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Abstract

Prior studies find that PCAOB inspection program improves audit quality for both US
and foreign (i.e. non-US) auditors. It is also documented in past literature that PCAOB
international inspections exhibit spillover effects over audit quality. That is, audit quality
for non-US-listed foreign public companies improves after the initial PCAOB inspection.
Using a sample drawn from Taiwan, where signatures of two audit engagement partners
are required in audit reports, we further examine whether the positive externality of
PCAOB international inspections is beneficial to only clients of audit partners signing US-
listed companies or to all clients of the inspected foreign audit firm. Our results show that
the audit quality for both audit firms and partners improves after PCAOB international
inspections. Moreover, we find that firm-level specialists who provide high-quality audit
service benefit less from PCAOB international inspections. However, for partner-level
specialists, we find no moderating effect of specialization on the association between

PCAOB international inspections and audit quality.
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PR VR AMBEPAEF FEYN ED ;‘Eﬁ*v} BRI R
N PGP o AT R T‘E W E(LEV)I® 5 #24) % # » Ghosh, Gu,
and Jain (2005)2.#7 3 dp 81 > § 2 0 FARE K A O T A H e E > DT RA T G
KE F4ER2 75 5 #%a > Ghosh and Moon (2005)&1'1#,; ML s FE2LR
";%’ it s > A Ay R E Y e = & 5 (SALES_GROWTH) 3 » £

t %8 A SR M%‘"ﬁv = @ o $24x Francis, Michas, and Seavey (2013)2

FIHT o ARFASEFRPAAR R RIS M G L AP RAT
7 A & 5 (PPE_GROWTH)3 % x4 %8 » T/ AP Aps>e s B T A 2
= £ X FFE M 34 % #ic - Burgstahler and Dichev (1997)% Frankel, Johnson, and
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Panel A # * & F AR %4

¥ B A (2005 - 2014 & [F)2 8 Ak
Rdete s g PRSP (F 7 TDR&E F i) 16,148
R %\ At et il R (1,987)
BUAFEFTHEI0E (1,912)
%:¢@; (143)
:ﬁﬂ:*“iﬂ*ﬂéf’ (80)
o 3 SLRl (1,428)
BB ﬁ ﬂ\ﬁz 10,598

L AT f/}’,#‘-ﬁ EpEhikip TET A ¥ 445 > ¢ ﬁﬁé%#'}‘f 7% 5 M28A ~ M28F ~ M28I ~
M28J ~ M28L ~ M28N ~ M30A ¥ M30C -

Panel B kA 2P ER A F

E: 3 i A
2005 874 8.25
2006 922 8.70
2007 971 9.16
2008 993 9.37
2009 1,036 9.78
2010 1,069 10.09
2011 1,124 10.61
2012 1,160 10.95
2013 1,211 11.43
2014 1,238 11.68
&3 10,598 100.00
PanelC #2272 ¥4 %

A LH i B A
CRC A S 120 1.13
1 E 243 2.29
BRI 404 3.81
T 560 5.28
TETHE 149 1.41
i E S P 716 6.76
BB ¥ 380 3.59
TF1IE 6,459 60.95
ERTE R 627 5.92
HE 180 1.70
Lk 140 1.32
FrEE 144 1.36
< AR 117 1.10
AR 3 110 1.04
H 249 2.35

&3+ 10,598 100.00
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FREALL 2R RBREZ VAR ADETPN LB PCAOB 4 » Atk A
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FAZI ZL2ZBEBREZ 7B A kA ER S S PCAOB & o f2|#f
A %i%‘ $¥#c? o €3 FF A ¥ & W (SPECIALIST FIRM)2 T 35¥c % 0.532’
AT LA 2ZRRBEZ EFFERTRRALAEEHN oA 2 %A
(AFT_SPE_FIRM)\—I Pfch 0294 &7 € FEBRTLAELRHE > TR
AERAZ T HX PCAOB A2 LB B 2MBERE2Z =23 2+ o @ §
PHEF B A A ¥ & W (SPECIALIST CPA)z2. T ¥5fc: 0121 > Bgxn 9% - + 24
ZEBERB G N S A Y2 & R Bid 0 LI (AFT_SPE_CPA)2
Tiofch 0009 BT g BAGALELH > PR AZER 2% PCAOB
BHEZBERBEEE2MBREZF L2142+

