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Abstract 

An agency cost issue in a corporate world is an issue which arises from conflict of interest among 

management and its stockholders. Audit committee is one of its factors which play a pivotal role 

to guide and monitor business related matters of firms while following the national and 

international audit standards. Corporate governance and financial reporting quality are considered 

as the backbone of any corporation around the world which is readily handled by the corporate 

governance to resolve the agency cost issues within an organization. This paper covers 

involvement of audit committee with respect to corporate governance and its development in 

financial reporting quality to resolve such mediation issues. It ranges from audit committee 

formations to its importance, composition, significance (as a part of literature review) with audit 

committee role in corporate governance and its development for quality financial reporting 

according to international standards. The paper generally focuses audit committee and not any 

country or firms. This paper is completely based on descriptive study with exploratory research 

design and utilized secondary data to fulfill the objectives.  

Keywords: Agency cost, Auditing, Audit committee, Composition of audit committee, Corporate 

Governance, Financial reporting quality, Sarbanes-Oxley Act,  

1. Introduction 

It has a long history and always remains in the discussion and debate of theorist and professional 

players working in the corporate sector the issue of agency problem which earlier highlighted by 

Berle in 1932 and later on discussed by Jensen in great detail with comprehensive coverage to a 

particular issue. The corporate sector is managed by directors who are appointed by stockholders 

or in other words by investors. Fund providers are generally not managing firm operations on 

day-to-day basis and neither taking various decisions that impact their wealth, this can be taken 

as an incomplete contract as pointed out by Jensen. This causes the issue of entrenchment from 
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an investor point of view that might happen when managers take various decisions that are not 

for the benefit of stockholders. In the finance literature, this is the issue that has been discussed 

in greater detail as agency cost. There are various mechanisms adopted by companies inside the 

organization and regulators outside the company to control, reduce and mitigate this 

entrenchment issue. An audit committee is one of the mechanisms used inside the company to 

address this agency cost. Management, independent auditors, and audit committee have closed 

linkage, but they also have separate responsibility in the monitoring of financial matters of the 

company (Kumari, 2015). Furthermore, audit committees’ responsibility is enhanced towards the 

improvement in overall corporate governance and its role in development of financial reporting 

quality. This paper highlighted the same issues with the assistance of available literature. 

2. Past Studies & Examinations 

Mautz, & Neumann (1977) surveyed in 1970 that around 32 percent companies formed audit 

committees and in next survey during 1970 this percentage increased to 87, mainly due to interest 

taken in the formation of audit committee by SEC and congress. 

Birkett, (1986) discussed in detail the historical background of audit committee in his paper. In the 

year 1978, New York Stock Exchange (NYSE) decided that audit committee should be 

compulsory part of every company. In 1930 Securities and Exchange Commission together with 

NYSE planned to form audit committee after their observation in Mckesson and Robbins case.  

Council, A. C. G. (2010) discussed in detail all requirements related to audit committee in their 

report Corporate Governance principles and Recommendations with 2010 Amendments that All 

Ordinaries Index should have audit committee during that year. Companies must meet all 

requirements of formation, procedure and authority of audit committee as suggested and outlined 

by ASX Corporate Governance Council.  

Bansal and Anil (2016) examined the impact on firm performance due to corporate governance, 

including Audit Committee Independence. The proxies of firm performance were ROA, ROE, 

Tobin’s q and Market Capitalization. The study found no effect of audit committee independence 

and meetings on firm performance. 

OECD (2017) observed through their survey that only India and Mongolia give importance to audit 

committee with reference to related party transactions.  

Later, in CCG (2017) further weightage given to audit committee in the appointment of external 

auditor like their recommendations will be considered to decide audit fee, removal of auditors and 

in case any other task decided to give to external auditors.   

World Bank. (2018) observed that in most of the companies this is reviewed by majority 

shareholders directors. Audit committee also play its role in the suggestion and appointment of 
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external auditors irrespective of whether external auditors are retiring and reappointed or suggested 

for new appointment.  

