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“The regulation of auditing oscillates between concerns
about the limits of state intervention and of self-regulation.”
(Rogowski, 1994, p. 19)

Introduction

The Politics of Auditing

Financial reporting and auditing are vital elements of global capital markets. While financial
reporting, by providing corporate disclosures and financial statements, enables investors and
stakeholders to make decisions on to how best to allocate their capital, auditing ensures that the
information is accurate and reliable and that it faithfully represents the state of the enterprise.
The belief in the market’s efficiency is bolstered, in particular, by the trust placed in auditing
being able to operate as an external monitoring function, something that has led to the audit
profession being perceived as the “guardians of truth in markets” (Volcker, 2002). However,
concerns over these guardians’ responsibilities, and over their trustworthiness, are raised on a
regular basis every time it transpires, in the face of serious accounting scandals, that the
profession has failed to meet societal expectations.! On this view, audit regulation is a direct
response to emerging distrust in the audit profession in order to preserve the public’s belief in
the role and mission of financial auditing (Guenin-Paracini & Gendron, 2010; Power, 1993,

2003).

To begin with, audit regulation is centred on the discussion, development and implementation
of audit standards. These standards are principle-focused and provide a framework for
performing and promoting financial auditing. Moreover, it is concerned with mechanisms
designed to ensure that these standards are applied in practice with the aid of a bundle of
monitoring and enforcement processes.? Finally, and at the heart of audit regulation, there are
those questions that centre on the changing relationships between the profession and the state,
on the limits of self-regulation and on the role played by state actors in the configuration and
organization of auditing (Puxty, Willmott, & Lowe, 1987; Robson, Willmott, Cooper, & Puxty,
1994) — debates that are heavily influenced by the profession’s demand for regulation 4y the

profession, in preference to regulation ¢f the profession.

In the accounting literature, the value and purpose of the statutory audit is discussed in the context of the so-
called "audit expectations gap* debate, which refers to the discrepancy between actual audit practices and the
perceptions harboured by those stakeholder on whose behalf auditing is being carried out (e.g. Bui & Porter, 2010;
Humphrey, Tutley, & Moizer, 1992; Porter, 1993; Power, 1993).

2 It is important to emphasize that audit regulation should not be confused with accounting regulation, as the latter
encompasses not just audit regulation, but, financial reporting regulations, too.



Self-regulation has traditionally been seen as epitomizing the hallmark of professional services
and procedures. It asserts the independence of the professions’ technical practices from socio-
political “interferences” by the state or by other actors and has fed the reputational base of the
“profession” by signifying and confirming its integrity and its expertise (Robson et al., 1994). Yet
in the last decade, the pendulum has swung away from self-regulation towards state actors
playing a more active role, a trend that was initiated at the beginning of this century, when the
detection of massive accounting frauds and of seriously manipulated financial statements at
Enron, WorldCom and other U.S. major companies severely put the public’s belief in financial
markets in general and in auditing in particular to the test. As early as the 1970s and 1980s, the
collapses of large U.S. companies resulted in questions being raised over the profession’s ability
to regulate itself propetly (Federal Committee, 1976, p. 22), but these audit failures were
successfully “particularised” with a view to preserving financial self-regulation. The events
surrounding Enron, however, brought the debate to a new level. At Enron alone, investors lost
approximately $67 billion, and they lost a further $161 billion at WorldCom, and the U.S. stock
exchange dropped by more than 22 percent within just six months (Humphrey & Loft, 2011), at
a time when the U.S. economy was in any case already turning down. An outcry from the public
for the political actors to “do something” (Mulford & Comiskey, 2011, p. 423) put legislators
under pressure, particularly as the U.S. midterm elections were about to take place (Romano,
2004). Faced by this political and economic tsunami, Congress passed the Sarbanes-Oxley Act
(SOX) in July 2002. The legislation represents a turning point in audit regulation, as it replaced 30
years of self-regulation by profession-independent oversight under the Public Company
Accounting Oversight Board (PCAOB). Having been treated for decades as something that was
sacrosanct, fiercely protected and safeguarded not just by the profession, but by state actors, too,
self-regulation suddenly turned into something that jeopardized the stability and integrity of
financial markets. This regulatory volte-face in the U.S. was observed somewhat sceptically on

the old continent.

Although in various European countries, debate over the external quality assurance provided by
auditing began to emerge as an issue in audit regulation in the 1990s, there was general consensus
that ensuring audit quality was the core element of professional self-regulation. Europe’s strong
emphasis on substance over form, in contrast to the allegedly more legalistic, rule-bound
traditions seen in U.S. financial reporting, in combination with the high educational standards
that statutory auditors were perceived to have, were felt to constitute barriers that would prevent
any European version of Enron from happening. However, serious accounting scandals in Italy
(Parmalat), Denmark (Nordisk Fjer) and in the Netherlands (Ahold), demonstrated the need for
serious reflection on audit regulation in Europe (Humphrey, Loft, & Woods, 2009). Eventually,
in 2006, the European Union revised the regulatory framework on statutory auditing, thus

responding not just to these national incidents of accounting fraud, but also to pressure from



U.S. legislators, who did not believe that the European framework was sufficiently rigorous. The
new Directive on the auditing of company accounts specified the requirements for external
quality assurance and required Members States to introduce “public oversight” into their national
regulatory frameworks. Although, the focus of the national oversight entities lies on the audit

practices at the national level, their emergence is a key element in broader trends at a global level.

In response to major economic turbulence in the mid-1990s, such as the devaluation of the peso
in Mexico 1994 and the financial crisis in Asia in 1997, international organizations such as the
European Union, the World Bank, the International Organization of Securities Commissions or
the Financial Stability Board both supported and strategically mandated the establishment of a
new international financial architecture. The logic underlying the new regulatory dogma was
based on an orientation to global capital markets, with the global use of standardized market
valuation practices being perceived to be necessary for financial stakeholders and for a rapidly
globalizing economy alike (Bengtsson, 2011; Perry & Noélke, 2005). The objective was to stabilise
globally integrated financial markets by diffusing universal standards and global codes of conduct
(Humphrey et al., 2009; Wade, 2007a). From this perspective, the emergence of audit oversight
entities on the local level is one visible outcome of a move away from a doctrine that wants to
“liberalize the market” towards one that wants to “standardize the market” so as to safeguard
and to bolster confidence in the quality of financial reporting and globalized financial markets
(Wade, 2007b). As a result of this global regulatory trend, the notion of independent oversight
over statutory auditors emerged, within one decade, to become a pivotal instrument for tackling
perennial problems with corporate financial reporting and auditing; today, audit oversight

constitutes an essential feature of audit regulation.

The implementation of audit oversight regulation in the local context shapes, changes and
destabilises the institutions in which accounting and the audit profession had traditionally been
embedded. It is the interplay of tensions created by this institutional umbrella that informs the
four studies constituting this PhD thesis. In a nutshell, the first chapter of this thesis sheds light
on the U.S. historical causes behind the current global regulatory structures and assesses, on the
basis of an analysis of research findings, the shift from self-regulation to regulation independent
of the profession. Based on a cross-country research approach, the second chapter offers insights
into how “independent” oversight regulation has been understood and implemented by
European Member countries. In the third chapter, the local institutional struggles that inevitably
accompany such institutional shifts are unveiled and analysed by re-reading the implementation
and development of the German oversight system from a critical qualitative research perspective.
The fourth chapter reveals the side-effects of regulation and practices that are increasingly

aligned with international demands and it outlines the intra-professional conflicts between large



accounting firms operating on a global scale, on the one hand, and small, local firms, on the

other hand.

Chapter 1: What do we know, and what is lacking? — the shift from self-regulation to public oversight in the U.S.

By reviewing and synthesising 30 years of research on U.S. audit regulation, the first chapter of
this thesis assesses the extent to which the shift from self-regulation to government regulation
can be supported through research. To this end, the literature on the former self-regulatory peer-
review system under the aegis of the American Institute of Certified Public Accountants
(AICPA) and the literature on the current PCAOB system are analysed, categorised and
contrasted through a framework drawn from regulation literature. In this way, the study outlines
whether peer reviews and inspections produce valid results, whether these results are considered
in financial decision-making, and, ultimately, whether conclusions can to be drawn on the impact
exercised by the two approaches to audit regulation on audit quality. As such, the study extends
prior assessments of the regulation of public company auditing in the U.S. (Abernathy, Barnes, &
Stefaniak, 2013; Glover, Prawitt, & Taylor, 2009; Kinney, 2005; Palmrose, 2013), as it is only the
direct analytical comparison of self-regulation and regulation catrried out independently of the
profession that makes it possible for conclusions to be drawn as to the legitimacy of the

institutional change from self-regulation to public audit oversight.

As outlined above, once public audit oversight had been established in the U.S., regulators
around the globe emulated the forms and practices set up by the PCAOB in order to monitor
financial auditing and to enhance their own legitimacy. The outcome of this powerful
demonstration of coercive and mimetic isomorphism (DiMaggio & Powell, 1983) forms the

focus of the second chapter.

Chapter 2: Same but djfferent — the diffusion of a European andit oversight system

By analysing, measuring, and comparing the independence of the audit oversight systems used in
all the European member states, the second chapter highlights how the European member states
have translated the concept of “independence” into regulatory outcomes. The concept of
“regulatory independence” is operationalized on the basis on public policy research. The results
are visualized by a Partial Order Scalogram Analysis (POSAC), which allows us to draw
conclusions about the similarities exhibited by various countries and about their relative levels of
independence. In revealing the strong interrelations between regulators and the audit profession
in a whole multitude of countries, the results challenge the notion of “independent” audit

regulation.



The reason for regulatory divergence is that regulatory changes take place within a tangled web of
multifaceted and intertwined national, cultural and politico-economic institutions (Ordelheide,
2004; Puxty et al., 1987).3 Regulatory reforms and changes involve the multiple combinations and
varied power settings made up by public, private and societal actors. They constitute the
“intervening variable” in the adaptation process, shaping the scope and extent of national
responses to exogenous regulatory dynamics (Blavoukos, Caramanis, & Dedoulis, 2013, p. 142;
see also Lodge, 2000). As a result of the clientelist political system in Greece, for instance, the
local audit regulator “has failed to come to a decisional point in the flow of influence, power, and
policy in the realm of accounting” (Caramanis, Dedoulis, & Leventis, 2015, p. 26).* The impact
of the German politico-economic intervening variable in the process of establishing audit

oversight mechanisms is the focus of the third chapter of this thesis.

Chapter 3: Chance to remain the same — the establishment of German andit oversight

Studies on German audit oversight structures generally revolve on the question of Jow the audit
regulation is designed, implemented or organised (Baker, Quick, & Mikol, 2001; Gabor, 2005;
Keller & Schliter, 2003; Kohler, Marten, Quick, & Ruhnke, 2008; Marten, 2001; Marten &
Kéhler, 2000, 2005; Marten, Kohler, & Meyer, 2003; Nichus, 2000; Paulitschek, 2009). By
contrast, this chapter focuses on the questions of why and how the German audit oversight system
was established and developed in its specific way. The German counterpart to the PCAOB, the
APAK, was initially established in the form of “embedded oversight”. In this kind of oversight
system, which is a widespread phenomenon in audit regulation, committees that claim to embody
genuine public representation oversee (private) accounting bodies (Loft, Humphrey, & Tutley,
2000). The extent to which such a regulatory approach adheres to or alters the logic of self-
regulation remains, however, an empirical question. Answers to this specific question and to the
general interplay between the German audit profession, the regulators and the political actors are

provided by blending Lawrence and Suddaby’s (2006) conceptualisation of institutional work.

