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ABSTRACT

The purpose of this thesis has been to identify and analyse: the role of audit
committees, the attributes of audit committee members, and the functions and
activities that they perform in government-funded public sector organisations, focusing
on Victorian government organisations. This research determined how audit
committees interact with their major stakeholder partners, namely management,
internal audit and external audit. The research also identified the characteristics of
audit committees that contribute to their successful performance and their
sustainability within a governance and assurance framework.

The methodology employed was a survey of major Victorian government departments,
local government, a small sample of public agencies, and a federal government
department. Respondents were asked to (a) identify indicators of successful audit
committees and (b) to identify the status of their audit committees. Information
gathered also included a comparative literature review of audit committees and
relevant financial management from Australia, United States and United Kingdom.

The research found that in the Victorian government funded public sector
organisations sampled an audit committee’s role, the attributes of members, and the
functions performed in these Victorian government public sector organisations comply
with the Financial Management Act 1994, Audit Act 1994 and the comprehensive set
of procedures promulgated by the financial management policy-making body of the
Victorian government. The analysis of the survey confirmed that in order for a Board
and management to achieve good governance an audit committee’s role is to confirm
internal audit’s assurance that internal control systems exist; and financial reports are
properly prepared in accordance with accounting principles and standards; and
independently audited by professional external auditors.

The functional model that evolved from this research provides a structured approach
for achieving assurance that audit committees can meet their oversight function. The
data collection instruments that were developed can be applied to benchmark other
state governments, local municipal governments, federal government, and public
agencies in Australia and overseas.

The practical and significant value of this research is that the research method,
statistical analysis and findings provide an original contribution to the use and
practices of audit committees in public sector government organisations. It also
provides an approach for governments to meet the challenges they face, operating in
a complex and changing political and economic environment to mitigate corruption in
order to achieve their goals of governance, accountability, and performance.
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GOVERNMENT SECTOR AUDIT COMMITTEES -1 -

VICTORIA

1. INTRODUCTION

1.1 BACKGROUND

This thesis presents the results of a study that examined audit committees in
the taxpayer-funded public sector government public sector. The public sector
in the context of this thesis was principally the Victorian State government
departments, local government municipalities and public sector agencies (e.g.
Water Boards and Universities). A response from a Federal government
financial policy making department was obtained to determine a comparative
view of the commonly recognised three levels of government in Australia. A

survey questionnaire was used to gather data from the sample organisations.

At State government level, Victorian government departments provide a wide
range of services to taxpayers funded from Federal government allocations and
from State generated revenue including taxes, user pay schemes and fines.
The distribution of all these funds must be audited. To gain an appreciation of
the materiality transacted in the Victorian government public sector, The
Victorian Auditor General’'s Office (VAGO 2008) reported that including local
government the following are aggregate figures for the organisations it audits:
Assets $185 billion, Liabilities $58 billion, Revenue $51 billion, and Expenses
$45 billion. At Local government level, funding for basic infrastructure and
service needs are provided by the State Government and also from Local
Government Councils funds generated income from rates, fines and taxes.
Sourced from the Victorian Auditor General (VAGO 2008), local government
controls $47 billion of Assets and annual revenue of $6.7billion.
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Auditing is one of the major governance and assurance mechanisms intended
to ensure accountability for the management of these resources. At the most
senior levels of the public sector, audit committees are appointed to monitor and

facilitate the audit function.

1.2 AIMS

The purpose of this thesis is to find out more about the operation of audit

committees in the public sector. The specific aims of this thesis are to:

1. Inrelation to the audit committee:

e determine the roles and responsibilities of audit committees in
government public sector organisations;

e determine the attributes of members of audit committees;

e determine the functions and activities that audit committees perform;

e determine the relationships between roles, attributes and functions and

successful audit committee performance.

2. Inrelation to critical stakeholder partners, determine the contribution to

auditing of management, internal auditors and external auditors.

3. Inrelation to performance, determine the characteristics of successfully

performing audit committees.

4. In relation to the audit committee and critical stakeholder partners
develop a model of audit committees together with important stakeholder
partners (management, internal audit and external audit) that can guide
the future operation of audit committees and also provide a framework
for benchmarking audit committee performance across the public sector
in Australia and beyond. The Victorian State Services Website (2009)
defined a governance framework as the structure upon which to build
and develop the strategies that a public entity needs to reach planned
objectives and to monitor performance (organisational programs,

outputs, outcomes and public value).
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5. Audit committee operations have changed over time. Sabia and
Goodfellow (2005) identified characteristics peculiar to audit committees
distinguishing the old form of audit committee from the new form. Using
characteristics Sabia and Goodfellow identified, the present study

determines how their audit committees operate at the time of the survey.

This research acknowledges that from the literature, it is generally recognised
that an audit committee is responsible for oversight over compliance for
governance, assurance and auditing. This research believes that the
contribution of stakeholder partners (management, internal auditors and
external auditors) give organisations a coordinated approach to enable a

successful oversight outcome.