Al REINS > w X g R RT(BIGY) 2. TH0E 5 0849 BEor kA
7 849%2 2P E R w X EFEFERATAP G OF %%L(SlZE)iiiﬁgt;é
14964 » 27 Toa s 2P 28 Fler 295 30 @~ yEEBRENE
(CFO)2- T 32 % 0.0674> 27 2P 2 FEEHR L ﬂ:@] » al*ﬁP BT A2
6.7% 5 § F vt F(LEV)2 L i2%c s 0416 ko Lima 3 > B f F k% ;mz 3
w35 4R e r 2 & F(SALES GROWTH)2. L35 5 0.078 ; A F A+ &
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0226 B F 22.6%z > @@ - ERF A FEFL P EHER G EF
(MB)2. L3578 1.648 > 27 T3k > 2P 27 H ¢ F>0tEG £37 1.5 B 5 ¢
FEFE T Y (TENURE)2. 358 5 9.052 0 %77 § P FF R 97T Hh 5 9
£ €357 1 W (TENURE CPAl)Z- T 358 s 4.624 > B ¢ 3hfF | Tioix
B35 46 & €35 2 ¥ (TENURE CPA2)2- L3518 5 3.640 » o1 € 35fF 2
z T@EEd s 3.6# o

4

%3 L FpEnitE

ke siofe  FE BME Y s kA
ACC 0.072 0.071 0.001 0.051 0.391
INSPECT 0.853 0.354 0.000 1.000 1.000
AFTERINSPECT 0.494 0.500 0.000 0.000 1.000
SPECIALIST FIRM 0.532 0.499 0.000 1.000 1.000
AFT_SPE_FIRM 0.294 0.456 0.000 0.000 1.000
PARTNER 0.097 0.296 0.000 0.000 1.000
AFTERPARTNER 0.051 0.220 0.000 0.000 1.000
SPECIALIST CPA 0.121 0.326 0.000 0.000 1.000
AFT _SPE CPA 0.009 0.095 0.000 0.000 1.000
BIG4 0.849 0.358 0.000 1.000 1.000
SIZE 14.964 1.526 10.991 14.853 19.465
Cro 0.067 0.118 -0.359 0.067 0.402
LEV 0.416 0.178 0.057 0.418 0.858
SALES_ GROWTH 0.078 0.357 -0.668 0.037 1.993
PPE_GROWTH 0.088 0.444 -0.797 -0.002 3.062
LAG_LOSS 0.226 0.419 0.000 0.000 1.000
MB 1.648 1.257 0.313 1.290 7.923
TENURE 9.052 5.525 1.000 8.000 26.000
TENURE _CPAI 4.624 2.853 1.000 4.000 14.000
TENURE CPA2 3.639 2.464 1.000 3.000 12.000

D ACC=% $HE$ A g3t  INSPECT=/A 4 % ¥ § 3P £ 29783 2 8 B 3 AFTERINSPECT= /% %% % #c »
EHFEBR AR AER A2 B EF ¢ L b SPECIALIST FIRM=j# %8> € 773743 5 A ¥
%4 ; AFT SPE_FIRMS =% % 38 %4 » AFTERINSPECT 2 SPECIALIST FIRM #p % % ; PARTNER=J5 % %
oo §3 PR F X B b AFTERPARTNER-E 3 % ¥ > €3 P i 2 E R A 2 % £ F ¢ X4 8
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The Spillover Effect of PCAOB
International Inspections on CPA Firm
and Partner Audit Quality

1. PURPOSE

The objectives of the Public Company Accounting Oversight Board (PCAOB), which
was created by the Sarbanes-Oxley Act of 2002, are to oversee, inspect, and discipline US
and foreign auditors of US public listed companies. This study examines the spillover
effect of the PCAOB international inspection program on audit quality. Specifically, we
examine, at the firm and partner levels, whether the PCAOB’s international inspection
improves audit quality in non-US-listed local companies. During inspections, the PCAOB
reviews engagements of US-listed clients and performs procedures to evaluate audit firms’
quality control. Foreign auditors may be motivated to improve their quality control systems.
We believe that the improved controls could benefit not only US-listed but also non-US-

listed clients in terms of audit quality.

However, because of differences in litigation exposure between US and non-US
clients, foreign auditors may prepare less effective audit programs and use less time and
inferior human resources than necessary for the audit of non-US-listed clients. Thus,
whether the PCAOB international inspection program exerts a spillover effect on audit
quality warrants examination. We examine the spillover effect at the firm and partner levels,

and our Hypotheses 1a and 1b are as follows:

Hla: After foreign audit firms’ initial PCAOB international inspections, the
audit quality of their non-US-listed clients improves.

H1b: After foreign audit partners’ initial PCAOB international inspections,
the audit quality of their non-US-listed clients improves.