Institutional work is a concept within new-institutional analysis. The main feature of the concept
is that it relaxes the assumption of neo-institutional thinking that individuals or organizations are
“cultural dopes” (Muzio, Brock, & Suddaby, 2013, p. 708) who are completely unaware of their

institutional environment. Institutions are social-political structures that are deeply embedded in

3The effect of country-specific factors was also identified in other accounting research areas. Studies on the degree to
which accounting standards in different jurisdictions have been harmonised, for instance, have revealed the extent to
which there has been an international divergence in financial reporting as a result of cultural traditions (Baydoun &
Willett, 1995), socio-economic traditions (Nobes, 1990; Theunisse, 1994), legal traditions (Chung, Farrar, Puri, &
Thorne, 2010; Evans & Nobes, 1998; La Porta, Lopez-De-Silanes, & Shleifer, 1998, 2006; La Porta, Lopez-De-Silanes,
Shleifer, & Vishny, 1997), political factors (Luther, 1996) or a combination of various factors (Salter, 1998; Saudagaran
& Diga, 1997; Williams, 1999).

4 It should be noted that the institutional settings exert influence on normative and coercive pressures. Ordelheide
(1999, 2004) demonstrated that European Directives were least successful in harmonising accounting rules in those
member states that have a long tradition of regulating accounting (Ordelheide, 1999, 2004).



time and space, maintained by rules and convictions, strong relations and entrenched resources
(Scott, 2008). Neo-institutional theory is based on the assumption that organizations tend to
comply with institutional pressures, and it focuses on explaining organizational homogeneity
within institutional environments by identifying the mechanisms that determine organizational
structure (e.g. DiMaggio & Powell, 1983). However, from the late 1980s onwards scholars began
to criticize the lack of agency within institutional analysis, in particular, when institutional change
rather than institutional stability was the object of the empirical analysis. Scholars began to focus
on the possibility that actors might act intentionally to contribute to institutional change, and
they documented the ability of actors holding key strategic positions or possessing other forms of
power to make a significant contribution to preserving or, alternatively, disrupting existing
institutions (DiMaggio, 1988; Fligstein, 1997; Greenwood, Hinings, & Suddaby, 2002; Holm,
1995; Meyer & Jepperson, 2000; Suddaby & Greenwood, 2005). Based on this development,
Lawrence and Suddaby (Lawrence & Suddaby, 2006; Lawrence, Suddaby, & Leca, 2009)
conceptualized a useful taxonomy of institutional work, which associates specific types of

institutional work with institutional outcomes: institutional change, maintenance or disruption.

The German case is representative of both institutional continuity and institutional change,
demonstrating how different actors are intertwined within the organizational field. The fluid
German context lends itself particularly well to the concept of institutional work, as in this
specific context actors are more likely to be fully aware of — and to become engaged in — acts of
institutional agency (Muzio et al., 2013, p. 709). The analysis reveals how different actors were
involved in parallel, but interlinked through multifarious dimensions of institutional work — with
both intended and unintended institutional outcomes. It suggests the existence of a strategic
allegiance between the professional institute and large audit firms, the “accounting
establishment” (Durocher, Gendron, & Picard, 2014, p. 7), and political actors — one designed to
preserve the self-regulatory logic of audit regulation. In addition, the rereading of trends in
German oversight demonstrates the particular impact exerted by intra-professional dynamics on
relations between the state and the profession and shows how professions can be both the

mechanism for, and the primary target of, institutional change and transformation.

Chapter 4: Side-effects of global regulations — The intra-professional conflicts in the German context

The fourth chapter puts the intra-professional dynamics of the German audit profession under
the microscope and illustrates a rare example of local resistance from small auditors against the
accounting establishment. These intra-professional conflicts resulted from the major
transformations that have been taking place in the audit profession over the last twenty years.
The regulation of practices, rules, and accounting standards started to be relocated from

national sites to a new, international regulatory environment. This setting is dominated by



internationally linked audit firms, which have transformed themselves into powerful
international entities. Yet, the “new logics of post-professionalism” (Suddaby, Cooper, &
Greenwood, 2007, p. 356), are accompanied by the strategic attempts by these firms to preserve
the historical and economic privileges of a “profession” at the national level, because debates
on the role, functioning and interpretation of the audit profession are particularly problematic
for this segment of the profession: “Big firms can only exist as ,great® firms because they are
part of the same profession as small firms* (Ramirez, 2013, p. 860). However, conflicts between

large audit firms and small audit firms have always existed in the German history of auditing.

It was because the profession lacked any real cohesion that auditing became institutionalized
comparatively late in Germany. In the 1920s, so-called book examiners, various professional
groups, and audit firms controlled by banks had starkly diverging ideas on how the legal
arrangements governing German accounting and audit regulation should be organised and
institutionalised in detail (Evans, 2003; Harston, 1993). As a result, the state embarked on a
course of active interference through which it introduced a statutory audit and formally
established the profession of the public accountant (Wirtschaftspriifer) (Gietzmann & Quick,
1998; Quick, 2005). In the following decades, the underlying tensions between different segments
of the profession continued to simmer, though they were kept under control by the Institute of
Public Auditors in Germany (IDW) and the Federal Chamber of Public Accountants (WPK)
until the late 1990s. Starting from this date, the chapter offers a critical analysis of the micro-
politics of the professional groups in Germany and outlines the multifarious economic and
political factors, which led to the mobilisation of small- and medium-sized auditors that
eventually culminated in the takeover of the Federal Chamber of Public Accountants. In this
way, the chapter provides a counterweight to the vast volume of literature highlighting the

national and international dominance enjoyed by the Big Four (e.g. Suddaby et al., 2007).

The conflicts are analysed through the lense of practice theory (Nicolini, 2012; Schatzki, 1996,
2001). The basic idea of practice theory is to understand phenomena such as power, language,
social institutions and transformation as being the result of interacting fields of social practices
and material arrangements. Practices are “sets of material activities that are fundamentally
interpenetrated and shaped by broader cultural frameworks such as categories, classifications,

frames, and other kinds of ordered belief systems.” (Lounsbury & Crumley, 2007, p. 996).

The perspective enables the identification of the differing practices pursued in the working
environments of large audit firms, on the one hand, and small auditors, on the other. The study
demonstrates the negative side effects bound to be produced by any system of standardized audit

regulation that fails to differentiate between different segments of the profession.



From a methodological point of view, the third and the fourth chapters are both longitudinal
qualitative critical case studies, which are based on a variety of data sources and triangulation
research methodology (Denzin, 2009; Lincoln & Guba, 1985). From a theoretical perspective,
both chapters share a multidimensional view of agency in which agency and structure are
inextricably linked to each other. Both concepts, practice theory on the one hand, and
institutional work on the other hand, aim to find more balance between methodological
individualism and social determinism. In fact, in order to solve the “embedded agency paradox”,
a term that refers to the old structure vs. agency debate in social sciences (Seo & Creed, 2002),
scholars started to explicitly integrate elements of practice theory into neo-institutional thinking
(DiMaggio & Powell, 1991). Both concepts therefore introduce both some degree of reflexivity
about how actors engage with their institutional environment and an active capacity that has the
potential to cause variation in institutionalized patterns of reproduction (Battilana, Leca, &
Boxenbaum, 2009; Lawrence & Suddaby, 2006; Muzio, Brock, & Suddaby, 2013). The
application of the concepts is based on a constructivist research approach that regards theory as a
frame that helps to produce novelty in the understanding of previously unappreciated aspects of
German audit regulation and to orient the research process in line with certain assumptions
(Power & Gendron, 2015). Hence, the production of credible, trustworthy and interesting

insights into audit regulation is the overall aim of both chapters.

Audit regulation is currently caught up, to a degree that has perhaps never been witnessed before,
in an enormously dynamic process of fundamental change that are caused by multiple,
interrelated trends. These include the transformation of domestic audit firms into powerful,
international actors (Greenwood et al., 2002; Greenwood & Suddaby, 2002), the proclaimed
death of traditional professional bodies (Cooper and Robson, 2006), the global diffusion of
international standards (Botzem, 2010; Botzem & Quack, 2005) and the increasing importance of
the international regulations laid down by both formal and informal organizations (Arnold, 2005;
Humphrey et al., 2009; Humphrey & Moizer, 2008). Within this empirical environment, I hope
that this thesis with the following four chapters can contribute to our understanding of audit

regulation — both from a theoretical and from an empirical standpoint.

References



10

Abernathy, J., Barnes, M., & Stefaniak, C. (2013). A summary of 10 years of PCAOB research:
what have we learned? Journal of Accounting Literature, 21(1), 30—60.

Arnold, P. J. (2005). Disciplining domestic regulation: the world trade organization and the
market for professional services. Accounting, Organizations and Society, 30(4), 299-330.

Baker, R. C., Quick, R., & Mikol, A. (2001). Regulation of the statutory auditor in the European
Union: a comparative survey of the United Kingdom, France and Germany. Ewrgpean
Accounting Review, 10(4), 763-7806.

Battilana, J., Leca, B., & Boxenbaum, E. (2009). How actors change institutions: towards a theory
of institutional entrepreneurship. Acadensy of Management Annals, 3(1), 65-107.

Baydoun, N., & Willett, R. (1995). Cultural relevance of western accounting systems to
developing countries. Abacus, 31(1), 67-92.

Bengtsson, E. (2011). Repoliticalization of accounting standard setting—the IASB, the EU and
the global financial crisis. Critical Perspectives on Accounting, 22(6), 567-580.

Blavoukos, S., Caramanis, C., & Dedoulis, E. (2013). Europeanisation, independent bodies and
the empowerment of technocracy: the case of the Greek auditing oversight body. South
Eunropean Society and Politics, 18(2), 139-157.

Botzem, S. (2010). Standards der Globalisiernng - Die  grengiiberschreitende  Reguliernng — der
Unternebmensrechnungslegung als Pfadgestaltung. Freie Universitit Berlin, Berlin.

Botzem, S., & Quack, S. (2005). Contested rules and shifting boundaries: International standard setting in
accounting.  (No.  SP III ~ 2005-201).  Berlin:  WZB.  Retrieved  from
http:/ /www.econstor.eu/handle/10419 /48951

Bui, B., & Porter, B. (2010). The Expectation-Performance Gap in Accounting Education: An
Exploratory Study. Acconnting Education, 19(1/2), 23-50.

Caramanis, C., Dedoulis, E., & Leventis, S. (2015). Transplanting Anglo-American accounting
oversight boards to a diverse institutional context. Accounting, Organizations and Society, 42,
12-31.

Cooper, D. J., & Robson, K. (2006). Accounting, professions and regulation: locating the sites of
professionalization. Accounting, Organizations and Society, 31(4-5), 415-444.

Chung, J., Farrar, J., Puri, P., & Thorne, L. (2010). Auditor liability to third parties after Sarbanes-
Oxley: an international comparison of regulatory and legal reforms. Journal of International
Acconnting, Auditing and Taxation, 19(1), 66-78.

Denzin, N. K. (2009). The research act: a theoretical introduction to sociological methods. New Brunswick,
NJ: Aldine Transaction.

DiMaggio, P. J. (1988). Interest and agency in institutional theory. In L. G. Zucker (Ed.),
Lnstitutional ~ patterns and organizations (pp. 3-22). Cambridge: Ballinger Publishing
Company.

DiMaggio, P. J., & Powell, W. W. (1983). The iron cage revisited: institutional isomorphism and
collective rationality in organizational fields. American Sociological Review, 48(2), 147-160.

DiMaggio, P. J., & Powell, W. W. (1991). Introduction. In W. W. Powell & P. J. DiMaggio (Eds.),
The new institutionalism in organizational analysis (pp. 1-40). Chicago: The University of
Chicago Press.

Durocher, S., Gendron, Y., & Picard, C.-F. (2014). Waves of global standardization: small
practitioners’ resilience, intra-professional fragmentation and the constraining of broader
thinking.

Evans, L. (2003). Auditing and audit firms in Germany before 1931. Acwounting Historians Journal,
30(2), 29-65.

Evans, L., & Nobes, C. (1998). Harmonization relating to auditor independence: the Eighth
Directive, the UK and Germany. Exropean Accounting Review, 7(3), 493-516.

Federal Committee. (1976). The accounting establishment (Subcommittee on Reports, Accounting
and Management of the Committee on Government Operations) (pp. 1-1760).
Washington D.C.: United States Senate.

Fligstein, N. (1997). Social skill and institutional theory. Awmerican Bebhavioral Scientist, 40(4), 397—
405.