On the other hand, during the last three decades’ various financial scandal emerged that 

encouraged policy makers to safeguard interest of investors, audit committee is one of the 

committees that established to address these issues (Aldamen, Duncan, Kelly, McNamara, & 

Nagel, 2012; Agyemang-Mintah, & Schadewitz, 2018; Dat, Mau, Loan, &Huy, 2020).  Listed 

Companies (Code of Corporate Governance) Regulations, 2017 in India made it mandatory for all 

listed companies to form audit committee. 

Report observed that role of financial expert increased from 58% in 2012 to 66% in 2021. Number 

of meetings also on higher side. A significant female participation observes in audit committee 

which increased from 18% to 35% in 2021 (Jennifer Lee,2021) 

These above studies had clearly indicated the significance, overall role, importance, and 

composition of audit committees in a brief manner to have an overview. 

3. Objectives of the Study 

To address agency cost issues, one of the mechanisms inside the organization is the introduction 

of audit committee by the Code of Corporate Governance. The objective is to bring transparency, 

accountability and give strength to internal mechanisms that can mitigate the issue of agency cost. 

The audit committee plays an important role in the internal structure of the company. Stockholders 

are concerned about the reliability of financial reports presented to them by the company and which 

are audited by the audit committee. Hence the objective of this study is to highlight the role of 

audit committee in enhancement of corporate governance and its development in financial 

reporting quality. 

4. Methods & Materials 

This paper was based on descriptive study and utilized the exploratory research design. The data 

had been collected through the secondary sources like websites, journals, books, research articles 

etc. The collected data was further analyzed to fulfill the required outcomes of the study.  

5. Data Analysis & Findings 

5.1 The Audit Committee as a proxy of ‘Corporate Governance’: 

The definitions of audit committee are available in various research papers and reports and surveys 

conducted (see, for example, Marrian, 1988; Arthur Andersen, 1992; Proned, 1993; Collier, 1993; 

Keasey and Wright, 1993). These definitions focus on who will be part of audit committee and its 

key responsibilities, as developed by the broad:  

Board of directors formed audit committee, members of this committee is directors who are 

responsible not for the running of a business but monitoring how the business is managed, 

https://www.ey.com/en_us/people/jennifer-lee
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supervised, and reported. Arthur Andersen (1992) stated that it is a committee of directors of a 

firm with the precise responsibility of reviewing the financial activities and related matters. The 

committee mostly performs as a connection between the board of directors and external auditors, 

help to determine scope of audit, assess the recommendation of the external auditors,review results 

of the audit, keep close link with internal audit controls and keep understanding with justification 

for all financial information that will be published by company.’ (AISG, 1977, quoted in Collier, 

1992:2) 

The New York Stock Exchange (NYSE) was the first institution which recognized the notion of 

audit committee in 1939. Spangler and Braiotta(1990) observed that in the 1970s the role of the 

audit committee was encouraged because of concern on corporate accountability and governance 

of the corporation. This is the era when Jensen &Meckling(1976) address the issue of agency 

theory and theory of firm.  

In 1972, the United States Securities and Exchange Commission (SEC) initiated their concern and 

suggested that corporate sector should form audit committees. These committees should be within 

the directors but will not be part of routine business management. The American Institute of 

Certified Public Accountants (AICPA, 1988) observed this issue and developed a guideline in the 

Statement of Auditing Standards (SAS 61) as “communication with audit Committees” where 

discussed the linkages between external auditors, audit committees and management of corporate 

sector.  

The role, effectiveness and compliance monitoring were vital for audit committees and for its 

successful execution. The Blue-Ribbon Committee (BRC, 1999) suggested key rule amendment 

to improve it. In 2002, Sarbanes-Oxley Act was approved by U.S. congress that strengthened the 

role of audit committees after observing many corporate scandals like Enron, WorldCom. The 

essential part that encouraged the role of audit committees and gave it more authority and capacity 

is to monitor disclosure requirements. Sarbanes-Oxley Act 2002 encouraged the role of 

independent directors in the composition of audit committees together with financial expertise of 

members of audit committees that became essential for its composition. On the other hand, stock 

exchanges and Securities and Exchange Commission suggested new rules and regulations to 

acknowledge the importance of audit committees. Sarbanes-Oxlay Act 2002 strengthened the audit 

committee's role in the overall audit environment of a company. In the development of audit 

committee role local and international laws, rules, code of conduct and many resolutions were 

considered that helped to improve the objective of better corporate governance in companies. With 

the help of audit committee, now agents may be held accountable to stakeholders.   