This research was conducted by an empirical survey of Victorian State
government departments, Victorian Local government municipalities, from a
sample of associated Victorian public agencies and a Federal government
department. The criteria for assessment of the audit committees were drawn
from the USA (Sarbanes-Oxley Act 2002) and UK (Scottish Government 2008)
and best practices by professional bodies (International Federation of
Accountants, Institute of Internal Auditors) and the requirements of the Financial
Management legislation and its regulatory requirements (Financial Management
Act 1994, Audit Act 1994).

1.3 RESEARCH QUESTIONS

Following on from the preceding description of the context of the study, the

research questions that are addressed are as follows:



GOVERNMENT SECTOR AUDIT COMMITTEES - 4 -

1. What is the actual role of audit committees; the attributes of their members;
and the functions (collectively representing activities, procedures, and process)

when they operate in government public sector organisations?

2. What relationship and contribution do management (ethical practices, risk
management, accountability, records and reports); internal auditors (internal
control, risk assessment, evaluating assurance); and external auditors (verifying
financial reports, providing assurance to other stakeholders), to assist audit
committees to oversee governance (enterprise, corporate and business

performance)?
3a. What is success for an audit committee?

3b. What are the characteristics of an audit committee that contribute to its

successful performance?

4. What is an appropriate governance framework that enables audit committees

to be successful?

5. What is the perceived role of audit committees as perceived by audit

committee members?

1.4 CONTRIBUTION TO KNOWLEDGE - Governance, Assurance,

Audit and Performance.

This thesis analyses an organisational unit, the audit committee. Created at the
highest level of the organisation, it is a sub-committee of the Board or in a
government environment, a committee created by legislative or regulatory
decree for government departments and agencies accountable to government
ministers and the Parliament. According to the authorities and literature the
audit committee’s major role is the oversight of the governance, and assurance;
the soundness of foundations of the financial systems; enabling the integrity of
periodic financial results from those systems; and the results of operations and
the delivery of goods and services to the stakeholders. These stakeholders are
the investors in the private sector and the taxpaying community for the public

sector.
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The literature suggests the key role of an audit committee is entrusted to
perform is its “oversight” function and this involves an oversight of management
and administration of the organisation. Audit committees rely on others to
provide the financial reports, systems, internal control assurance and
independent audit opinion. Auditors are required to perform independent audits
and that implies that they need to control financial resources, charged or
budgeted in order to engage researchers or consultants; they have to rely on a
number of organisational units to support them. The key that an audit committee
uses to perform its entrusted role is the information from key stakeholder

partners — management, internal audit and external audit.

Scanning the literature on audit committees, the key words that the researcher
noted as prominent and identified by authors writing about the role, attribute of
members and functions and activities of audit committees were governance and

auditing are stakeholders, agency theory, and stewardship:

e Stakeholders in the context of this thesis recognise those who is
involved and affected. The word ‘stakeholder’ is used to mean a person
or organization that has a legitimate interest in a project or entity.
Accordingly it is only when major stakeholders play their part that it can
be assured that the oversight function of the audit committee is
effectively achieved. In this case, the participants involved in
governance and assurance are the audit committee, managers, external
and internal audit. It suggests that the relationships between the various
stakeholders are a key component in assuring other stakeholders of the
possibility of successful performance of an entity.

e The Fraser Institute (2011) defines Agency Theory as a theory of
corporate behaviour in which it is recognized that the manager, as agent,
may have differing motives from the owner, as principal. Agency theory
suggests that there is a problem arising from a conflict of interests
between the principals of an organisation (government or the public in
this case) and managers that entities such as audit committees are

required to ensure the accountability of the managers.



GOVERNMENT SECTOR AUDIT COMMITTEES - 6 -

e Stewardship in the context of this thesis maintains that stakeholder
interests are maximised by shared values and objectives of both
managers and owners (citizens/taxpayers). The stewardship issue
guestions the Agency Theory noting that the major stakeholders that an
audit committee has to interact with are external independent (external
auditor), internal (management) and ‘deemed’ professionally

independent but within the employ of the organisation (internal auditors).

The scope of this thesis does not venture into detail examination of the
above theories. They point the researcher into asking the questions:

e Who is involved?

e How are loyalties and intent recognised?

¢ In whose interest do they represent?

¢ |f there are number of “players” involved can their actions be

explained?

This thesis contributes to the pioneering empirical research into the
accountability and governance of public sector government organisations. It
also addresses the environment that ethical governance and performance
results are achievable with sanctioned authority (legal), with competent staff
performing professional administrative, accounting and auditing procedures,
and audit committees in conjunction with major partnership stakeholders of

management, internal audit and external audit.

The conceptual framework developed in this thesis provides a model for others
to use to identify and benchmark the critical elements of an audit committee
(role, members, functions); the major partners and stakeholders that are critical
to the fulfilling its oversight duties (management, internal audit, external audit);
and the goals of being assured that governance (oversight of legislative

compliance, financial reports, public value) is observed.
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1.5 OUTLINE OF THE THESIS

This thesis records the activities undertaken in this research:

Chapter 1 - The Introduction states the aim, justification and research
questions.