Next, we focus on how the spillover effect is moderated by industry specialization.
Auditors can develop industry expertise by investing time and financial resources in
acquiring audit personnel and technology suited to specific industries. Prior studies have
shown that specialization is positively associated with audit quality (Balsam, Krishnan, and
Yang 2003; Krishnan 2003; Reichelt and Wong 2010). Thus, we argue that nonspecialists
can benefit more than specialists from the PCAOB international inspection program
because they are subject to more pressure to improve audit quality. We examine the
moderating effect of industry specialization also at the firm and partner levels and state our

Hypotheses 2a and 2b as follows:
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H2a: The positive association between PCAOB international inspections and
audit quality is more pronounced in audit firms without industry
expertise than in those with industry expertise.

H2b: The positive association between PCAOB international inspections and
audit quality is more pronounced in audit partners without industry
expertise than in those with industry expertise.

2. RESEACH DESIGN

We identify inspected audit firms and each firm’s inspection period by using the
PCAORB initial inspection reports of Taiwanese auditors. In Taiwan, signatures of two audit
engagement partners and the audit firm are required in audit reports. This unique
institutional feature provides us with an opportunity to match and determine the audit
partners in the scope of engagement review for each inspected audit firm. We use a
difference in differences research design and draw a sample of companies listed on the
Taiwan Stock Exchange or Taipei Exchange from the Taiwan Economic Journal database
for 2005 to 2014. Companies operating in the financial sector or regulated industries and

observations without necessary data for analysis are excluded from the sample.

We test our Hypotheses 1a and 1b by examining the association between PCAOB
international inspections and abnormal accruals in non-US-listed companies by using the
following respective models:

ACC; =P+, INSPECT, +p,AFTERINSPECT, +,BIG4; +B,SIZE; +p,CFO,,
+ B,LEV; +B,SALES_ GROWTH, +B,PPE_GROWTH, +B,LAG_LOSS,,
+B,,MB; B, TENURE; /+&;,.

ACC,,=p,+p PARTNER, ;+p,AFTERPARTNER, +,BIG4; +p,SIZE, +f,CFO,,
+B LEV, +f.SALES_GROWTH, +B ,PPE_GROWTH, +f,LAG_LOSS,,
+B,,MB;+p,, TENURE_CPAI, +p, TENURE_CPA2, +e,,

For each model, our variables of interest are two indicators. The first variable,
INSPECT or PARTNER, is coded 1 if the company’s audit firm/engagement partner is
subject to PCAOB international inspections or 0 otherwise. The second variable,
AFTERINSPECT or AFTERPARTNER, is coded 1 in company-year observations where the
audit firm or engagement partner has undergone the initial inspection by the PCAOB or 0
otherwise. Consequently, #, measures the change in abnormal accruals from the pre- to

post-inspection period in clients of inspected audit firms or partners relative to the change
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in clients of noninspected audit firms or partners. We expect 8, to be negative if the
spillover effect exists.

We test Hypotheses 2a and 2b by examining the moderating effect of industry
specialization on the association between PCAOB international inspection and abnormal

accruals in non-US-listed companies using the following models, respectively:
ACC;,=B,+p INSPECT, +B,AFTERINSPECT; +B,SPECIALIST FIRM,,
+B,AFT_SPE_FIRM, +f.BIG4; +f SIZE, +f,CFO, +B,LEV,,
+B,SALES_GROWTH, +f,,PPE_GROWTH, +p,,LAG_LOSS, +B,,MB;,

+f,,TENURE, /+¢;,

ACC;,=B,+p PARTNER, +f3,AFTERPARTNER; +B,SPECILIST CPA,,
+B,AFT SPE_CPA, +BBIG4, +B SIZE, +f3,CFO, +B LEV;,
+f,SALES_GROWTH, +f, PPE_GROWTH, +f,LAG_LOSS, +p,,MB;,
+B,,TENURE_CPAl, +f3,,TENURE_CPA2, +¢;,.

where SPECIALIST FIRM and SPECIALIST CPA are indicator variables for industry
specialization measured using within-industry market share at firm and partner levels,
respectively. AFT SPE _FIRM or AFT SPE _CPA is coded 1 in company-year observations
in which the specialist audit firm or engagement partners have undergone the initial
inspection by the PCAOB or 0 in those that have not undergone inspection. Hypotheses 2a
and 2b predict that the negative associations between PCAOB international inspections and

abnormal accruals are moderated (weakened) by auditor industry specialization. Hence, we
expect the coefficient for AFT_SPE FIRM or AFT SPE_CPA (B,) to be positive.

3. FINDINGS

Our results reveal that after initial PCAOB international inspections of foreign audit
firms and partners, the audit quality of their non-US-listed clients improves. Moreover, we
observe that firm-level specialists who provide high-quality audit service benefit less from
the PCAOB inspection program. However, among partner-level specialists, we observe no
moderating effect of industry specialization on the association between PCAOB inspection

and audit quality.
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