Audit committees is an essential part of corporate governance that helps to discourage financial 

misconduct in companies and help to meet compliance requirements of various regulatory bodies. 

Audit committees not only monitor internal mechanism of the company in terms of audit quality, 

related party transactions but also meet and discuss with external auditors to obtain desired results 
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as expected by the shareholders of the companies. For effective implementation of corporate 

governance mechanisms and to ensure smooth functioning of the audit committee, it is required 

that the audit committee report become part of the company proxy statement where they disclosed 

this information that they reviewed all significant parts of the financial statement with internal 

auditors and other management groups.  

Audit committee makes sure that the financial information and other financial matters published 

by company and presented in front of the public is appropriate, thoroughly reviewed and providing 

dependable information. All stakeholders can rely on it (BRC, 1999). The report also provided 

various guidelines for audit committee to improve corporate governance of corporate sector. 

Corporate governance and its related issues have been under discussion for many decades and 

various mechanism developed in literature to address it properly (Jensen and Meckling, 1976; 

Fama, 1980; Jensen, 1986; Turnbull, 1997). Two main mechanisms came under discussion to 

resolve governance issue, one is internal and second is external mechanisms. There are many areas 

within the ambit of corporate governance that considered by researchers for in depth analysis in 

different economies. It is so vast that no single report can cover all segments of corporate 

governance mechanism and audit committees is one of the internal mechanisms under discussion 

here. It is observed that there are many ways through which company governance issues are 

addressed but fundamental structure is somehow similar and concentrate on few things like 

directors, auditors’ role, directors’ remunerations, audit committees, annual shareholders’ 

meetings.  

Cadbury (1992) argued that mainly focus should be given on structure and role of board of 

directors, accountability mechanism, transparency, effectiveness of contracts and committees that 

manage role of board of directors. To address these issues, emphasis is given to independent 

directors. Audit committee play its role in corporate governance. Audit committee expertise, 

structure, effectiveness, capacity to address financial issues is a part of overall corporate 

governance.  

Audit firm in general and big four put emphasis on audit committee roles and suggested guidelines 

to overcome various control mechanism issues in corporate governance, strengthening corporate 

financial disclosure controls with the help of audit committee. Security and Exchange Commission 

put emphasis on the composition of audit committee where emphasis given to inclusion of 

independent directors, disclosure from company about formation and function of audit committee 

including number of meetings held in financial year.  

A significant work has been done in the field of corporate governance by Fraudulent Financial 

Reporting (Treadway Commission, 1987). They pointed out various factors that can lead to forged 

and dishonest financial reporting and suggested various measures to reduce these activities. When 

considering various factors to reduce fraudulent activities, Treadway identify that audit committee 
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can play an important role to discourage these activities in corporate sector. It is pointed out that 

audit committee can play role of supervision on all financial matters of a company by developing 

linkages among internal system, internal audit team and external auditors. They should be well 

informed, must have capacity to identify issues in financial matters and address issues in an 

effective way.  

As discussed, earlier presence of financial expert in the audit committee strengthens its role to 

make sure quality work from corporate governance point of view. Many researchers observed like 

Defond et al. (2005) a significant positive sentiment in market when firm appointed financial 

expert in audit committee. Lee and Mande (2005) found that audit quality may improve when audit 

committee play its given role in the management of financial matters of the company as overseer 

and reduce non audit service that earlier given to external auditors. Farber (2005) pointed out that 

firms where fraudulent activities observed have a smaller number of financial experts in their audit 

committee. Chan and Li (2008) observed that presence of independent directors in audit committee 

enhanced value of firm.  

Broye and Johannes (2021) studied the effectiveness of audit committee considering the audit 

committee a key governance mechanism in the process of monitoring financial reporting quality 

and has the explicit role of addressing any issues regarding the preparation and the overseeing of 

financial information. The Sarbanes-Oxley Act of 2002 made audit committees obligatory in all 

US-listed companies.  