Gabor, G. (2005). Systeme der externen Qualititskontroll ¢ im Berufsstand der Wirtschaftspriifer. Eine
spieltheoretische Betrachtung. Zirich: Gabler.



11

Gietzmann, M. B., & Quick, R. (1998). Capping auditor liability: the German experience.
Accounting, Organizations and Society, 23(1), 81-103.

Glover, S. M., Prawitt, D. F., & Taylor, M. H. (2009). Audit standard setting and inspection for
U.S. public companies: a critical assessment and recommendations for fundamental
change. Accounting Horizons, 23(2), 221-237.

Greenwood, R., Hinings, C. R., & Suddaby, R. (2002). Theorizing change: the role of
professional associations in the transformation of institutionalized fields. Academy of
Management Journal, 45(1), 58—80.

Greenwood, R., & Suddaby, R. (2002). Theorizing Change: The Role of Professional
Associations in the Transformation of Institutionalized Fields. Acadensy of Management
Journal, 45(1), 58-80.

Guenin-Paracini, H., & Gendron, Y. (2010). Auditors as modern pharmakoi: Legitimacy
paradoxes and the production of economic order. Critical Perspectives on Accounting, 21,
134-158.

Harston, M. E. (1993). The German accounting profession - 1931 and before: a reflection of
national ideologies. The Accounting Historians Journal, 20(2), 139—-162.

Holm, P. (1995). The dynamics of institutionalization: transformation processes in Norwegian
tisheries. Administrative Science Quarterly, 40(3), 398—422.

Humphrey, C., & Loft, A. (2011). The complex wotld of international auditing regulation.
QOFinance, 271-274.

Humphrey, C., Loft, A., & Woods, M. (2009). The global audit profession and the international
financial architecture: Understanding regulatory relationships at a time of financial crisis.
Accounting, Organizations and Society, (34), 810-825.

Humphrey, C., & Moizer, P. (2008). Understanding regulation in its global context. In R. Quick,
S. Tutley, & M. Willekens (Eds.), Auditing, trust and governance: developing regulation in Enrope
(pp. 262-278). London: Routledge.

Humphrey, C., Tutley, S., & Moizer, P. (1992). The audit expectations gap - plus ¢a change, plus
c’est la méme chose? Critical Perspectives on Accounting, 3(2), 136—161.

Keller, G., & Schliter, K. G. (2003). Peer Review: Perspektiven nach dem Sarbanes-Oxley Act of
2002. Betriebs-Berater, 2166-2174.

Kinney, W. R. (2005). Twenty-five years of audit deregulation and re-regulation: what does it
mean for 2005 and beyond? Awuditing: A Journal of Practice & Theory, 24(s-1), 89—109.

Kohler, A. G., Marten, K.-U., Quick, R., & Ruhnke, K. (2008). Audit regulation in Germany.
Improvements driven internationalization. In R. Quick, S. Turley, & M. Willekens (Eds.),
Auditing, trust and governance: developing regulation in Europe (pp. 111-143). London:
Routledge.

La Porta, R., Lopez-De-Silanes, F., & Shleifer, A. (1998). Law and Finance. Journal of Political
Economy, 106(6), 1113-1155.

La Porta, R., Lopez-De-Silanes, F., & Shleifer, A. (2006). What works in securities laws? The
Journal of Finance, 61(1), 1-32.

La Porta, R., Lopez-De-Silanes, F., Shleifer, A., & Vishny, R. W. (1997). Legal determinants of
external finance. The Journal of Finance, I.11(3), 1131-1150.

Lawrence, T. B., & Suddaby, R. (2000). Institutions and institutional work. In S. R. Clegg, C.
Hardy, T. Lawrence, & W. R. Nord (Eds.), Handbook of organization studies (pp. 215-254).
London: Sage.

Lawrence, T. B., Suddaby, R., & Leca, B. (2009). Introduction: theorizing and studying
institutional work. In Institutional Work. Cambridge University Press.

Lincoln, Y. S., & Guba, E. G. (1985). Naturalistic inquiry. Newbury: Sage Publications.

Lodge, M. (2000). Isomorphism of national policies? The “Europeanisation” of German
competition and public procurement law. West European Politics, 23(1), 89—107.

Loft, A., Humphrey, C., & Turley, S. (20006). In pursuit of global regulation. Accounting, Aunditing
& Accountability Journal, 19(3), 428—451.

Lounsbury, M., & Crumley, E. T. (2007). New practice creation: an institutional perspective on
innovation. Organization Studies, 28(7), 993-1012.

Luther, R. (1996). The development of accounting regulation in the extractive industries: an
international review. The International Jonrnal of Accounting, 31(1), 67-93.



12

Marten, K.-U. (2001). Die externe Qualitdtskontrolle (Peer Review) im Berufsstand der
Wirtschaftspriifer in Deutschland und in den USA. Wirtschafispriiferkammer - Mitteilungen.
Informationen Zu Bernfspolitik, Berufsrecht Und Beruflicher Praxis, 40(Sonderhef), 23-26.

Marten, K.-U., & Kohler, A. G. (2000). Qualititskontrolle in der Wirtschaftspriifung. WISU
WISU - Die Zeitschrift Fiir Den Wirtschaftsstudenten, 10, 1320—1328.

Marten, K.-U., & Kohler, A. G. (2005). Vertrauen durch offentliche Aufsicht: die
Abschlusspriferaufsichtskommission als Kernelement der WPO-Novellierung. Die
Wirtschaftspriifung, 58(4), 145—152.

Marten, K.-U., Kéhler, A. G., & Meyer, S. (2003). Umbruch im Peer-Review-System - Deutscher
Status quo und der Sarbanes-Oxley Act of 2002. Die Wirtschaftspriifung, 1, 10-17.

Meyer, J. W., & Jepperson, R. L. (2000). The “actors” of modern society: the cultural
construction of social agency. Sociological Theory, 18(1), 100—120.

Mulford, C. W., & Comiskey, E. E. (2011). Creative accounting and accounting scandals in the
USA. In M. Jones J. (Ed.), Creative accounting, frand and international accounting scandals (pp.
407-424). Chichester: Wiley.

Muzio, D., Brock, D. M., & Suddaby, R. (2013). Professions and institutional change: towards an
institutionalist sociology of the professions. Journal of Management Studies, 50(5), 600-721.

Nicolini, D. (2012). Practice theory, work, and organization: an introduction. Oxford: OUP Oxford.

Niehus, R. (2000). Peer Review in der deutschen Abschlusspriifung: Ein Berufsstand kontrolliert
sich. Der Betrieb, 1113-1142.

Nobes, C. W. (1990). Compliance by US corporations with IASC standards. The British Acconnting
Review, 22(1), 41-49.

Otdelheide, D. (1999). Germany. In S. McLeay (Ed.), Accounting regulation in Enrgpe. Basingstoke:
MacMillan.

Otdelheide, D. (2004). The politics of accounting: a framework. In C. Leuz, D. Pfaff, & A.
Hopwood (Eds.), The economics and politics of accounting (pp. 269-284). Oxford: Oxford
University Press.

Palmrose, Z.-V. (2013). PCAOB audit regulation a decade after SOX: where it stands and what
the future holds. Accounting Horizons, 27(4), 775-798.

Paulitschek, P. (2009). Aufsicht iiber den Berufsstand der Wirtschaftspriifer in Dentschland. Wiesbaden:
Gabler. Retrieved from http://link.springer.com/chapter/10.1007 /978-3-8349-8190-
5_1°null

Perry, J., & Nolke, A. (2005). International accounting standard setting: a network approach.
Business and Politics, 7(3), 5-5.

Porter, B. (1993). An empirical study of the audit expectation-performance gap. Accounting and
Business Research, 24(93), 49—068.

Power, M. K. (1993). The politics of financial auditing. The Political Qnarterly, 272—284.

Power, M. K. (2003). Auditing and the production of legitimacy. Accounting, Organizations and
Society, 28(4), 379-394.

Power, M. K., & Gendron, Y. (2015). Qualitative research in auditing: a methodological
roadmap. Auditing: A Jonrnal of Practice & Theory, 34(2), 147-165.

Puxty, A. G., Willmott, H., & Lowe, T. (1987). Modes of regulation in advances capitalism:
locating accountancy in four countries. Acconnting, Organizations and Society, 12(3), 273—
291.

Quick, R. (2005). The formation and early development of German audit firms. Accounting,
Business & Financial History, 15(3), 317-343.

Ramirez, C. (2013). “We are being pilloried for something, we did not even know we had done
wrong!” quality control and orders of worth in the British audit profession. Journal of
Management Studies, 50(5), 845-869.

Robson, K., Willmott, H., Cooper, D. J., & Puxty, T. (1994). The ideology of professional
regulation and the markets for accounting labour: Three episodes in the recent history of
the U.K. accountancy profession. Accounting, Organizations and Society, 19(6), 527-553.

Rogowski, R. (1994). Auditors and lawyers in Germany: Co-evolution, not competition.
International Jonrnal of the Legal Profession, 1(1), 13-29.

Romano, R. (2004). The Sarbanes-Oxley Act and the making of quack corporate governance. The
Yale Law Jounrnal, 114(7), 1521-1611.



13

Salter, S. B. (1998). Corporate financial disclosure in emerging markets: does economic
development matter? The International Jonrnal of Accounting, 33(2), 211-234.

Saudagaran, S. M., & Diga, J. G. (1997). Accounting regulation in ASEAN: a choice between the
global and regional paradigms of harmonization. Journal of International Financial
Management & Accounting, 8(1), 1-32.

Schatzki, T. R. (19906). Social practices: a wittgensteinian approach to human activity and the social. New
York: Cambridge University Press.

Schatzki, T. R. (2001). Practice theory: an introduction. In T. R. Schatzki, K. Knorr-Cetina, & E.
Von Savigny (Eds.), The practice turn in contemporary theory (pp. 1-14). London: Routledge.

Scott, W. R. (2008). Institutions and organigations. ideas and interests. Los Angeles: Sage Publications.

Seo, M.-G., & Creed, D. W. E. (2002). Institutional Contradictions, Praxis, and Institutional
Change: A Dialectical Perspective. Academy of Management Review, 27(2), 222-247.

Suddaby, R., Cooper, D. J., & Greenwood, R. (2007). Transnational regulation of professional
services: Governance dynamics of field level organizational change. _Accounting,
Organizations and Society, 32(4-5), 333-3062.

Suddaby, R., & Greenwood, R. (2005). Rhetorical strategies of legitimacy. Administrative Science
Quarterly, 50(1), 35-67.

Theunisse, H. (1994). Financial reporting in EC countries. Exropean Accounting Review, 3(1), 143—
161.

Volcker, P. A. (2002, November). Accounting, accountants, and accountability in an integrated world
econonzy. Remarks by Paul A. Volcker to the World Congress of Accountants Hong Kong
presented at the World Congress of Accountants, Hong Kong.

Wade, R. (2007a). A new global financial architecture. New Left Review, 46, 113-129.

Wade, R. (2007b). The aftermath of the Asian financial crisis: from “liberalize the market” to
“standardize the market” and create a “level playing field.” In Ten years affer: revisiting the
Asian financial crisis (pp. 73-94). Washington D.C.: Woodrow Wilson International Center
for Scholars.

Williams, S. M. (1999). Voluntary environmental and social accounting disclosure practices in the
Asia-Pacific region: an international empirical test of political economy theory. The
International Journal of Accounting, 34(2), 209—238.



14



15

“If accountants can’t solve their problems, someone will.”

(Congressman Jack Brooks in Larson, 1987, p. 118)

Chapter 1
Changing from self-regulation to public oversight: a literature review

of 30 years of research on external quality assurance

in the U.S.