Chapter 2 - The Literature Review describes literature and previous research
relevant to the subject matter being researched. The material is reviewed for
relevance, applicability, and a general conceptual framework generated.
Chapter 3 - The Context firstly documents incidents that have recognised the
consequences of ineffective governance and performance; secondly it
examines the changing management philosophy that is evolving; and thirdly it
introduces the setting for empirical discovery and analysis for this thesis, the
Victorian Government public sector environment. It describes the context of the
thesis i.e. the background to the governance policies and practices in the
Victorian government A customised framework of the Victorian Public sector
environment has been created. It compares Victoria’s financial and audit
requirements with those of the Federal government and other Australian States
and Territories.

Chapter 4 — The Conceptual Framework describes the framework that guided
the empirical research conducted in the study.

Chapter 5 presents the Research Design adopted to conduct research into the
Victorian government public sector. Data were gathered using a structured
guestionnaire facilitated electronically with the use of a commercial survey
package called Survey Monkey. The study also examined the financial
management and audit requirements of the Australian Federal government and
those of other Australian States and Territories. Audit Committee requirements
from the United States of America and the United Kingdom were also
investigated.

Chapter 6 - The Descriptive Analyses of Survey Results provides a summary of
findings from responses received.

Chapter 7 - The Psychometrics — Reliability & Exploratory Factor Analysis
evaluates the reliability of the data collected for the analysis of the model.
Chapter 8 - The statistical analysis of the conceptual model evaluates the
relationships between the key factors that constitute the critical elements of an
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audit committee — role, attributes of members and functions and activities
undertaken. It also looks at critical relationships essential for audit committees
to achieve successful performance.

Chapter 9 - The Discussion - This chapter identifies and discusses the research
findings and their implications and also assesses the issues associated with
using audit committees in a government public sector.

Chapter 10 - The Conclusion and Recommendations offers a comprehensive
and practically sound conceptual model that attempts to identify all factors that
affect the performance of audit committees to provide assurance that
governance is observed in government funded organisations that make up the
public sector. The chapter recognises the limitations of the research and

directions for further study.

1.6 SUMMARY - INTRODUCTION

This chapter provides a background into audit committees, their legislative
power, their composition and their functions. It is also recognised that audit
committees require the assistance of others in order to operate efficiently and
effectively. Being a sub-committee of the Board, its main partners include
management, internal audit and external audit. This chapter also documents the
aims, research questions, the contribution of this thesis to knowledge, and a

brief outline of the context of this thesis.
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VICTORIA

2. LITERATURE REVIEW

2.1 INTRODUCTION

This chapter is the result of a literature scan for material that addressed audit
committees and key words that is associated with audit committees. This
chapter identifies and reviews the literature on the role, members and functions
of audit committees. This chapter also explores the relationship with the board,
management, internal audit and external audit. This chapter recognises that
most of the literature relates to audit committees in the private sector
environment. The results of material selected is perceived as pertinent to the
position of audit committees in the governance structures of the public sector,
and research into their role, attributes of members and functions (which in this
research refers to the audit committee’s activities, procedures, and processes).
It also looks at the assessment of the effectiveness of the performance of audit
committees, and the relationships of audit committees with those upon whom
they rely for information, - the board, managers, internal audit and external

audit.

2.2 DEFINITION OF AUDIT COMMITTEES

There are a number of definitions (refer to Table 2.1) for audit committees, each
tailored to the environment and structure in which they operate. Table 2.1
displays five definitions of audit committees: the first was developed by the
Australian commercial and professional groups; the second defined by a United
States professional accounting body; and the next three apply to the Australian

government public sector. Definitions of audit committees sourced from
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professional bodies, the private sector and the public sector (federal, state and
local government) indicate that audit committees are recognised organisational

units in both the public and private sectors.

Using a synthesis of definitions from the literature, in this study an audit
committee is defined as a subcommittee of the board of directors or its
equivalent structure. The defined role is in assisting top management to
discharge their responsibilities, assessing risk, achieving governance, obtaining
independent assurance and overseeing the financial reporting process. These
definitions also highlight the importance of the composition of members
(directors, managers and auditors) as well as matters that audit committees
address (financial governance, accountability, risks, internal controls, external

audit liaison, ethical practices, oversight duties).
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Table 2.1 Definitions of an audit committee

e AARF, llIA-Australia, and AICD - Joint Publication Audit Committees 2002:
Best Practice Guide (second edition) defined “An audit committee is a
subcommittee of the Board of an organisation. It provides a forum where
directors, managers and auditors together can deal with issues relating to the
management of risk and with other governance obligations “(AARF, IIA-
Australia, AICD, AARF Joint Publication 2002 :10).

e “An audit committee is a committee of the board of directors responsible for
oversight of the financial reporting process, selection of the independent
auditor, and receipt of audit results” (AICPA, USA: 2009).

e The Victorian Department of Heath website (2010) states “The role of the
Audit Committee is to provide independent assurance and assistance to the

