 
deficiencies in the audit of internal control: 
 

 Improper application of the top-down approach to the audit of internal control as 
required by AS No. 5;  

 
 Decreases in audit firm staffing through attrition or other reductions, and related 

workload pressures; 
 

 Insufficient firm training and guidance, including examples of how to apply 
PCAOB standards and the firm's methodology; and 
 

 Ineffective communication with firm's information system specialists on the 
engagement team. 

 
Based on the Inspections staff's analyses of the deficiencies identified, it appears 

that firms need to perform more thorough analyses of both the risk of material 
misstatement and the approach taken to auditing internal control.  Deficiencies identified 
in firms' testing and assessment of controls generally contributed to deficiencies in firms' 
substantive audit procedures to test account balances and transactions, as the nature, 
timing, and extent of firms' substantive procedures were based on a control reliance 
approach that was not supported by the audit procedures performed.   
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Firms should perform their own root cause analyses for the deficiencies identified 
in this report, if applicable, and take appropriate corrective action.  Firms need to 
monitor and evaluate whether their corrective actions adequately address the 
deficiencies identified in this report. 

 
Actions Needed 

 
Deficiencies in the auditing of internal control are continuing to occur, and firms 

should take note of the matters identified in this report in planning and performing their 
audits.  In 2011 inspections of the firms, the percentage of integrated audits that 
Inspections staff identified as having insufficiently supported opinions on the 
effectiveness of internal control climbed to approximately 22 percent (although not all 
reports on those inspections have been finalized).  Of the engagements identified as 
having such deficiencies, approximately 82 percent were identified by Inspections staff 
as also having insufficiently supported opinions on the financial statement audit.   

 
In addition, in another 20 percent of the integrated audits that were inspected, 

Inspections staff identified deficiencies in the auditing of internal control that did not 
involve findings of such significance that they indicated a failure to support the firm's 
internal control opinion.  These deficiencies, however, did evidence deficiencies in some 
firms' systems of quality control of such significance that in the Board's view they 
require remediation. 

 
Firms with identified auditing deficiencies are required to address those 

deficiencies in a manner consistent with PCAOB auditing standards.  Those firms also 
should analyze potential root causes of the deficiencies and take appropriate actions to 
prevent the recurrence of similar issues in the future.  

 
Although this report is based on inspections of eight domestic firms, the Board's 

inspections have found similar problems with audits of internal control at other 
registered firms.  Therefore, all registered firms should review this report and consider 
whether the auditing deficiencies that the Board has observed could manifest 
themselves in their practices.  Firms should be proactive in considering how to prevent 
similar deficiencies, through strong firm quality control systems, robust training and 
guidance and by seeking ways to better anticipate and address risks that might arise in 
specific issuer audits. 

 
Audit committees may find this report useful in fulfilling their responsibilities with 

respect to independent auditors.  Audit committees may consider inquiring of the 
issuer's auditor how the controls to be tested will address the assessed risks of material 
misstatement for relevant assertions of significant accounts and disclosures.  Also, audit 
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committees may consider discussing with the auditor his or her assessment of risks, 
evaluation of control deficiencies, and whether the auditor has adjusted as necessary 
the nature, timing, and extent of his or her control testing and substantive audit 
procedures in response to risks related to identified control deficiencies. 