Abstract

This paper reviews empirical research of the past 30 years to assess and extend our knowledge of
audit regulation. The traditional self-regulatory system of the U.S. accounting profession came to
an end in 2002, when, the Public Company Accounting Oversight Board (PCAOB) was
established to oversee the audits of publicly traded companies. This paper contributes to the
controversial debate about the two concepts of external quality assurance — government
oversight versus the profession’s self-regulation — by reviewing the academic literature about the
former profession’s peer review system and the current PCAOB system. The research findings of
the former self-regulatory peer-review system and the current PCAOB system are categorised
and compared through a framework drawn from the literature on regulation. The ensuing
analysis reveals that the introduction of peer reviews improved audit quality. However, when
peer reviews became mandatory, review reports were neither recognised by decision makers nor
perceived as instruments for signalling audit quality. Moreover, the analysis reveals how empirical
studies demonstrate the PCAOB’s positive effect on audit quality yet the audit profession
remains rather sceptical about the PCAOB’s effectiveness. Finally, the comparison identifies

striking issues that have not undergone further research.

Keywords: external quality assurance, self-regulation, peer review, PCAOB inspection

5> This chapter benefited from the feedback of William Messier, Brian Shapiro, Robert Day, Robert Kirsch, Sytse
Duiverman, James Dalkin, and participants at the 2013 European Auditing Research Network Symposium (EARNet)
in Trier, the 2014 American Accounting Association (AAA) Public Interest Section in San Diego, and the 2014 British
Accounting and Finance Association (BAFA) Annual Conference in London.
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1.1 Introduction

How can audit quality be enhanced and will this reassert public confidence in financial auditing?
These are questions that frequently arise in discussions on how to react suitably to accounting
manipulations. One course of action is to control the service quality of audit firms through
external quality controls. Regulating quality assurance in the U.S. began in the 1980s when the
American Institute of Certified Public Accountants (AICPA) initiated a voluntary peer-review
programme (Sperry, Spede, & Hicks, 1987). A system of this kind subjects audit firms’ quality
control systems and audit engagements to an external review that is conducted by another
professional audit firm. Peer review became mandatory in 1988 and remained, with some
modifications, in operation until 2002. Then, however, corporate reporting went through a
particular crisis when trust in financial reporting was undermined by a series of severe fraud
scandals, which brought into question whether the self-regulatory system of the profession can
adequately guarantee a high level of audit quality. As a direct result, Congress passed the
Sarbanes-Oxley Act (SOX) in 2002, which replaced the traditional self-regulatory system of the
accounting profession with a system of public oversight, making the SOX the most incisive
corporate-governance legislation since the Securities Acts in the 1930s (Boster, 2007; Church &
Shefchik, 2012; Humphrey, Moizer, & Tutley, 2006). Although the Act led to a variety of
fundamental changes in financial reporting (Kinney, 2005), the most important element was the

introduction of mandatory governmental inspections.

This study focuses on research findings on the mode of external quality assurance in two
regulatory regimes: the PCAOB’s inspections and the peer reviews of the former self-regulatory
regime. External quality controls aim at assessing whether audit firms have developed
appropriate quality control policies and procedures, and whether these are followed in practice in
order to comply with professional accounting and auditing standards (Arens, Elder, & Beasley,
2011). Although quality assurance is only one element of the broader notion of audit regulation
(Simnett & Smith, 2005, p. 47) it is argued that, in particular, the way a system of external quality
control is organised, implemented, and overseen does have an effect on the degree to which the
broader regulatory framework achieves its goal of protecting the interests of investors and the
public (Carcello, Hollingsworth, & Mastrolia, 2011; Francis, Andrews, & Simon, 1990; Palmrose,
2013).7 The importance of external quality control mechanisms is reflected in the post-SOX
period, when many other countries reformed their legal system by introducing public oversight,

including systems of profession-independent inspections (Canning & O’Dwyer, 2013; Caramanis,

¢ The term “review” is used for quality assurance of the former AICPA self-regulatory system and the term
“inspection” refers to the current PCAOB oversight system.

7 Other elements are the educational system, the licensing, and registration of statutory auditors, as well as standard-
setting or disciplinary systems, which can all either be organised within the accounting profession or under the control
of a government agency.
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Dedoulis, & Leventis, 2015; Hazgui & Gendron, 2015; Malsch & Gendron, 2011). Given the
U.S. transition’s significant influence on the organisation of auditing, on the local and global
regulatory landscape, it is important to review the effects of the PCAOB and to assess whether
the transition was successful and, if so, in which aspects. A better and holistic understanding of
the different systems is necessary for further reforms and to decrease the risk of producing
politically unintended and potentially dysfunctional consequences. This paper contributes to the
controversial debate about the two concepts of external quality assurance—government
oversight versus the profession’s self-regulation—by reviewing the academic literature about the
former profession’s peer review system and the current PCAOB system. The purpose of this
paper is to provide a comprehensive analysis and synthesis of empirical research on the external
quality assurance mechanisms of U.S. audit firms. To this end, the study incorporates the
findings on the former AICPA peer-review system and contrasts them with research results on
the current PCAOB system. As such, the study extends prior assessments of the regulation of
public company auditing in the U.S. (Abernathy, Barnes, & Stefaniak, 2013; Glover, Prawitt, &
Taylor, 2009; Kinney, 2005; Palmrose, 2013), as only the direct analytical evaluation of the two
regulatory regimes allows drawing conclusions about the legitimacy of the institutional change

from self-regulation to public oversight.

The categorising of prior research findings is based on a framework that is derived from
regulation literature. The framework serves as a benchmark for assessing the legitimacy of each
of the two regulatory regimes in three ways: first, it analyses whether peer reviews and PCAOB
inspections yield valid results; second, it considers whether peer reviews and inspection results
were used in financial decision-making processes; third, the framework focuses on the impact of
peer reviews and PCAOB inspections on the level of actual audit quality. Hence, the multiple
tindings of each research study were unbundled and arranged according to the three aspects of
the developed framework. The sources of this study were articles in accredited journals and
working papers. Relevant papers were identified by searching the databases (e.g. Business Source
Premier, EBSCOhosts, Emerald Management eJournals, and Jstor databases) with the following
keywords: peer reviews, self-regulation, AICPA, inspections, PCAOB, Public Company
Accounting Oversight Board, and audit quality. In addition, the reference section of each study is

reviewed to detect papers not identified during the initial database search.

The remainder of this paper is structured as follows. The next section outlines the framework for
categorising the research findings and describes the historical development of external quality
controls in the U.S. as principles, structures, and tendencies of audit regulation become cleatrer
when viewed in their historical, economic, and political context. In the next two sections the

research findings on peer review and on PCAOB inspections are separately analysed, followed by
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a comparison in the subsequent section. This is followed by an outline of further research and

concluding remarks.

1.2 Organising framework

To assess regulatory regimes, it is necessary to be clear about the relevant benchmark. In audit
regulation there has never been much agreement concerning the assessment of mechanisms
regulating the audit profession (e.g. Mautz, 1984). Disunity results, due to methodological and
conceptual problems of identifying assessment measures as well as disputes on who should
determine and define them (Arens et al., 2011; Sutton & Lampe, 1991). The benchmark for this
paper is based on arguments from regulation literature that are presented when regulatory

arrangements and performance are discussed, analysed and evaluated.

Baldwin et al. (2012) argue that five principles constitute the legitimacy of a regulatory regime. A
legitimate regulatory regime must be validated and supported by a legislative mandate. The
second principle refers to the accountability of the regulatory regime that has to be properly
accountable to, and controlled by, democratic institutions. The third principle is that fair,
accessible, and transparent procedures have to be guaranteed in terms of intra-organisational
processes and with respect to those who are regulated. The fourth principle centres on the
sufficient level of expertise and technical knowledge, which have to be incorporated in the
regulatory regime. The last principle demands that a regulatory regime has to yield efficient
outcomes. Although the five principles are fraught with difficulties, they constitute a set of

benchmarks for assessing regulatory regimes.

The first two principles are not included in the analysis as they relate to the policy process, which
established the specific regulatory regime. The study concentrates on the latter three criteria — the
expertise, transparency, and efficiency principles —and applies them to the field of audit

oversight regulation and external quality controls.

Regulatory expertise

In the context of external audit assurance, the expertise principle is associated with the
knowledge and proficiency of reviewers and inspectors. Expertise in the field of audit
engagement has to be ensured to understand the underlying business environment processes,
especially when financial estimates rest on complex and future-oriented uncertainties (Peecher,
Solomon, & Trotman, 2013). However, in the field of financial auditing, the expertise principle is

inextricably linked with the degree of independence and objectivity of the reviewers and
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inspectors.® Paraphrasing DeAngelo (1981), reviewers and inspectors not only have to be able
but also have to be willing to discover and report a breach in the audit firm’s quality control
system. It is no coincidence, therefore, that the literature on audit regulation argues that the
change from self-regulation to government inspections represents a trade-off of expertise for
independence (e.g. Catcello et al., 2011; DeFond, 2010; Palmrose, 2006). This trade-off atises
from the perception of government regulators as being more independent than self-regulators
but lacking in industry expertise (Bellovary & Mayhew, 2009; DeFond, 2010; Grumet, 2005).
Expertise and independence are therefore of vital importance to determine the validity of
external quality assurance processes. In other words, the judgments must be objective and based
on reliable and valid information and justification. Validity refers to the degree to which a
measurement tool (i.e. reviews and inspections) measures what it claims to measure (i.e. audit
quality). Based on these considerations, the first way in which the research studies are categorised

is stated in the following research question:

RQ1: Do peer reviews and inspections lead to valid results?

Insights about the validity of peer reviews and PCAOB inspections were found in a variety of
studies with various research approaches. Some studies have examined whether there is evidence
for a relationship between reviewer characteristics and review findings (Colbert & Murray, 1998;
Wallace, 1991), or whether review and inspection results are biased by the information advantage
of reviewers and inspectors (Emby, Gelardi, & Lowe, 2002; O’Keefe, King, & Gaver, 1994).
Other studies have drawn conclusions on the validity of the results from a comparison of peer
review and PCAOB reports about the same firm (Anantharaman, 2012; Ragothaman, 2012).
Moreover, the analysis of the responses of audit firms to reviews and inspection outcomes
(Bishop, Hermanson, & Houston, 2013; Blankley, Kerr, & Wiggins, 2012; Church & Shefchik,
2012; Wallace & Cravens, 1994), or to surveys about the opinion on the external assurance
processes (Daugherty & Tervo, 2010; Ehlen & Welker, 1996; Newman & Oliverio, 2010),

allowed for conclusions about the validity of the system.

Regulatory transparency

The transparency criterion leads to the second principle that concerns how the research findings
are categorised. Research has shown that market participants reward companies that employ
high-quality auditors (Barton, 2005; Knechel, Krishnan, Pevzner, & Stefchik, 2013). From this

perspective, transparency relates to whether peer review and inspection reports allow market

8 Although the concepts of independence and objectivity have a substantial overlap, they cannot be used entirely
synonymously. Whereas “independence” is more an organisational attribute, “objectivity” relates to the unbiased
mental attitude of reviewers and inspectors.

9 For the interconnection of “independence” and “regulatory expertise” in regulation theory see also Ottow (2015, pp.
1-13).
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participants to draw conclusions on the service quality of the specific audit firms. This is based
on the assumption that investors use the results of external quality controls as surrogates for the
unobservable quality of financial statement in processes of financial-decision making. The
literature on regulation suggests that transparent oversight aids the efficiency of supervision
(Ottow, 2015, p. 12). By linking this argument to audit regulation, the recognition of review and
inspections outcomes by market participants exerts pressure on the audit firm to improve audit
quality based on the valid findings of the reviews and inspections. The second approach to

categorisation is therefore stated as:

RQ2: Do financial markets recognise peer reviews and PCAOB reports as useful instruments for

decision-making?