Secretary on the Department’s risk management and control and compliance

frameworks and its external accountability responsibilities”

e The Victorian Mornington Peninsular Municipal Council’s website (2010)
states “The purpose of the Audit Committee is to assist Council in the
discharge of its responsibilities for financial reporting, maintaining a reliable
system of internal controls and fostering the organisation's ethical
development. This Committee consists of two Councillors and three
independent community members and does not have delegated authority.
Reports are later considered at the next appropriate Council Meeting for a

formal decision”

e “The Victorian Government’s Directions of the Minister for Finance places
sole discretion to formally delegate financial governance to appointed audit
committee for each of the organisations that they fund.” (Victorian Standing
Directions for the Minister for Finance 2008: 2.2(c)) “Each Public Sector
Agency must, unless an exemption has been obtained, appoint an Audit
Committee to oversee and advise the Public Sector Agency on matters of
accountability and internal control affecting the operations of the Public
Sector Agency. Government Departments are not eligible for an exemption”

(Victorian Standing Directions of the Minister for Finance 2008 2.2 (e)).
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2.3 THE ROLE OF AN AUDIT COMMITTEE

Research Questionl: What is the actual role of audit committees; the attributes
of their members; and the functions (collectively representing activities,
procedures, and process) when they operate in government public sector

organisations?

An audit committee assists the board or a departmental head in fulfilling its
oversight responsibilities for the financial reporting process, the system of
internal control over financial reporting, the audit process, and the
organization’s process for monitoring compliance with laws and regulations. To
perform its role an audit committee must be established and be empowered
with the authority to perform its duties (Standing Directions Minister for Finance
(Victoria) 2008).

In the State of Victoria in Australia, government departments and agencies are
required to establish audit committees. In Victoria this is addressed by
legislation and regulation, specifically in the Standing Directions of the Minister
for Finance (Standing Directions Minister for finance (Victoria) 2008) under the
Financial Management Act 1994 (Financial Management Act Victoria 1994).
The role of the audit committee is documented in a written, authorized and
customized charter. Audit committee charters are approved by the board or, in
the case of the Victorian Government, compliance with its Standing Directions

of the Minister for Finance.

Based on issues raised in this paragraph, the literature suggests the role of an
audit committee is to ensure that reliable information about the processes and
outcomes of management control and operations and their accountability are
conveyed to the board. Therefore, a major issue for audit committees to
address is their oversight role. This research seeks to validate this prescription
in the perceptions of the role of the audit committee from the perspective of

those empowered audit committee members.
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2.4 ATTRIBUTES OF AUDIT COMMITTEE MEMBERS

The Canadian Institute of Chartered Accountants (CICA) in a research study of
audit committees in Canada recommended the improvement of the quality of
committee members. “Committees are only as good as the people on them”
(CICA 1981:83). This research also recommended that ‘auditors’ (all audit
committee members regardless of whether or not they are professionally
qualified or accredited auditors) should be competent, questioning in a
perceptive and effective manner. They must have the time, knowledge,

judgement and desire to serve on audit committees (CICA 1981:84).

Krisnan & Lee (2009) examined the determinants of firms' choice of the "audit
committee financial experts"” for a sample of Fortune 1000 firms. They tested
the relationship between the demand for accounting financial experts (AFES),
potential litigation risk, and corporate governance. They found that the firms
they researched do not always appoint accounting financial experts (i.e.
persons with specialized accounting/ auditing experience) to their audit
committees. They found that firms with higher litigation risk are more likely to
have accounting financial experts (AFES) on their audit committee. The
association between litigation risk and the likelihood of appointing accounting
financial experts occurs for firms with relatively strong governance but not for
those with weak governance. Thus, their findings indicated that (1) companies
with demand for accounting financial experts, measured by potential litigation
risk, seem to be able to secure accounting financial experts, but (2) such
benefits only accrue in the presence of otherwise strong corporate governance
(Krishnan & Lee 2009:214).

Based on issues raised in this paragraph, the literature recognises that
members of audit committees need to possess certain professional and
personal attributes and qualities in order to perform their role through functional
activities, processes, procedures. This research seeks to determine if such

attributes and qualities of audit committees are recognised in the public sector.
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2.5 THE FUNCTIONS AND ACTIVITIES OF AN AUDIT COMMITTEE

In the context of this research the role of an audit committee is narrowed to
recognise the legal and legislated authority entrusted upon audit committees by
way of legislation or the Board’s terms of reference. The functions that an audit
committee performs include the processes, procedures and activities that audit
committees undertake to perform their role. Adams, Grose and Donald (2004)
listed a number of these functions which they propose as generic functions that

audit committee perform:

e Approving the selection of the external auditor.

¢ Reviewing the arrangements and scope of audit including reviewing the
emphasis of work so that areas considered in need of attention receive it.

e Considering reports from the internal auditor and reviewing management
action on them.

e Providing a forum for the board, management, or the auditor to raise
matters of concern. Receiving the necessary information from the auditor
as required under the International Accounting Standards.

¢ Reviewing the annual financial statements prior to their approval by the
board.

e Coordinating the work of internal audit and external audit.

e Assessing the effectiveness of management information systems.

