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ABSTRACT 

 

This research investigated 11,868 financial restatements with 28,401 issues between 2000 and 

2011.  The majority of the restatement issues was from the Accounting Rule Application Failure 

category and concentrated in five industry sectors. The most frequent restatement issues were 

Debt, quasi debt, warrant and equity issues, Expense recording issues, and Revenue recognition 

issues.  Our closer examination found 22.90% of the issue peak in 2005 was due to 4 special 

issues related to lease.  A pairing algorithm was conducted to identify frequent pairings of fraud 

issues.  Further, we found that the big 4 accounting firms were involved in 44.75% of overall 

reported restatements, and 66.67% of restatements with fraud.   

 

INTRODUCTION 

 

Financial Restatements not only retroactively impact a firm’s earning, it is also viewed as an 

indicator of the quality of financial reporting and internal control.  Financial restatement refers to 

the formal revision of previously issued financial statements due to either accounting changes or 

violations of Generally Accepted Accounting Principles (GAAP).  Statement of Financial 

Accounting Standards No. 154, Accounting Changes and Error Correction, requires 

retrospective application of certain changes and correction of errors, hence the restatements.  

Such accounting changes include changes in accounting principle, accounting estimate, and 

reporting entity.  Errors that need to be corrected refer to both intentional and unintentional 

violation of GAAP.  The number and nature of restatements are also good indicators of audit 

quality; high-quality audit should catch such errors in the accounting or audit period as they 

occur, instead of having restatements in later years.  Academic evidence suggests that even 

unintentional GAAP violation restatements can be linked to earnings management, a practice 

that lowers the quality of financial reporting (Ettredge, Scholz, Smith and Sun, 2010). As a 

result, restatements are closely followed by investors, financial analysts and government 

agencies (Griffin 2003).  
 

A decade has passed since the passage of Sarbanes-Oxley Act (hereafter SOX Act or The Act) in 

2002 which was a direct response to a wave of financial fraud and accounting scandals such as 

Enron, WorldCom and Arthur Anderson. One of the main purposes of the Act is to tighten 

companies’ internal control and improve quality of reporting.  The Act also aims to improve 
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audit quality as it bans audit firms from providing certain fees-based nonaudit service to their 

audit clients.  In addition, The Act created the Public Company Accounting Oversight Board 

(PCAOB), a private nonprofit organization that aims at self-regulating the audit industry to 

improve auditor independence and audit quality.  With a decade of implementation and 

regulation, this study aims to examine the impact of SOX through a close investigation of 

financial restatements. 

 

Using the Audit and Compliance Module - Audit Analytics, this study analyzes and examines 

restatements between 2000 and 2011.  Audit Analytics collects restatement data set covering all 

SEC registrants from various forms of filing such as 8-K and press releases.  Based on the nature 

of financial restatements, they were classified into four categories: “accounting rule application 

failures”, “financial fraud, irregularities and misrepresentations”, “errors in accounting and 

clerical applications” and “disclosure control weakness”.  Restatement issues in each category 

are closely examined.  This study also investigates the trend of financial restatements since the 

implementation of SOX. The number of restatements was 526 in 2000 and gradually climbed to 

1,000 in 2004.  The number peaked over 2005 and 2006 by reaching 1,641 and 1,852 

restatements respectively, a 64% and 85% increase over the level of 2004.  The number then 

declined sharply and returned to 946 restatements by 2008, at approximately the same level of 

2004.  From 2009 onward, it stabilized at a relatively low level of between 700 and 800 

restatements per year.  The number of restatement issues showed a similar pattern.  Year 2005 

and Year 2006 were clearly the peak with 5,007 and 4,736 issues reported respectively.  The 

numbers stabilized at approximately 1,200 to 1,400 issues per year since 2009. The peak of 2005 

and 2006 was likely a reaction to SOX implementation.  Closer examination found that 4 issues 

(Special_4) had increased 6 times from prior years and contributed to 22.90% of the peak.  The 

Special_4 were: A28 - Lease. SFA 5, legal, contingency and commitment issue; A16 - 

Depreciation, depletion, or amortization errors; A29 - Lease, leasehold and FAS 13 (98) only 

(subcategory) and A6 - Capitalization of expenditures issues. 

  

This study analyzed the role of auditing firms in discovering and reporting restatements.  It was 

found that out of 11,868 restatements, the big 4 accounting firms – PricewaterhouseCoopers 

LLP, Ernst & Young LLP, Deloitte & Touche LLP, KPMG LLP –accounted for 5,311 (or 

44.75%) of all reported restatements.  Of the “Accounting” category, the big 4 accounted for 

44.31% of all restatements; which was in line with the population average.  However, for the 

“Fraud” category, the big 4 accounted for 66.67%, or 2/3 of restatements.  Specifically, 

PriceWaterhouseCoopers accounted for 22.75% of all Fraud restatements.  For the “Clerical” and 

“Disclosure Control” category, the big 4 auditors accounted for 53.04% and 55.89% of 

restatements.  In summary, firms with restatements were more likely audited by the big 4 than 

non-big 4 auditors.  Another auditor effect was examined by average issues per restatement. Our 

sample included 11,868 restatements with 28,401 reported issues.  Therefore, on average, each 

restatement consisted of 2.39 issues.  It was found that big auditing firms tended to discover 

more issues for each restatement.  Among which, PriceWaterhouseCoopers LLP ranked number 

one by discovering on average 2.85 issues per restatement, or 19% more than the overall average 

of 2.39.  This was followed by KPMG LLP’s average of 2.71 issues per restatement (13% over 

average), Deloitte & Touche LLP’s average of 2.57 issues per restatement (7% over average), 

and Ernst & Young LLP’s average of 2.46 issues per restatement (or 2% over average).   

 