Empirical studies have shed light on this question by analysing the variability in audit fees
(Francis et al., 1990; Giroux, Deis, & Bryan, 1995) and by examining the number of clients that
the audit firm gained or lost (Daugherty, Dickins, & Tervo, 2011; Hilary & Lennox, 2005;
Lennox & Pittman, 2010). Changes in those dependents are attributable to the market’s reaction
to peer review and PCAOB results. In other studies, questionnaires and surveys (Alam, Hoffman,
& Meier, 2000; File, Ward, & Gray, 1992; Schneider & Ramsay, 2000; Woodlock & Claypool,
2001), or experimental designs (Payne, 2003; Robertson & Houston, 2010; Robertson, Stefaniak,
& Houston, 2014; Wainberg, Kida, Piercey, & Smith, 2011) have been used to reveal whether
financial experts recognise peer review and PCAOB results as being useful for decision-making,
Common to all studies is that the analysis of the informative value of peer review and inspection
results allows conclusions to be drawn on how the systems will be perceived to affect audit

quality. It remains an open question whether peer reviews and inspections improve audit quality.

Regulatory Outcomes

Regulation must be able to meet the goals of regulation. Therefore, regulation literature defines
regulatory efficiency as a condition for a legitimised regulatory regime. Efficiency is defined in
terms of achieving given objectives at the lowest possible cost. However, so far, studies that
incorporated the cost into their analysis do not exist in the field of audit regulation. Therefore,
the third approach of the framework focuses on the effectiveness of the peer review system and
the PCAOB inspection. This is in line with Ottow (2015), who uses the notion of effectiveness
rather than efficiency as a principle that regulatory agencies in general have to fulfil (Ottow,
2015). From this understanding, a regulation is effective if it makes quantifiable improvements in
the results concerned. The audit oversight’s main objective is to maintain, respectively to

improve audit quality. Thus, the third and final question is:

RQ3: Do peer reviews and inspections improve audit quality?
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Empirical work on the association between external quality assurance and audit quality is
hampered by the lack of observable measures of audit quality. In other words, much of the
difficulty in assessing the external quality control instruments for improving audit quality is
related to the “elusiveness of the concept itself” (Alam et al, 2000, p. 410). Nevertheless,
conclusions about the effect of external quality controls on audit quality were identified in many
research studies. Empirical work on the former peer-review system has applied alternative
evaluation methods to assess whether reviewed firms provide higher audit quality than non-
reviewed firms (Deis & Giroux, 1992; Krishnan & Schauer, 2000; O’Keefe et al., 1994; Rollins &
Bremser, 1997). In contrast, research on the PCAOB inspections has used audit client-specific
measures to evaluate the extent to which inspection contributes to audit quality (Abbott, Gunny,
& Zhang, 2013; Carcello et al., 2011; Gramling, Krishnan, & Zhang, 2011; Gunny & Zhang,
2013; Offermanns & Peck, 2011). Other studies have researched the effect of inspection on the
composition of the audit market (DeFond & Lennox, 2011), which allows conclusions about the
general level of audit quality. Others have directly asked financial experts about the effect of peer
reviews and PCAOB inspections on audit quality (Blankley et al., 2012; Daugherty & Tervo,
2010; Felix & Prawitt, 1993; McCabe, Luzi, & Brennan, 1993; Newman & Oliverio, 2010).

1.3  Background: development of U.S. audit regulation

1.3.1 The emergence of external quality controls

External quality control has been a central element in the debate on maintaining and enhancing
audit quality, ever since in the 1960s, for the first time, questions about the performance, the
credibility, and the role of audit firms began to rise (Zeff, 2003).19 The collapse of large
companies resulted in huge losses to their investors and heightened congressional concern for
the safety of customer funds (Federal Committee, 1976a). As a result of several disciplinary
actions by the Securities and Exchange Commission (SEC), large audit firms organised sporadic
firm-on-firm reviews (Fogarty, 1996; Sperry et al.,, 1987). However, the debate about auditing
came back in 1973 when detection of massive accounting frauds at Equity Funding and Penn
Central Railroad brought the profession under serious attack by the U.S. Congress. For the first
time, the profession’s legitimacy for self-regulation was heavily questioned. In particular, the

investigations of two congressional subcommittees put the profession on the defence.

The Subcommittee on Oversight and Investigation (Federal Committee, 1976a) criticised the
self-regulatory framework of the American Institute of Certified Public Accountants (AICPA)

for insufficiently serving the public interest, and regarded the SEC’s ‘“hands-off approach”

10 Until the 1960s, the rapid increase in importance of audit companies in financial markets remained almost
unobserved by the public and the media (Zeff, 2003, p. 196).
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concerning the organisation and supervision of the accounting profession as insufficient to
protect public investors (Federal Committee, 1976a, pp. 31, 83). The Subcommittee on the
Accounting Establishment (Federal Committee, 1976b) went as far as to mark the AICPA an
aggressive lobbyist association combating government intervention in the profession’s affairs
(Federal Committee, 1976b, pp. 11, 66, 103, 104). Because the regulatory setting was perceived as
inadequately designed, the Subcommittee demanded the introduction of an inspection

programme under a governmental authority:

“The Federal Government should itself periodically inspect the work of independent
auditors for publicly-owned operations. Such a mandatory inspection programme should
be designed to provide assurance to the public and Congtess that independent auditors
are performing their responsibilities competently in accordance with proper standards of
conduct. Periodic quality review could be conducted by the General Accounting Office,
the SEC, or a special audit inspection agency” (Federal Committee, 1976b, p. 22).
Although the proposal did not find a political majority, it was clear that the profession had to
enhance its system of quality assurance. According to William Gregory, the institute’s board
chairman in 1979/80, reforms became necessary because the council of the AICPA believed that
Congress would enact new legislation to regulate the profession if “immediate steps were not
then taken to bolster the profession’s system of self-regulation” (Gregory in Zeff, 2003, p. 201).
Eventually, a voluntary peer-review programme was officially initiated by the AICPA in 1976

(Giroux et al.,, 1995, p. 65).

1.3.2 The voluntary peer-review system from 1977 to 1988

Two different sections within the AICPA administered the peer review programme: the SEC
Practice Section (SECPS) for firms auditing SEC clients and the Private Companies Practice
Section (PCPS) for all the other firms. Members of the programme were required to undergo a
peer review at least every three years and were required to adhere to the AICPA’s quality control
standards (Loscalzo, 1979, p. 78; Sperty et al.,, 1987, p. 382). The programme was opposed by
smaller audit firms, which considered the costs of a review process to be excessive (Fogarty,
1996, p. 244). However, since the programme was established on a voluntary basis, audit firms
were able to avoid the costs of a peer review by leaving the programme. Although the idea of a
mandatory programme was frequently discussed (e.g. in the Anderson Committee of 1983), it
was not implemented as it was argued that the costs would lead to a substantial erosion of
membership (AICPA, 2005). This explains why the review programme never attracted a critical
mass of practice units: by the mid-1980s, of about 46,000 AICPA member firms, only 13 per
cent have been peer reviewed (Huff & Kelley, 1989, p. 35). However, the profession’s rejection

of the programme soon became problematic.
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In the 1980s, the increasing competition among the large audit firms worsened the professional
climate and weakened the position of the audit firms in their relationship with their corporate
clients (Donabedian, 1993). In addition, the saturation of the audit market and the continuous
expansion of consulting services caused the traditional business models of the big accounting
firms to be changed. The changing environment came along with the detection of several cases
of fraudulent financial reporting and corporate failures. Once again, congressional hearings began
to focus on the role of inappropriate audit practices. In 1987, the Treadway Commission,
financed by the AICPA, was established to analyse “the extent, if any, to which the regulatory
and law enforcement environment unwittingly may have tolerated or contributed to the
occurrence of [...] fraud” (Securities and Exchange Commission (SEC), 1989, p. 2). Eventually,
the Commission concluded that the regulatory instruments were functioning well and as intended
(Treadway Commission, 1987, p. 68). Thus, it considered but finally dismissed the possibility of
replacing the existing private-sector regulation with direct government regulations and only called
for a requirement for audit firms with public clients to participate in a peer review programme.
This was in part due to the general understanding in the 1980s, in which government regulation
was forced back by the government and the SEC adopted a less outwardly confrontational
posture towards the accounting profession. Nevertheless, the AICPA was set under pressure to
enhance the acceptability and perception of its peer review system. To this end, in particular the

peer review’s participation rate had to increase significantly.

In April 1987, the AICPA asked its members to vote whether the participation of the peer review
programme should become mandatory for audit firms auditing one or more SEC clients.
However, the profession rejected the introduction of a mandatory peer review system. Peer
review became a divisive topic for the auditing community, pitting small audit firms that opposed
it against larger firms that supported it (Berton, 1986). The later became indirectly supported by
SEC, which threatened to launch its government review programme if the profession continued
to reject peer reviews. This caused the AICPA to start broad-based lobbying actions among the
profession. In a second vote in January 1988, AICPA members voted to adopt a mandatory peer
review system, yet, a significant minority of almost a quarter of the members still opposed the
introduction of a mandatory peer review in the final ballot (Berton, 1988). Nevertheless, the peer

review system became mandatory.

1.3.3 The mandatory peer review system from 1988 to 2002

Audit firms had the choice to become a member of the SECPS or to enrol in the newly created
AICPA Quality Review Programme (QRP). The procedures of the QRP and the SECPS review
were similar and were designed as a compliance test to ensure the appropriateness of the firms’

quality systems. The only major difference was that the results in the SECPS were available for
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the public, whereas the content of the QRP’s reviews were confidential. The fact that for SEC
auditing firms two similar but separate peer review programmes were in operation caused
confusion within the profession and towards its stakeholders (American Institute of Certified
Public Accountants (AICPA), 1995). As a result, from 1990 onwards, Certified Public
Accountancy (CPA) firms with public company clients were required to join the SECPS (Russell
& Armitage, 2000, p. 47).!" Audit firms in the SECPS were reviewed every three years and each
review covered a 12-month period. Audit firms could choose to be reviewed by a team which
was ecither assembled by the AICPA, a private CPA association, or a review team where all
members belonged to another audit firm, the latter being chosen in more than 90 per cent of the

cases (Gunny & Zhang, 2000).

Following the major reform in 1987, the profession’s mandatory peer review system operated for
14 years. The fundamental transition from the third to the fourth regime was then executed
within just a couple of months when, between autumn 2001 and spring 2002, a wave of
revelations of accounting fraud at large U.S. companies eroded the financial and political

establishments (Romano, 2004, p. 116).

In the autumn of 2001, Enron, at that time, the seventh-largest company in the U.S. collapsed.
The detected fraud involved misreported cash flows, fictitious income, and off-balance sheet
liabilities. In January 2002, Global Crossing filed for Chapter 11 bankruptcy protection and was
accused of being engaged in various fraudulent accounting practices. In March, Tyco
International’s top management was accused of the theft of over €100 million from the
company. In the same month, the fraud of Adelphia Communications, which was the fifth largest
cable company, became public after the company announced that it had lied about its financial
condition, and in June, the company collapsed into bankruptcy. Then, when the U.S. markets
were just beginning “to recover from the hangover left after the fraud-induced bankruptcy at
Enron (Mulford & Comiskey, 2011, p. 422), another multi-billion fraud became news. In June
2002, WorldCom filed for bankruptcy; its assets had been inflated by about $11 billion, nearly $4

billion was added improperly to property, plant, and equipment—all unnoticed by the auditor.