¢ Reviewing significant transactions of an extraordinary or abnormal
nature.

e Assessing current and potential risks.

A survey by Rezaee, Oibe, and Minmier (2003:530-7) of audit committee
disclosures by Fortune 100 companies discovered that listed companies in USA
complied with self-regulatory requirements issued by stock exchanges.
However, despite the fact that the process of fulfilling their oversight function
was the major issue in audit committee reports, their survey found that the main

focus in an audit committee’s reports were a statement of its role, rather than
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the process of fulfilling their oversight functions (Rezaee, Oibe and Minmier
2003:535).

Based on issues raised in this paragraph, the activities, processes and
procedures are critically important to ensure that audit committees effectively

exercise their oversight function.
The factors that appear critical to enable audit committee performance include:

e having clear authority and definition of its role, legal authority, charter,
terms of reference and organizational status;

¢ having audit committee members with the right attributes qualifications
and experience ; and

¢ having the audit committee perform the required oversight functions,
processes, activities, procedures and compliance with professional

standards.

A key focus in this thesis is to explore the contribution these three factors have
on the ability of audit committees to provide effective assurance and so

contribute to the effective governance of an organization.

2.6 THE SIGNIFICANCE OF AUDIT COMMITTEE RELATIONSHIPS

Research Question 2: What relationship and contribution do management
(ethical practices, risk management, accountability, records and reports);
internal auditors (internal control, risk assessment, evaluating assurance); and
external auditors (verifying financial reports, providing assurance to other
stakeholders), to assist audit committees to oversee governance (enterprise,

corporate and business performance)?

Beasley, Carcello, Hermanson, Neal (2009) in their article titled “The Audit

Committee Oversight Process”, quoted the NYSE audit committee chair.
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“No one really understands how limited an audit committee is in its work. In big
companies it is virtually impossible to know what is going on without relying on

management, the internal auditor and the external auditor.” (2009:65).

They suggest that it is often challenging to provide effective oversight (Beasley
et. al. 2009: 65). Audit committees are a subcommittee of a board of directors.
Audit committees are responsible for financial and risk management oversight
and are one of several internal governance mechanisms whose function is to

assist a board of directors to monitor management performance (ASX 2007).

Best practice governance (OECD 2004) requires Boards to establish boards
and audit committees that are independent from management. Independence
however is related to composition of the committee. In practice, an audit
committee’s network of relationships with organisational units is critical to its
successful operation. The OECD definition of governance implies that
governance addresses these issues arising from the relationships between
those engaged in the entity’s affairs. An audit committee operates within a
network of relationships. They are reliant on management, internal audit and
external audit to provide the information required to meet their functions of

assessment and exercise of control on behalf of their boards

The next sections describe the relationships between audit committees and the

governing body; management; internal audit; and external audit.

2.7 AUDIT COMMITTEE’S RELATIONSHIP WITH THE GOVERNING BODY
(BOARD OR GOVERNMENT DELEGATE - DEPARTMENTAL HEAD)

This section reviews the relationship of an audit committee with the governing
body. In the public sector, there are a number of different structures.
Departments specialising in specific portfolios (Treasury, Environment,
Education, Health, etc.) are defined by the Public Administration Act. In public
sector departments the Departmental Secretary (Head) is top management,
usually supported by an executive group of senior managers. Departmental

Secretaries are responsible to financially account to Parliament through their
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Minister - an accountability path via Cabinet, to Parliament and the public. In
some public agencies created by legislation the Chief Executive Officer is the
‘governing body’ reportable to a portfolio departmental head or directly to a

portfolio Minister.

Some public agencies established by specific legislation under the State
Owned Enterprises Act (e.g. Victorian Urban Development Authority, Port of
Melbourne Corporation) and others responsible for service deliveries have
boards. The responsibilities of the Board include setting and reviewing strategic
direction, monitoring organisational performance, appointment of Chief
Executive Officers and deciding on key policy positions to take on behalf of

directors.

The roles and duties of departments and public sector agencies are specified in
their legislation. Financially, they have to prepare financial reports under the
Financial Management legislation. The audit committee is accountable for
reviewing management’s work through the complex collaborative relationship

between the board and management.

Typically an audit committee in the private sector is a committee of the board of
directors. Directors in the private sector are either executive or non-executive
independent members. Audit committee members in private sector
organisations are usually independent directors. The audit committee in the
public sector, where the governing body do not have a board audit committee,
have members appointed and selected by the organisation to provide advice to
Departmental Secretaries or boards of directors. For public sector local
government municipalities and agencies where councils and boards exist, audit

committees report to the Mayor or Chair of those Councils and Boards.

2.8 RELATIONSHIP BETWEEN AUDIT COMMITTEE (PRINCIPAL) AND
MANAGEMENT (AGENT)

This section reviews the literature on the relationship of an audit committee with

management. Management plays an important role controlling the running of
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the business. Management is expected to achieve this through professional and
ethical practices and the employment of competent employees or contractors.
Audit committees rely on management to supply them with reports and

information of how the business is operating.

