
PCAOB Reports Highest Approval Rating Since 2010,
However Significant Areas for Improvement Remain

Audit Quality in America Continues to Improve 



Frequency of significant audit issues dropped for the largest US public accounting 
firms for the sixth straight year based on Public Company Accounting Oversight Board 
(“PCAOB”) inspection reports released last week, illustrating an improvement in audit 
quality for the majority of US public registrants.1

The six largest US public accounting firms – BDO USA, Deloitte & Touche, Ernst & 
Young, Grant Thornton, KPMG, and PricewaterhouseCoopers2  – collectively had an 
audit deficiency rate of 27% for the most recently-reported inspection year of 2018.3   
Of note, this deficiency rate captures what the PCAOB refers to as issues “of such 
significance that [the PCAOB] believes the firm, at the time it issued its audit report(s), 
had not obtained sufficient appropriate audit evidence to support its opinion(s) on the 
issuer’s financial statements and/or ICFR [Internal Controls over Financial Reporting].”4

 
In this article we provide a brief background of the PCAOB’s audit inspection process, 
followed by more detailed observations on audit deficiency trends as well as what to 
expect in PCAOB inspections going forward based on recent commentary by PCAOB 
leadership. 

PCAOB Inspection Overview
 
The PCAOB’s purpose, as defined in the Sarbanes-Oxley Act of 2002, is to oversee the 
audits of public companies in order to protect the interests of investors and further the 
public interest of informative, accurate, and independent audit reports.5 One of the 
main functions of the PCAOB, in addition to standard-setting and enforcement, is 
performing inspections of public company audits, which are required annually for any 
public accounting firm that issues audit reports for more than 100 issuers in a year.6

The purpose of the inspections is to assess the audit firm’s compliance with PCAOB 
standards and rules as well as other applicable regulatory and professional requirements.7  
The PCAOB publishes their findings through individualized reports which disclose 
deficiencies identified in the reviewed audits. The PCAOB also reports on the number 
of deficiencies related to specific audit areas, specific accounting standards, industry 
sector, issuer revenue range, as well as the PCAOB’s observations on certain selected 
audits and the inspected accounting firm’s response to the inspection report.  

Deficiency Trend Observations

For the six largest public accounting firms, we reviewed on an aggregate basis the (i) 
historical deficiency rate trend, as previewed above, (ii) the nature of deficiencies over 
the last three available years of data (2016-2018), and (iii) the audit areas in which 
deficiencies were noted over the same last three years. Each is discussed in more detail 
below. 

1  The public accounting firms analyzed audit the majority of US public registrants (55%) and the vast majority (95%) 
of the largest registrants defined as Large Accelerated Filers. See https://blog.auditanalytics.com/who-audits-public-
companies-2019-edition/.
2  This list of the six largest US public accounting firms was determined by the percentage of SEC public registrants 
audited in 2019. Note, by this metric Marcum LLP and RSM US LLP are 7th and 8th, respectively. However, as of the 
writing of this publication the PCAOB has not released results for their 2018 inspections so they were not included in 
our review. See https://blog.auditanalytics.com/who-audits-public-companies-2019-edition/.
3  The 2018 PCAOB Annual Inspection Reports, issued June 1, 2020, summarize the 2018 inspections of audits 
generally ending in Fiscal Year 2017.
4  Referred to as “Part 1.A. Deficiencies” by the PCAOB. See https://pcaobus.org/Inspections/Documents/Inspections-
Report-Guide.pdf.
5  See https://pcaobus.org/About.
6  See https://aaapubs.org/doi/pdf/10.2308/ciia.2009.3.1.B1.
7  See https://pcaobus.org/inspections/Pages/default.aspx.
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Deficiency Rate Continues to Drop

The table below summarizes the audit deficiency rate for the six largest US public 
accounting firms since 2009. After a sharp increase from 15% in 2009 to 43% in 2013, 
the deficiency rate has steadily dropped for six years straight, culminating in a 27% 
deficiency rate in 2018 inspections which is the lowest rate since 2009.8
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Impressively, Deloitte led the way in the 2018 inspection year with the lowest deficiency 
rate reported by these six firms since 2009 at just under 12%.9 It is important to note 
that the deficiency rates are a measure on audits selected by the PCAOB for inspection 
which are primarily selected based on risk, including the PCAOB’s evaluation of the 
registrant, accounting firm considerations, and audit areas for each registrant that the 
PCAOB believes has heightened risk of material misstatement. Random selections are 
also made – in the 2018 inspection results for the largest six firms, random selections 
comprised approximately 20% of the total selections.

Internal Controls-Related Deficiencies Continue to Top the List

Over the last three years, the vast majority of deficiencies identified for these six firms 
relate to insufficient testing or overreliance of internal controls over financial reporting. 
As illustrated in the table below, these “controls-related” deficiencies were almost four 
times more frequent than the second most observed issue, which relates to inadequate 
review of significant assumptions made or data used by the issuer when making an 
estimate. The third most prevalent deficiency during this period relates to insufficient 
testing related to an identified risk or sampling procedures followed by issues with the 
appropriateness of the issuer’s accounting method or disclosures in a distant fourth.
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8  See https://www.complianceweek.com/accounting-and-auditing/charts-exclusive-analysis-of-audit-inspection-re-
ports/26753.article.
9  Ibid.
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Of note, the “controls-related” grouping is comparatively high because we grouped four 
discreet deficiencies as summarized in the table below:

Controls-Related Deficiencies Count % of Total

Did not perform sufficient testing of the design and/or operating 
effectiveness of controls selected for testing

146 39%

Did not identify and test any controls related to a significant account or 
relevant assertion

80 22%

Did not identify and/or sufficiently test controls over the accuracy and 
completeness of data or reports

75 20%

Did not perform substantive procedures to obtain sufficient evidence 
as a result of overreliance on controls (due to deficiencies in testing 
controls)

71 19%

Total 372

Each deficiency is similar or related. The first three controls-related deficiencies are due 
to an insufficient level of testing by the accounting firm of an issuer’s internal controls. 
The fourth is a by-product of the first three in that the accounting firm relied too heavily 
on potentially unreliable controls, and therefore did not perform adequate alternative 
substantive procedures.