Both Enron and WorldCom were audited by Arthur Andersen, which received an unmodified
peer review conducted by Deloitte & Touche in December 2011 (Mason, 2005, p. 6). These
corporate scandals resulted in an outcry from the public for the political actors to “do
something” (Mulford & Comiskey, 2011, p. 423). As a lobbyist put it: “When the WorldCom
scandal hit, it became to me, a bit of a very different attitude and atmosphere, if not a political

tsunami” (in Romano, 2004, p. 145). Within that tsunami, Congress passed, almost unanimously,

11 1n 1995, the QRP and the PCSP were merged into the AICPA Peer Review Programme, which from that moment
organised peer reviews for non-SEC auditors.
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the Sarbanes—Oxley (SOX) legislation in July 2002, which replaced the 30-year-old self-regulation

by one statutory regulation, overseen by Public Company Accounting Oversight Board

(PCAOB).12

1.3.4 Governmental inspections under the PCAOB regime

The goal of the SOX was to improve audit quality and to increase the liability of audit firms to
third parties relying on audited financial reports, and it contains 11 titles!. Although the creation
of the PCAOB is not the only feature of the SOX, it is unquestionably the primary focus and it is

explicitly committed to:

“oversee the audit of public companies [...] in order to protect the interests of investors

and further the public interest in the preparation of informative, accurate, and independent

audit reports” (SOX Sec. 101 (a)).
Since it comprises elements of both private and governmental bodies, the regulatory architecture
of the PCAOB is described as a unique “quasi-public” entity (Boster, 2007, p. 135). The PCAOB
is overseen by the SEC, which appoints the members of the PCAOB’s Board and approves new
rules and auditing standards for it (SOX Sec. 101 (e); Sec. 107 (a)). Most importantly, the SOX
grants the SEC the right to modify the powers of the PCAOB and holds the authority over the
organisation’s budget (SOX Sec. 109 (b)). At the same time, the SOX explicitly established the
PCAOB as an independent, private, non-profit entity (SOX Sec. 101 (1)). This releases the
organisation from the administrative burdens of a federal agency because it benefits, for example,
from the higher flexibility in the recruitment process of employees (Lennox & Pittman, 2010, p.
86). The SOX mandates that three members have to be independent from the accounting

profession while two members must be certified public accountants (SOX Sec. 101 (e)).

To fulfil its tasks, SOX vested the PCAOB with a sustainable funding system. By Sec. 102 (f) and
Sec. 109 (e¢) public companies are annually obliged to pay, based on their equity market
capitalisation, an accounting support fee to the PCAOB, which represent 99 per cent of the
PCAOB’s operating revenues (Public Company Accounting Oversight Board, 2011). The
PCAOB has about 800 staff members who are located in 16 offices throughout the U.S. It

12 The passing of the Act was accelerated by midterm elections in autumn 2002 (Romano, 2004) and the down
swinging of the U.S. economy. Banner (1997) concluded that most of the major instances of secutities regulation have
come right after sustained price declines, when dropping prices removed the opposition to regulation.

13 Title I establishes the new regulatory body, the PCAOB, and determines its powers. Title II aims at strengthening the
audit firm’s independence and prohibits actions that may cause a conflict of interest. Title III increases the
accountability of the top management when an audit is executed and strengthens the role of the Audit Subcommittee
in the corporate governance process. Title IV improves the integrity and reliability of financial disclosures, prohibits
personal loans from a company to its directors or executive officers, and requires the establishment and reporting of
an internal control system for SEC-registered companies. Title V specifies the regulation of analyst reports, while Title
VI and VII address and strengthen the role of the Security and Exchange Commission (SEC). Title VIII reinforces the
penalties on corporate and criminal frauds. Title IX is related to white collar crime and Title X to corporate tax return.
Title XI reviews additional guidelines regarding the rules and punishments concerned with fraudulent corporate
activities.
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performs its work through four programme areas: the development of new auditing standards,
the registration of public accounting firms, the inspection of public accounting firms, and the

enforcement and investigation process in cases of violations of laws and the PCAOB’s rules.

Undeniably, the inspection process is the PCAOB’s most crucial task, as it is seen as the primary
vehicle for improving overall auditing quality (Boster, 2007, p. 131; Carcello et al., 2011, p. 85;
Church & Shefchik, 2012, p. 45; Roybark, 2006; Wegman, 2008, p. 8). Likewise, former PCAOB
chairman Daniel Goelzer stated that the inspection programme is the “fundamental tool
Congtress gave to the Board to restore public confidence in audited financial reporting” (Goelzer,
2005, p. 1). PCAOB inspections examine a firm’s work on selected audit engagement and the
firm’s quality control system (SOX 104 Sec. 104 (d); PCAOB, 2011, p. 5). More than half of its
budget is used to fund inspections, and more than 60 per cent of PCAOB staff work in the field
of registration and inspection (Hanson, 2012; Public Company Accounting Oversight Board,

2011). The inspection aims at identifying:

“any act or practice or omission to act by the registered public accounting firm, or by any
associated person [...] that may be in violation of this Act, the rules of the Board, the
rules of the Commission, the firm’s own quality control policies, or professional
standards” (SOX Sec. 104 (c)).
All auditing companies with publicly traded securities in the U.S. must be registered with the
PCAOB, and thereby are subject to the PCAOB’s oversight system (SOX Sec. 102 (a))."* The
PCAOB distinguishes between annual and triennial inspections: audit firms with more than 100
clients are inspected every year, firms with 100 or fewer clients every three years (SOX Sec. 104
(b); PCAOB Rule 4001). Broadly, the inspection process covers a wide spectrum of activities,
from the evaluation of an audit firm’s tone-at-the-top, partner compensations, and compliance
with professional codes of conduct for the proper application of audit procedures and
documentation, as well as assessing the appropriateness of the audit evidence collected (Glover et
al., 2009, p. 230). During an inspection, the inspectors have access to any record in the firm and
receive information by oral interviews and written responses (PCAOB Inspection Rule 4000).
The selection of the audits for inspection is based on a risk-assessment, meaning that all the
audits conducted by the audit firm are unlikely to be subjected to evaluation (Blankley et al.,

2012, p. 76; Wegman, 2008, p. 9).

For every inspection, the PCAOB prepates an inspection report (SOX Sec. 104 (g)). The report
is reviewed by the PCAOB, which then issues a final inspection report (SOX Sec. 104 (b), (f)).

14 At the end of 2011, 2,388 firms were registered with the PCAOB, 38 per cent of which were non-U.S. firms (Public
Company Accounting Oversight Board, 2011). As a result of the SOX, the AICPA restructured its peer review system.
The AICPA Peer Review Programme is today the single programme for all AICPA firms subject to peer review. Thus,
many audit firms with public firms as clients are today subject to monitoring by both the PCAOB and the AICPA’s
peer review system (Bellovary & Mayhew, 2009, p. 8).
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Until the final transmission of the report to the SEC, the inspected audit firm has several chances
to ask for modifications or to attach comments to the report (PCAOB Inspection Rule 4008).
The findings are disclosed in two sections. The first section is related to the inspection of the
firm’s audit engagements. The report distinguishes between “clean reports”, where no audit
defects in the selected audits are identified, and “deficiency reports” that list all serious
weaknesses found in the chosen engagements. The second section describes the deficiencies
identified by the inspectors in the internal quality control system. In addition, the report includes
the audit firm’s response to the findings. Until 2009, statistical information about the specific
inspection was only provided in reports for triennially inspected audit firms. Since 2010, all
reports contain a broader scope of information, putting the discovered deficiencies into statistical
context (Wainberg et al., 2011). The PCAOB issues all reports on its website. However, the
report is only partially published: SOX Sec. 104 (g) and PCAOB Rule 4009 state that observed
weaknesses in the firm’s quality control system will only be published if the firm fails to address
these deficiencies within one year.!> Identified weaknesses, which were resolved, remain
unknown to the public. The only possibility for the PCAOB to advise the public of the results of
its inspections are summaries, compilations, or general reports where the identification of the
firm to which the quality control criticism is related is not possible (PCAOB Inspection Rule
4010). If no violations with the PCAOB’s rules or standards are identified, the inspections

process ends with the disclosure of the report.

In the next section, the research findings on the former self-regulatory peer review system and
the current inspection PCAOB system are categorized and analysed along the framework, and

finally compared.

1.4  Analysis of the AICPA Peer-Review System

1.4.1 Outcome validity of peer reviews

As outlined in the organising framework, the validity of an external quality control system is
determined by the independence and expertise of the reviewer and the inspector respectively.
Wallace (1991) was the first to research whether the results of peer reviews were affected by the
reviewer’s degree of independence from the reviewed audit firm. Independence was
operationalised, classifying the reviewer into three main categories: an AICPA appointed review
team, firm-on-firm arrangement, or an association-sponsored review team. As, however, no

significant relationship was found between the type of reviewer and peer review outcomes, the

15> The PCAOB has not explained why defects in the quality control system are not made public (Hilary & Lennox,
2005). Hodowanitz and Solieri (2005) argue that the effective lobbying of the Big 4 to ensure censorship of the more
sensitive findings as the reason for keeping the findings concerning the quality control system under lock.
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study concluded that peer reviews provided valid and reasonable results. More recent studies,

however, conflicted with the results of Wallace (1991).

Hilary and Lennox (2005) and Anantharaman (2012) provided evidence that reviewing firms
were more likely to issue unfavourable opinions if they were a direct competitor of the reviewed
firm, whereby the local distance between the two firms served as proxy for competition.
Anantharaman (2012) showed that firms that chose their reviewers were more likely to obtain
more favourable peer reviews compared to firms which were reviewed by a review team
composed by the AICPA. In addition, the study demonstrated that experienced reviewers were
more likely to issue unfavourable review reports that less experienced reviewers. Lennox and
Pittman (2010) examined whether an audit firm was more likely to switch to another reviewer if
its previous peer review outcome was cautious or adverse. The strategic reviewer change by audit
tirms would be consequential to the revealed relationship between a specific reviewer and review
outcome (Wallace, 1991). Indeed, the findings indicated that audit firms were more likely to
switch to another reviewer if their previous peer review opinions were modified or adverse. In
this sense, the peer review programme caused audit firms to strategically select their reviewers as

the type of reviewer had a considerable effect of the review outcome.

The information advantage of the reviewer over the audit firm was identified by King et al
(1994) and Emby et al. (2002) as another factor affecting the validity of the review’s outcome.
They found that reviewers were unable to disregard outcome knowledge in the peer review
process, which led to biased peer review results. King et al. (1994) showed that the allegation of
lack of independence of the audit firm negatively impacted the reviewer’s assessment of the audit
quality of the firm under review. This ultimately resulted in less favourable review results. Emby
et al. (2002) demonstrated that auditors who knew about a specific negative outcome rated
outcome-consistent evidence items as more important while positive outcome information did

not appear to affect the reviewers’ evidence evaluation.

Although the majority of research findings provide evidence that the validity of peer reviews was
impaired for several reasons, the accounting profession had an opposing view. Ehlen and Welker
(1996) documented that audit firms have a positive perception of their reviewers and the system
in general. The accounting profession’s satisfaction with self-regulation can also be seen in the
study of Wallace and Cravens (1994) and their analysis of statements by reviewed firms about
their review reports. Based on a descriptive analysis of response letters to the AICPA, the study
concluded that the majority of the reviewed firms accepted the proposed suggestions from the

reviewers.
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Taking the different studies together, an interesting picture emerges: while the accounting
profession publicly emphasised that the peer review system worked effectively in terms of
improving audit quality (Ehlen & Welker, 1996; Wallace & Cravens, 1994), it seems that they also
actively took advantage of the existing loopholes of the system (Hilary & Lennox, 2005; Lennox
& Pittman, 2010). Table 1 provides an overview of empirical studies with findings concerning the

validity of the peer review system.

Table 1: Findings on the outcome validity of peer reviews

Authors & date ~ Method* Research design Sample Key findings
Wallace A Statistical analysis of the 352 public peer The type of reviewer did
(1991) relationship of the type of review files from not affect the number of

peer reviewer and review
findings. Three different
reviewer kinds: AICPA-
appointed review team;
CPA firm; state sponsored
team.

1980 through 1986.

negative review findings.

Wallace & Cravens A Descriptive analysis of peer ~ AICPA cover letters The majority of the
(1994) reviewee response letters to  accompanying review  reviewed firms accepted
the AICPA. files from 1980 the proposed suggestions
through 1986. from the review team.
King et al. E Experiment on the effect 49 experienced Peer reviewer’s
(1994) of a reviewer’s knowledge auditors reviewed an knowledge of a negative
of a proceeding against the  attestation allegation negatively
audit firm. engagement influences a peer
performed by reviewer’s evaluation.
auditors from small
accounting firms.
Ehlen & Welker S Survey among CPA firms 586 reviewed firms Reviewers were seen as
(1996) about peer review. nationwide. fair in the review process.
Emby et al. E Examination of the 122 audit partners Auditors who received
(2002) influence of prior outcome  from Canada and the  outcome information
knowledge on peer United States. tended to rate outcome-
evaluation judgments of consistent items of
audit partners. evidence as more
important.
Hilary & Lennox A Statistical analysis of the Sample of 1,001 Several characteristics of a
(2005) relationship between peer reviews issued in the peer reviewer affected the
reviewer characteristics and ~ years 1997 to 2003. review outcome.
review findings.
Lennox & Pittman A Statistical analysis of the 545 PCAOB Audit firms chose their
(2010) association between review  inspection reports in reviewers strategically.
outcome and the change of ~ 2007; 1,001 peer
an audit firm's reviewer. review reports
between 1997 to
2003.
Anantharaman A Comparison of peer review 407 firms’ last peer The type of reviewer
(2012) reports and PCAOB review and first affected the review result.
inspection reports. PCAOB inspection
report.