Management comprises contracted and salaried employees entrusted to run the
organization. Management has considerable power in steering an organization
towards the goals it plans or is hoping to achieve. Management ensures that
business activities are performed and controlled. Management plans and
initiates activities and administratively capture the transactions that are
periodically summarized into reports to inform interested stakeholders including
the board or government who represent either shareholders or the public
citizens. Management has considerable power in shaping disclosure in financial

reports.

Boards are supposed to operate independent of management. However,
because of the power of management, independent directors are appointed to
make managers accountable. As well as that, conflict of interest may arise
when members have undue personal or vested influence over business
contracts. For example, it has been noted that managers who have been
recruited from professional firms that are supposed to provide independent
audits may find it difficult to objectively provide an opinion on solutions provided
by the consulting wing of the same organization. In the case of Enron, an
organization which failed, it has been questioned that false accounting and
conflict of interests existed when independent directors appointed were former

auditors or management consultants (Swartz 2003:4).

Audit Committees are supposed to reflect and take an independent and
objective approach. As issues such as conflict of interest, greed, falsifying
accounts, and fraud are slowly being identified, corrective action is put in place
to address the weakness in the ability to manipulate accounts identified in these
private sector incidents. Thus the impression is created that an audit
committees is a ‘Band-Aid’ measure responding to those issues. Accountability

and transparency is important, in the public sector where a Code of Conduct
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should be promoted to all staff. In the public sector the Chief Executive
Officers/Departmental Secretaries and Chief Financial Officers are not allowed
to be members of their Audit Committee (Directions 2.2 2008). Departmental
Secretaries, Chief Executive Officers (CEO) and Chief Financial Officers (CFO)
have considerable influence over what is presented to the audit committee
because they can decide what is reported. Audit committees want much from
CFOs. Characteristics topping the list include integrity, honesty, knowledge of
the business and industry and guts. Most of all, they want the CFO to

communicate - the good news, bad news or in between (Heffes 2010).

2.9 RELATIONSHIP BETWEEN AUDIT COMMITTEE AND INTERNAL AUDIT
2.9.1 The nature of internal audit

This section reviews the literature on the relationship of an audit committee with

internal audit.

Audit committees are expected to meet a minimum of twice each financial year.
In order to function as an audit committee they would require reliable analysis of
the internal control systems in place. Reports from internal auditors can provide
audit committees with assurance that internal control practices are being
evaluated to ensure that they exist and are tested. These assignments are

usually conducted on a risk basis by internal auditors, as follows:

"Internal auditing is an independent, objective assurance and consulting activity
designed to add value and improve an organization’s operations. It helps an
organization accomplish its objectives by bringing a systematic, disciplined
approach to evaluate and improve the effectiveness of risk management,
control and governance processes.” (International Professional Practices
Framework (IPPF) 2009).

Internal auditors provide professional help for an organisation to accomplish its
objectives by bringing a systematic, disciplined (professionally independent)

approach to evaluate and improve the effectiveness of risk management,
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control, and governance process (I1A Professional Practices Framework,
Definition of Internal Auditing, cited by Standards Australia HB158-2006:9).

The Institute of Internal Auditors Standards are categorised into performance
and attribute standards. These standards are requirements that internal auditors
must abide by when performing a broad range of internal audit activities, and for
evaluating if internal audit performance is of a professional standard to provide

objective assurance of assignments conducted

An organisation’s performance goals can be documented as key performance
indicators, profits, outputs and outcomes. Internal auditors address the systems
and operations elements of performance, namely efficiency, economy and
effectiveness. Efficiency is the way the activity is being performed, economy
involves assessment of the use of resources to achieve value for money, and
effectiveness is assessing whether goals, objectives, outputs and outcomes are
achieved. However, internal auditors seldom challenge management policy
decisions, unless they are incorrect or unethical, because the role of internal

audit is to assist management achieve performance goals.
2.9.2 Audit Committee relationship with Internal Audit

Governance implies oversight, not management. The Internal Audit (IA) function
provides the board and management with a level of independent overview of
how the organization and management is being run. For example internal audit
information provides governance thus ensuring stakeholder confidence that
information system’s risk is managed pragmatically, appropriately, and in a
cost-effective manner (I1A 2005:1). The Institute of Internal Auditors (I1A)
advises its members that in the interest of clear segregation of duties,
governance should be clearly understood by the audit committee. Audit
committees that seek to interfere with management prerogatives are courting
two hazards. Firstly, they are taking on more than they can handle and secondly
they are relieving management from responsibilities. Audit committees try to
find an appropriate balance between overseeing and advising management,

while avoiding micromanaging, whilst monitoring compliance with laws and
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regulations and codes of conduct, and overseeing risk management (Bromilow
& Berlin 2005:ix).

The Institute of Internal Auditors (IIA 2010) has long been a proponent of the
value of audit committees and has published a position statement on audit
committee titled Internal Auditing and the Audit Committee: Working Together
toward Common Goals. The IlA after examining the professional literature of the
AICPA, interviewing audit directors, studying SEC legal activities, and
examining related projects by public accountants, concluded that audit
committees play a critical role in detecting and reporting fraud, and
recommended that public-held companies establish and maintain audit
committees comprising outside directors with financial and/or business
background (IIA 2010). The importance of the role played by the audit
committee is a central focus of the IIA Standards for the Professional Practice of
Internal Auditing (SPPIA), Statements of Internal Auditing Standards (SIAS) and
the Professional Standards Bulletins (PSB) (IIA Professional Practice
Framework 2010).