The PCAOB’s Least-Reviewed Audit Areas Have the Highest Deficiency Rates

Over the last three years, the PCAOB has focused over 44% of its inspections of the six 
firms on revenue-related audit areas, which isn’t surprising as revenue recognition related 
issues ranked among the top three causes for restatement for all SEC registrants as well 
as the number one cause of financial statement fraud over our review period.10 The next 
three most prevalent inspection areas were inventory (20%), business combinations 
(14.4%), and long-lived assets (10.7%). The remaining ~10% include inspections of 
allowance for loan losses (3.3%), investment securities (3.0%), loan and related accounts 
(2.5%), income taxes (1.0%), insurance reserves (0.6%), and deposit liabilities (0.3%).
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10  See https://www.cpajournal.com/2017/11/20/characteristics-financial-restatements-frauds/ & https://www.compli-
anceweek.com/accounting-and-auditing/revenue-recognition-drove-2018-restatements-new-report-says/27609.article.
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Interestingly, as illustrated in the graph below, the deficiency rate is higher for audit areas 
less frequently inspected. The deficiency rate for the top four audit areas, which make up 
90% of the inspections, ranged from 11-18%, while the deficiency rate for the remaining 
categories ranged from 20-60%. 
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What to Expect Going Forward

As the PCAOB continues to evolve its own inspection operating procedures, they have 
signaled a shift towards more of a focus on the quality control systems in place at the 
public accounting firms. 

In late 2019, William Duhnke, Chairman of the PCAOB, stated in his keynote address 
at the Annual Audit Conference that the PCAOB has:

“[B]egun a multi-year journey of emphasizing systems of quality control in our 
inspections. This year, we devoted substantial resources to understanding how the largest 
U.S. firms define their quality control objectives and manage the risks associated with 
achieving those objectives.”11

George Botic, director of Registration and Inspections with the PCAOB, further 
underscored this theme in late 2019 via remarks at the AICPA Conference on Current 
SEC and PCAOB Developments in Washington, D.C. Mr. Botic described that when 
focusing on audit quality, public accounting firms should consider best practices for their 
quality control systems including:12

• Reviewing specific deficiencies and linking them to specific controls in an attempt to 
identify flaws in tools, templates, guidance, or methodology,

• Documenting the firm’s system of quality control processes, and identifying the 
firm’s quality objectives and related controls,

11  See https://pcaobus.org/News/Speech/Pages/Duhnke-Keynote-Speech-Baruch-College-14th-Annual-Audit-Con-
ference.aspx.
12  See https://www.journalofaccountancy.com/news/2019/dec/pcaob-inspection-focus-2020-audit-quality-
tips-201922630.html.
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_____________________________

William Duhnke, Chairman of the 
PCAOB

Keynote Address at Annual Audit 
Conference 2019
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• Performing a risk assessment to identify areas that may impact audit quality, 

• Designing and implementing controls to mitigate risk, and

• Conducting real-time monitoring and measurement, which Botic stated “allows for 
self-identification and correction of quality control deficiencies before they become 
systemic.

If these best practices look familiar, it is because they mirror the internal controls 
over financial reporting framework promulgated by the Committee of Sponsoring 
Organizations of the Treadway Commission (“COSO”) and followed by many SEC 
registrants.13

In addition to discussing the importance of quality control systems, Botic noted that 
the PCAOB’s area of focus will include auditor independence, implementation of new 
standards, how firms address recurring audit deficiencies, and other areas such as digital 
assets, cybersecurity, and consideration of omitted procedures.14  

We look forward to reviewing future iterations of the PCAOB inspection reports and 
sharing the results.

13  The COSO integrated framework for internal controls over financial reporting establishes guidelines for companies 
based on five major internal control components, which can be briefly summarized as (1) establishing an effective control 
environment (i.e. tone at the top), (2) performance of risk assessment to identify areas of risk of material misstatement, (3) 
establishing control activities through formal policies and procedures, (4) ensuring effective information and communication 
procedures, and (5) monitoring internal controls systems over time to ensure they remain effective. See https://www.coso.org/
documents/COSO%20McNallyTransition%20Article-Final%20COSO%20Version%20Proof_5-31-13.pdf & https://www.
coso.org/Documents/COSO-ICIF-11x17-Cube-Graphic.pdf.
14  See https://www.journalofaccountancy.com/news/2019/dec/pcaob-inspection-focus-2020-audit-quality-tips-201922630.
html.
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expert witness in state court and has served as a neutral valuation expert.
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ABOUT Floyd Advisory
Floyd Advisory is a consulting firm providing financial and 
accounting expertise in areas of Business Strategy, Valuation, SEC 
Reporting, Transaction Analysis, and Litigation Services.