A: archival, E: experimental, S: survey.
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1.4.2° Recognition of peer reviews by the financial market

The recognition of review results was analysed in empirical archival research and in studies

focusing on individual participants.

Archival research used different indicators for the reaction of the financial market to analyse
whether peer review outcomes were used and perceived as a quality-differentiating factor
(Francis et al.,, 1990; Giroux et al.,, 1995; Hilary & Lennox, 2005). The first insights about the
market’s reaction to review results was provided by Francis et al. (1990). They hypothesised that
in the case of perceived quality differentiation among audit firms, peer reviewed firms would
charge higher audit fees. However, they did not identify audit fees as being associated with
participation in the (at that time) voluntary peer-review system. Giroux et al. (1995) extended the
study to the public sector audit market. In contrast to Francis et al., they found that firms that
had been reviewed positively were able to charge significantly higher audit fees because the
specific public sector audit market was characterised by a high level of competition and a broad
range of low quality audit suppliers. Hilary and Lennox (2005) used the changes in the number of
clients as being indicative of the audit market’s awareness of peer reviews. As in their sample,
reviewed firms that achieved clean opinions gained clients, whereas firms given modified
opinions lost clients. The authors concluded that peer reviews were able to provide credible
information to audit clients and that the audit market reacted to the information provided by

peer review reports.

The second broad research strand examined the perceptions and attitudes of individual actors
(e.g. individual investors, clients of audit companies) towards peer review (Bellovary & Mayhew,
2009; Deis & Giroux, 1992; File et al., 1992; Schneider & Ramsay, 2000; Woodlock & Claypool,
2001).

File et al. (1992) asked bankers and auditors for their opinion on the influence of several factors
on their judgment of an auditor’s credibility. The findings support Francis et al. (1990) and
identified peer review reports as having the least influence on financial judgments. Similar results
were found in the study by Schneider and Ramsay (2000), in which bank lending-officers
executed an ex-post evaluation of audit quality. The authors found that peer reviews did not
directly affect the willingness of the bank lending-officers to approve lines of credit. This is
consistent with Woodlock and Claypool (2001), who revealed that almost two thirds of audit
committees of public companies did not consider peer review reports when recommending an
audit firm to the management of the company. In line with these results, Bellovary and Mayhew
(2009) showed with experimental research design that peer review reports did little to enhance

quality choices.
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Surveys among audit firms about the perception of their stakeholders towards review reports
revealed a similar and critical attitude from audit firms. In the survey of Elsea and Stewart (1995),
over 90 per cent of CPA firms doubted that their clients were interested in their review results
and only 20 per cent believed that companies referred to review results when selecting a CPA
firm for auditing services. Consequently not even half of the members used their reviews as
promotional or marketing instruments. Similar results were revealed in a survey study by Ehlen
and Welker (1996), in which a large majority shared the opinion that their client firms did not
seem to care about the reviews. Interestingly, in both surveys, audit firms that had been
conducting reviews for a longer period of time were less critical than auditors who had just
begun to work as peer reviewers, which might suggest that experiencing a review reduced the

initial negative attitude to it.

Payne (2003) identified the timeliness of a report’s issuance as a factor which would explain the
financial market’s disinterest for review results, as found by the majority of studies (Alam et al.,
2000; Ehlen & Welker, 1996; Elsea & Stewart, 1995; File et al., 1992; Francis et al., 1990;
Schneider & Ramsay, 2000; Woodlock & Claypool, 2001). He assumed that the ability of an audit
firm’s client to deduce audit quality from the peer review findings decreased as the time between
peer reviews increased. In fact, the results of his experiment indicate that a one-year review
period, in contrast to the three-year review period at that time, would have allowed clients to
identify high-quality auditors. This is consistent with a survey by Russell and Armitage (2000), in
which audit firms stated that a three-year cycle provided a two-year window for performing
substandard work. The peer review’s complexity was identified as an alternative and/or
additional explanation by Alam et al. (2000), who showed that review experts questioned the
investment community’s ability to understand the underlying procedures and mechanisms of a
peer review process, which would lead the investors to disregard review results in decision-

making processes.

Table 2 provides an overview of empirical studies with findings concerning the perception and

recognition of peer reviews in financial decision-making.
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Table 2: Findings on the perception and recognition of peer reviews by financial actors

Authors & date  Method* Research design Sample Key findings
Francis et al. A Audit fees as proxy for 208 audit Voluntary membership in the
(1990) audit quality, to see observations in peer review programme did
whether reviewed firms are  1984/1985. not affect the audit fees of
perceived as quality- audit firms.
differentiated auditors.
File et al. S Perception of bankers and ~ Questionnaires sent  Peer review reports had only
(1992) auditors about peer to 100 bankers and marginal effect on financial
reviews. 100 randomly judgments of financial experts.
selected auditors.
Elsea & Stewart S Perception of CPA firms 437 questionnaires Audit firms did not think that
(1995) about the peer reviews from reviewed their clients were interested in
system. Colorado CPA firms.  their peer review results.
Giroux et al. A Audit fees as proxy for 232 quality review Peer reviewed audit firms
(1995) audit quality, to see control audits charged higher audit fees
whether reviewed firms are  conducted by the compared to non-reviewed
perceived as quality- Texas Education firms.
differentiated auditors. Agency for its fiscal
years 1985 to 1988.
Ehlen & Welker S Perception of CPA firms 586 reviewed firms Audit Firms believed that their
(1996) about peer review. nationwide. clients would not show interest
in review results.
Alam et al. A Perception of financial 233 usable Participants did not believe
(2000) analysts, banks, and audit responses: 42 per that audit firms clients and
clients of peer review. cent from CPA investors understand the
firms, 42 per cent procedures and mechanisms of
from banks, and 18 a peer review.
per cent from
financial analysts.
Schneider & S Perception of bank lending ~ Survey of 193 bank-  Peer reviews did not directly
Ramsay (2000) officers about peer lending officers. affect the financial judgment of
reviews. bankers.
Woodlock & S Perception of peer reviews  Checklist survey of Audit committees selected
Claypool (2001) by audit committees. 68 audit committees  audit firm without consideting
serving large publicly  peer review reports.
traded corporations.
Payne (2003) E Experiment designed to Eight multi-period The three-year review cycle
investigate audit quality laboratory markets impeded market’s reaction
and pricing under settings contracting via a towards peer review.
that manipulate the timing ~ computerised sealed-
of the peer review process.  offer auction. Each
market has four
buyers (clients) and
four sellers
(auditors).
Hilary & Lennox A Association between peer 1,001 reviews issued ~ Reviewed firms gained (or lost)

(2005)

review reports and changes
in number of clients.

in the years 1997—
2003.

clients after they received clean
(or modified/adverse)
opinions.

A archival, C: commentary, E: experimental, I: interview, R: review, S: survey.
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1.4.3 Impact of peer reviews on audit quality

As outlined in the framework, the third aspect of categorising the research focuses on the link
between external quality controls and the audit quality delivered. To draw conclusions about the
peer review system’s effect on audit quality, various studies have used alternative audit quality
measures, and analysed whether reviewed audit firms in comparison with non-reviewed firms
provided higher audit quality (Casterella, Jensen, & Knechel, 2009; Deis & Giroux, 1992;
Krishnan & Schauer, 2000; Rollins & Bremser, 1997).

Deis and Giroux (1992) compared the peer review findings for small CPA firms, which were
auditing school districts, with findings of external quality controls conducted by the Audit
Division of the Texas Education Agency. They concluded that peer-reviewed audit firms
performed higher quality audits. Rollins and Bremser (1997) analysed whether certain audit firm
characteristics were related to enforcement actions against the auditor. In fact, the logistic
regression model showed that peer-reviewed firms were less likely to receive SEC sanctions than
non-reviewed audit firms. Krishnan and Schauer (2000) used the level of compliance with
Generally Accepted Accounting Principles (GAAP) as being indicative of audit quality. They
examined the financial statements of various companies to evaluate whether the required
accounting disclosures had been made in different areas. They found that the statements of peer-
reviewed firms complied more with GAAP than those of non-reviewed audit firms. Casterella et
al. (2009) associated audit quality with the occurrence of litigation or claim of malpractice against
an audit firm. On the basis of a regression model, they revealed that the number of weaknesses

identified in peer review reports was associated with audit failure.

Instead of an alternative audit quality measurement, Giroux et al. (1995) used audit fees as being
indicative of audit quality. The study revealed that peer-reviewed audit firms charged significantly
higher audit fees. As no fee differences were identified on a per-hour basis, the authors
concluded that higher fees correlate with more extensive audit procedures, which in turn

indicated a higher level of quality audits.

The empirical findings which demonstrated the peer review’s positive impact on audit quality was
supported by Grant et al. (1996), who modelled auditing as a multi-person social dilemma. In a
series of laboratory experiments, they showed the difficulty of obtaining a high level of average
audit quality in a setting with no external quality controls, whereas audit quality increased in a

peer review system.

In contrast, Alam et al. (2000), O’Keefe et al. (1994), and Shafer et al. (1999) neglected the
positive link between peer reviews and audit quality. Similarly to Krishnan and Schauer (2000),

O’Keefe et al. (1994) analysed the violations of the GAAS. However, in their analysis the
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participation in peer reviews was not significantly related to violations. Shafer et al. (1999)
questioned whether adverse peer review opinions were viewed as deterrents to aggressive
reporting decisions. In an experiment, professional auditors were asked to estimate the likelihood
of a material misstatement being detected as a result of a peer review. Most of the participants
stated that the effect of peer reviews was marginal, leading the authors to conclude that peer
reviews did not provide adequate incentives for firms to reduce the incidence of financial
statement misstatements. Alam et al. (2000) asked audit firms, audit clients, financial analysts, and
bankers to rank the importance, and evaluate the effectiveness, of different aims of the peer
review programme. The results show that the peer review instrument was not perceived as an
adequate instrument for reducing audit failures and detecting audit fraud in financial statements.
Interestingly, the peer review programme was identified as an important and effective measure to

maintain the self-regulatory system of the profession.

Surveys among audit firms that participated in peer reviews provided similar results. Although
there was a generally positive orientation towards peer reviews, audit firms questioned the
programme’s contribution to audit quality (Ehlen & Welker, 1996; Felix & Prawitt, 1993;
McCabe et al., 1993). In the survey of McCabe et al. (1993), almost all respondents reported that
peer review increased a firm’s ability to comply with professional standards. At the same time,
almost half of the respondents doubted that peer review improved the likelthood of detecting
material misrepresentation. The negative view concerning the association between peer review
and delivered audit quality is consistent with the figures of Felix and Prawitt (1993). In their
study, only one third of respondents reported positive changes in their audit practices as a result
of peer review. This revelation is also supported by the study of Ehlen and Welker (1996) in
which almost every firm that had been reviewed more than once described reviews as more

cosmetic than substantial.

Russell and Armitage (2000) identified several loopholes within the peer review system which
might explain the profession’s sceptical view of the system’s effect on audit quality. The authors
showed how particular aspects of the systems allowed audit firms with defective quality control
systems to successfully pass a review process. Through a questionnaire, reviewed firms were
asked whether they used actions that were defined as potential loopholes. Almost half of the
audit firms responded that they worked on selected engagement documents before these were
submitted to the reviewer. One fifth of the firms were even able to self-select the engagement
subject for review and the majority selected cases with a low risk of receiving negative peer-

review comments.