In 1985, the IlA issued the Position Statement on Audit Committees and
recommended that every publicly listed company (private sector) has an audit
committee organized as a standing committee of the board of directors. Stock
Exchanges like the Australian Securities Exchange Listing Rules (ASX Listing
Rule 4.10.2) made it a requirement for their listed companies to have audit
committees. The Institute of Internal Auditors also encouraged the
establishment of audit committees in other organizations, including not-for-profit

and government bodies (Vanasco 1994:1).

Internal auditors provide audit committees with valuable information from their
performance of internal audit assignments. Their scope of activities includes
financial, operations and information technology. Their audits are enhanced by
applying computer aided techniques. This allows them to perform continuous
audit. With the use of these techniques they have been able to provide
management with more intelligent monitoring processes, improving supervision

of processes and transactions reporting by exception any unusual transactions
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and highlighting them for further investigation. Internal auditors compliment the
work of the external auditors. Relationships between internal audit and audit
committees exist in order to foster competence, corporate culture and positive
thinking. Internal auditors also seek to influence the role of the audit committee
and ensure maximum effect in respect of good corporate management and
control (Cooper 1993). Internal auditors assist in independently testing internal
control systems and thus provide the audit committee with assurance that
internal control systems exist and if complied efficiently would help audit

committees achieve their oversight duties.

The next section expands on the notion of internal audit providing assurance to
audit committees. Professionally, internal auditors provide the organisation with
independent assessments and assurances services. Assurance is “A process
that provides confidence that planned objectives will be achieved within an
acceptable degree of residual risk” (Standards Australia HB 158 2006:6).

Assurance involves the professional independent service of testing, evaluating
and providing a positive or negative opinion on the performance of systems,
assets, reports and reported results in organisations.

Power (1997:20) discusses systems based audits and the problem of defining
the scope of the internal control system relevant to financial audit. A system
addresses the whole set of activities of converting inputs through to outputs.
Auditors normally segregate the activities into financial and performance
activities. External auditors focus mainly on verifying results and balances
reported in financial reports. This is what they term as conducting an ‘attest
audit’. Hay (Hay 1993) noted that official definitions of internal control have
varied over time. Internal control applies to important checkpoints for both
financial and performance activities. Thus the scope and boundaries to consider
if systems based audit is performed can be narrowed to purely financial

activities or can include operational performance activities of the system.

It is noted that much of the published material on audit committees, especially
those from accounting firms, is the provision of practical as opposed to

theoretical arguments (SOX 2002, Victorian Standing Directions of the Minister
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for Finance 2008, Australian Accounting Research Foundation et.al. 2001, PWC
(2003), Deloitte & Touche 2003, Auditor General Alberta 2003, and AICPA
2005).

Audit committees provide an oversight to the auditing and assurance function.
Auditing and assurance assignments are a series of procedures, methods and
techniques. This is an observation on audit procedures. There is theoretical
basis for auditing and assurance, although some argued that auditing is
completely practical (Mautz & Sharaf 1977:1). Mautz and Sharaf argue that
generally there is an applied discipline, and meeting the market test was a
significant requirement. Theorists, generally academics argued differently.
Theorists base their arguments on carefully constructed rationales and
reasoned to conclusions that are sometimes substantially different from
activities and responsibilities on the part of practicing accountants and auditors.
However when applied in practice, these arguments (e.g. principles verses rules

based legislation) influence practice.

Auditors in the performance of their professional duties identify a number of
basic assumptions (assertions) and a body of integrated ideas, the
understanding of which will be of direct assistance in the development and
practice of the art of auditing. At the present time auditing and assurance
assignments are plagued by a number of problems involving a number of
issues. For example, are the customary rituals of audit committee meetings
sufficient to justify proper oversight of audit and assurance activities in an
organization? Another example of auditing issues is: what testing is sufficient to
justify an opinion. This involves issues regarding sampling, statistical testing,
probabilities versus judgement of an experienced practitioner, laws of inference

and probability theory and audit independence.

The next section expands on the notion of external audit providing audit
services (financial reports attest audits, performance and assurance

assignments) to audit committees.
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2.10 RELATIONSHIP BETWEEN AUDIT COMMITTEE AND EXTERNAL
AUDIT

Audit committees gain valuable information from audit engagements to attest to
financial reports of an organisation. For public sector government organisations,
legislation gives the Auditor-Generals the right to conduct performance audits

on issues of public interest.

2.10.1 The nature of external auditing
External audit is defined as:

“The examination by an independent third party of the financial statements of an
organisation, resulting in the publication of an independent opinion whether or
not, in all material respects, the financial report is presented fairly in accordance
with Accounting Standards and, when appropriate, relevant statutory and other
requirements” (AARF 2002 AUS 702 also cited by Standards Australia HB 158-
2006:8).

Attest and performance audit assignments performed by professionally qualified
personnel, conducted under professional and legislative authority, objectively,
and with the independence to report objectively without the fear of conflict,
provide all stakeholders related to an organisation with the reassurance that
organisations are operating as they should. Audits should be performed by
competent internal as well as external auditors. Certified Internal auditors are
professionally supported by the International Institute of Internal Auditors (2010)
and external auditors with professional bodies, in the case of Australia, the
Institute of Chartered Accountants (CA), CPA Australia and the Institute of
Public Accountants (IPA). The focus of the different perspectives of the internal
and external audit complements rather than duplicate the audit and assurance

process.

Under s.8 of the Audit Act (Victoria) 1994, the Victorian Auditor-General is
responsible, on behalf of Parliament, for the external audit of the financial

operations and resource management of the Victorian public sector.
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Accordingly, the primary role of the Auditor-General is to provide
information/audit assurance to the Parliament — independently of public sector

agencies and the government.

The role of external auditors is to conduct independent financial audits of
financial reports of a client organisation. Being independent means being a
legal entity separate from the client organisation. It also means not being
involved in paid consultancy engagements regarding the client’s operations.
External auditors audit private as well public sector organisations, be they
companies, government, individual, organisation with a legal identity. External
auditors provide auditing as well as assurance services. The difference between
assurance assignments and external audit assignments is that external audits
are highly structured and highly regulated and assurance assignments are
negotiated to the level of conformance that is required. Members who conduct
financial audits are required to be professionally qualified, professionally
accredited, and experienced to conduct the audits. The functions, activities, and
processes adopted by external auditors are either generally accepted standards

or standards approved under statute.
2.10.2 Audit Committee relationship with External Audit

Audit committees must be confident that financial reports are presented as a
true and fair report of the results over a period and the asset and liability
balances are reported correctly and accurately. Audit committees are best
suited to liaise with the external auditors to ensure that professional service is
delivered.

External auditors professionally testing and verifying the results in accordance
with the auditing standards provide an independent opinion on the financial
reports. Audit committees (private or public sector) liaise with their external
auditors. Private sector audit committees may be involved in the selection and
engagement, including audit fee negotiations) as well as liaising with the
external auditors. This activity is not applicable for public sector audit
committees because the Government Auditor General is appointed auditor by

legislation.



GOVERNMENT SECTOR AUDIT COMMITTEES - 26 -

From the definition documented in the Glossary of this thesis, audit is “an
independent, professional service that provides high level assurance through
the application of procedures for the expression of opinion on management’s
representation of their financial reports” (Australian Accounting Standards).
Procedures are aimed at proving through the expression of an opinion on the
assertions including presentation and disclosure of financial reports;
completeness of the financial reports; correct valuation of assets, liabilities,
revenue, expenditure and equity; right and obligations; and existence of
transactions, assets and liabilities. Auditing is a critical component of modernist
conceptions of accountability since it legislate the information on which formal,

financial accountability rests (Power 1997).

External auditors conduct financial report audits in order to express an opinion
on their truth and fairness. In order to do this, they assess the reliability of
information systems (financial and operational) by conducting attestation of
results and balances reported in the financial reports. They conduct regulatory
audits which are compliance and governance audits. They have legislative
power to perform performance audits. Performance audits are conducted on

topical issues that affect public sector accountability.

2.11 THE PERFORMANCE OF AUDIT COMMITTEES

Research Question 3a: What is success for an audit committee?

Research Question 3b: What are the characteristics of an audit committee that

contribute to its successful performance?

Spira (2002) interviewed audit committee chairs, finance directors and auditors
in the United Kingdom between 1994 -1996. Spira proposes that audit
committees were ceremonial by nature, providing comfort regarding financial
reporting. Spira (2002) uses Actor Network Theory (ANT) to illustrate the role
and activities of the audit committee. Spira explains that Actor Network Theory
is a theory which sees the world as a series of networks and this theory

emphasizes the role of the performers, the actors, who sustain these networks
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(Spira 2002:56). An audit committee is only a part of many wider networks.
Many professional bodies doubt whether audit committees can really ensure the
integrity of a firm’s financial statements because, as outsiders, audit committee
members do not know enough to dig deeply beneath the numbers. Spira
argues that such criticism overlooks the ceremonial function that audit
committees play. The audit committee is an arena where members can form
and strengthen shifting and fragmented networks with each other and with the
external auditors. Within these networks, both consensus and independence
are demonstrated, generating comfort, which legitimises the company and
maintains its access to external sources of capital. The context of Spira’s work
is Britain’s private sector environment and is a response to the Cadbury
Committee’s recommendations. Spira recognises that the audit committee is a
key part of the corporate governance structure within an organisation. This
thesis will not pursue this line of thought as it is outside the scope of the thesis.

An audit committee acts on behalf of the board to assess information provided
by management and both internal and external auditors. An internal audit is
appointed to undertake independent assurance assignments on risks and
evaluate the internal control features of bus