Table 3 provides an overview of empirical studies with findings on the effect of peer reviews on

the audit quality delivered.
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Authors & date Method* Research design Sample Key findings
Bremser & A Number of comments as 66 CPA firms that had The participation in a
Gramling (1988) proxy for educational been peer reviewed at peer review decreased
contribution to audit quality.  least twice. the number of
comments in review
reports.
Deis & Giroux A Relationship between peer 308 quality control Peer review improved
(1992) review membership and reviews from 1984 to the quality of audit
governmental control 1989. services.
findings.
Felix & Prawitt S Perception of CPA firms 115 questionnaires filled 30 per cent of CPA
(1993) about the peer review by audit firms. members reported
system. positive changes in their
audit practices as a result
of peer reviews.
McCabe et al. S Perception of CPA partners 195 firms participating in ~ The majority of firms
(1993) about the peer review peer reviews. doubted that peer review
system. increased a firm’s ability
to detect material
misrepresentation.
O’Keefe et al. A Statistical analysis of the 935 reports from 1986. The participation in peer
(1994) relationship between peer review was not related to
review and violations of violations of reporting
GAAS reporting standards. standards.
Giroux et al. A Time of audit engagement as 232 quality review Reviewed firms spent
(1995) a surrogate for audit quality. control audits conducted ~ more time on audit
by the Texas Education engagements.
Agency between 1985 to
1988.
Grant et al. E Experimental design, A series of laboratory Audit quality increased in
(1996) auditing modelled as a multi-  experiments using 142 a self-regulatory regime.
personal social dilemma. upper level under-
graduate accounting
majors and first-year
MBA students as
subjects.
Rollins & A Relationship between peer 91 enforcement cases. The participation in peer

Bremser (1997)

review and enforcement
actions.

reviews decreased the
likelihood of receiving
SEC sanctions.

Colbert & A Statistical relationship 422 small CPA firms. Firms with a larger
Murray (1998) between reviewee number of previous
characteristics and peer reviews received more
reviewer’s’ review findings. favourable ratings.
Shafer et al. E Experiment about the impact ~ Research instruments Peer review did not
(1999) of formal sanction threats on  were mailed to a random  provide adequate
auditors’ behaviour. sample of AICPA incentives for audit firms
members. to reduce the incidence
of financial statement
misstatements.
Krishnan & A Relationship between peer 35 clients of Big-6 firms,  Participation in peer

Schauer (2000)

review and compliance with
GAAP.

129 clients of non-Big-6
firms.

review increased
compliance with GAAP.
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Alam et al. S Survey on the effectiveness 233 usable responses: 42 Peer review did not
(2000) of peer review in improving per cent from CPA effectively reduce audit
audit quality among key firms, 42 per cent from failures and detecting
constituents. banks, and 18 per cent audit fraud in financial
from financial analysts. statements.
Casterella et al. A Relationship between files of 158 files of an insurance ~ Peer review was
(2009) insurance company company that specialised  identified as an effective

specialising in professional
liability and peer review
reports.

in professional liability
coverage for local and
regional accounting

mechanism for
differentiating quality
among audit firms.

firms.

A: archival, C: commentary, E: experimental, I: interview, R: review, S: survey.

1.5  Analysis of the PCAOB Inspection system

1.5.1 Outcome validity of PCAOB inspections

In the developed framework, the validity of external quality controls is determined by the
independence and expertise of the individuals involved. However, from the studies on PCAOB
inspections, particular insights about the technical skills and knowledge of PCAOB inspectors
can be found (Blankley et al., 2012; Glover et al., 2009; Newman & Oliverio, 2010), while the

independence of PCAOB inspectors remained neglected.

Glover et al. (2009) found individual cases in which inspectors failed to look at the riskiest areas
of an audit, or drew incorrect conclusions, due to the technical complexity or their lack of prior
experience in the specific field of engagement. Blankley et al. (2012) were then the first who
analysed the audit firms’ comments on the inspection report. The inspection results were
classified as “deficient”, “severely deficient”, and “pervasive failure” reports. Most firms with
engagement deficiencies disagreed with the inspections and stated that the critical findings were
the result of inadequate documentation and/or the incorrect application of accounting principles
by the inspectors, but they did not indicate actual audit deficiencies. In general, studies highlight
that in particular the audit firms with detected deficiencies showed high levels of disagreement
and dissatisfaction with the competencies and technical knowledge of the inspectors (Blankley et
al., 2012; Newman & Oliverio, 2010), while inspectors were generally perceived as
knowledgeable, competent, and fair (Newman & Oliverio, 2010) and appropriately prepared
(Daugherty & Tervo, 2010). While most of the studies solely analysed triennially inspected audit
firms, Church and Shefchik (2012) also included Big 4 firm data in their analysis. They found that

the Big 4 firms disagreed more frequently with PCAOB findings than second-tier firms.

Ragothaman (2012) demonstrated PCAOB inspectors to be tougher than peer reviewers. She
compared the non-remediated weaknesses in the quality control system of triennially inspected

audit firms with quality control weaknesses identified in peer review reports. The comparison
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revealed that PCAOB quality reports disclosed a higher number of weaknesses regarding
engagement performance and independence than were detected by modified and adverse peer
review reports. However, it has to be noted that the absence of an overall grading of the PCAOB
reports creates serious methodological problems. Depending on whether the study used modified

or unmodified AICPA peer reviews as the unit of comparison, entirely different results occurred.

Table 4 provides an overview of empirical studies with findings concerning the validity of the

PCAOB inspection system.

Table 4: Findings on the validity of the PCAOB inspections

Authors & date Method* Research design Sample Key findings

Glover et al. C Evaluation of the PCAOB inspection ~ Anecdotal evidence.  Inspectors did not
(2009) process. possess appropriate
knowledge to assess
audit engagements.
Daugherty & S Perception of triennially inspected 146 accountants of The performance of
Tervo (2010) audit firms of PCAOB inspections. small, registered the PCAOB
public accounting inspection team was
firms. seen as approptiate.
Newman & S A survey, which focused on the From a list of 251 The majority of firms
Oliverio (2010) PCAOB inspection process, of no- firms, a random viewed the inspectors
deficiency firms. sample of 115 firms  as knowledgeable,
was selected with no  competent, and fai.
attention to whether
they had received
one of two no-
deficiency
inspections.
Blankley et al. A Content analysis of the response 1,081 response Firms with
(2012) lettets to the PCAOB from letters. engagement
triennially inspected audit firms deficiencies were
more likely to
disagree with the
PCAOB’s assessment.
Church & R Analysis of the inspection reports of  All 2004-2009 Big 4 firms disagreed
Shefchik (2012) large accounting firms. inspection reports more frequently with
from large findings than second-
accounting firms. tier firms.
Ragothaman A Comparison of quality control 106 PCAOB reports ~ PCAOB inspectors
(2012) deficiencies in PCAOB reports and for triennially are tougher than peer
peer review reports. inspected firms: reviewers as
2,355 AICPA peer PCAOB quality
review reports for control reports
firms with less than contained a
100 SEC audit significantly higher
clients. number of

deficiencies than peer
review reports.

A: archival, C: commentaty, E: experimental, I: interview, R: review, S: survey.



38

1.5.2  Recognition of PCAOB inspections by the financial market

Research has revealed the reaction of financial markets to PCAOB reports in two particular ways.
Empirical studies, on the one hand, have tested whether PCAOB reports are associated with
client changes (Abbott et al.,, 2013; Daugherty et al., 2011; Lennox & Pittman, 2010) or with
stock price movements of clients (Offermanns & Peek, 2011). Experimental studies, on the other
hand, have focused on the evaluations of financial experts concerning audit opinions based on

PCAOB reports (Robertson & Houston, 2010).

Lennox and Pittman (2010) analysed the association between the number of weaknesses (none,
one, or many) in the PCAOB report and the changes in the number of clients following the
report. Studies on the association between PCAOB reports and client changes (Abbott et al.,
2013; Daugherty et al., 2011; Lennox & Pittman, 2010) are based on the assumption that, to
evade market-imposed penalties (e.g., higher costs of capital), public companies dismiss audit
tirms with deficiencies. They therefore expected a relevant increase, or decrease, in market share
in terms of clients after receiving favourable, or unfavourable, reports. However, as no significant
relationship was found, the study concluded an audit firm’s market share to be insensitive to
PCAOB inspection reports. As their data consisted of triennially inspected firms, the three-year
inspection cycle could be the reason because it creates a barrier that isolates high-quality auditors
from low-quality providers, as revealed by Payne (2003) and Russell and Armitage (2000) in their
studies on the peer review system. Another explanation could be seen in the way the template of
the PCAOB reports is composed. In contrast to the former review system, which used
predefined result categories (unmodified, modified, and adverse opinion), PCAOB reports do
not provide users with a concluding and overall grading. Hence, it is not surprising that 76 per
cent of audit firms with no-deficiency reports would prefer the PCAOB to introduce an overall

measure of audit quality (Newman & Oliverio, 2010).

However, the findings of several other studies show that PCAOB outcomes are perceived and
recognised for financial decision-making by the financial markets (Abbott et al., 2013; Daugherty
et al., 2011; Offermanns & Peek, 2011; Robertson & Houston, 2010, p. 20).

Daugherty et al. (2011) pointed out that deficiency reports were positively associated with
dismissal of audit firms by their clients. In addition, the analysis shows that companies that
dismissed audit firms with reporting deficiencies were more likely to hire an audit firm with clean
reports.'¢ Abbott et al. (2013) came to the same result. They examined the association between

GAAP-deficient reports and changes in the number of clients. The authors found that triennially

16 However, interestingly, Daugherty et al. (2011) did not find evidence that non-remediated quality control deficiencies
(which are made public when they have not been solved after a period of 12 months) lead to a loss of audit clients,
which conflicts with multiple studies (Hodowanitz & Solieri, 2005; Lennox & Pittman, 2010; Newman & Oliverio,
2010) that have criticised the PCAOB?’s policy of keeping findings of the quality control system under lock.
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inspected audit firms were more likely to be dismissed by their clients compared to audit firms

without reported GAAP deficiencies.

Robertson and Houston (2010) and Offermanns and Peek (2011) also found evidence for the
financial market’s perception of PCAOB reports. Robertson and Houston (2010) demonstrated
that, under certain conditions, PCAOB reports can serve as a tool for signalling the credibility of
audit opinions. They categorised deficiencies into “low-severity” deficiencies (failures that do not
materially affect the financial statements) and “high-severity” deficiencies (failures that increase
the probability that an audit will fail to detect a material misstatement). Then, financial experts
were asked on a nine-point Likert-type scale to state their opinion about the ability of the
inspection reports to positively affect the credibility of the firm’s future opinions. Overall,
participants believed that PCAOB inspections improve the credibility of future audit opinions.
Offermanns and Peek (2011) found that shareholders are sensitive to the information contained
in PCAOB inspection reports and view them as a meaningful signal of audit quality to investors.
The researchers analysed the reaction of stock price movements of the audit firms’ clients to 224
first-round and 134 second-round PCAOB inspection reports issued between 2005 and 2010.
They demonstrated that the magnitude of market response to issuance of inspection reports

corresponded to about 29 per cent of market response to earnings announcements.

With the exception of the findings of Lennox and Pittman (2010), the majority of empirical
research indicates that financial markets are sensitive to PCAOB inspections. However, from a
methodological point of view, the absence of an overall assessment hampers the cross-study
comparison. Studies on the PCAOB regime use different approaches to categorise PCAOB
reports into “good” and “bad”. While several studies consider all identified deficiencies to be of
economically equivalent importance and classify the reports according to the number of
deficiencies (Hermanson, Houston, & Rice, 2007; Lennox & Pittman, 2010; Offermanns & Peek,
2011) or the rate of deficiencies (Daugherty et al., 2011), other studies distinguish between the
kind of deficiency (Abbott et al., 2013) or between the degree of severity of the inspected
defic