Nguyen (2021) studied the audit committee and its role in stability of banking sector. The study 

focused on the composition of audit committee. Rising the question of effectiveness of audit 

committee in the context of ASEAN countries, the study concluded that smaller audit committees 

with more independent members will be beneficial for bank stability. The study confirms that 

effective audit committee enhances the banking sector stability. The researchers have further given 

the explanation that audit committee effectiveness principally drives bank stability higher through 

the reallocation effect for profits and incentives to hold higher capital ratios (Haddad, El Ammari, 

&Bouri, 2021; Fuller, Joe, &Luippold, 2021). Hence, audit committees play a critical role in 

minimizing the risk for the banking sector (Fida, &Naveed, 2021; Rodríguez, 2021). Thereby, one 

cannot ignore the importance of audit committees. This is primarily because audit committees play 

a pivotal role in enhancing the confidence of investor that their money is not going to be wasted. 

All this happens because investor deems the presence of the audit committees as the mechanism 

of check and balance over the management of the firm. Once, the audit is done, investors think 

that they have true picture of the financials of the firm, and this provides them with the confidence 

in making financial decisions. Contrary to this, absence of audit committees makes it difficult to 

analyze the true financial position of a firm. This in turn makes all the financial statements 

questionable. As a result, investors do not trust these statements. This in turn negatively affects the 

investment decisions of the investors. 
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5.2 Audit Committee role in development in ‘Financial Reporting Quality’: 

Academic literature and practitioner both carefully worked on the effectiveness of audit committee 

and explored this area further. Birkett (1986) analyzed the role of audit committee in US market. 

Key objective was to analyze the decisions taken by AICPA5, NYSE and Securities and Exchange 

Commission as well congress regarding formation of audit committee in corporate sector to work 

as overseer of financial matters. The author observed that without better understanding and proper 

guidelines audit committee cannot achieve its main objective. Similar kind of reservations further 

observed by other researchers (Millstein, 1999). 

After Cadbury Committee, Hampel Committee explored the role of audit committee and found 

that the word effectiveness is difficult to measure and implement from both auditors and directors’ 

point of view. It is observed that directors and auditors can only make sure that control is effective, 

misstatement avoided but human error is possible in any case. (Hampel Committee, 1998). Hampel 

committee suggested removing word effectiveness from Cadbury Code.  

Effectiveness may be defined as improvement of financial reporting quality, but empirical results 

are still questionable. Cobb’s (1993) explained the objective of the formation of audit committee 

as minimizing the fraudulent activities in financial reporting. The study also highlighted the effect 

of various exogenous variables on the performance of audit committee effectiveness. 

Audit committee has many important functions that it can play within the limit defined for audit 

committee, key area is to make sure that internal control is providing evidence that financial report 

is presenting true and fair view. Information is accurate, reliable and cannot harm to company 

reputation when published.  

Audit committee key role in the area of financial reporting during the year 2020 discussed 

here.Different stakeholders review company financial reports in their own perspective. 

Stakeholders are not only interested in earning, but they also observe consistency and compliance 

of accounting standards. Compliance of various regulatory bodies is also important when 

determining earnings of the company as well as specific compliance of international accounting 

standards in this respect.   

Non-GAAP information disclosure is always a matter of concern for the Security and Exchange 

Commission as well as other stakeholders. SEC showed its concern in 2019 again regarding 

adequate control on non-GAAP disclosure related to financial matters and suggested to audit 

committees to keep control on the information and make sure whether this non-GAAP information 

is appropriately covered or not in which earning information is also important.  

Audit committee members should consider and evaluate implementation of new accounting system 

that is not only time consuming but also very complex in nature. Audit committee should discuss 

this with the management of the company and external auditors to make sure that all have sufficient 

understanding of it and understand its nature and complexity. Audit committee also makes sure 



ISSN 2231-3842 (Print)  ISSN 2277-8691 (Online) 

 

 

INERNATIONAL JOURNAL OF APPLIED SCIENCE AND TECHNOLOGY VOLUME 8 ISSUE 2, MARCH 2022 

8 

 

that adequate resources are available, and it can properly execute in the existing environment of 

the company. Once a new system is implemented by company then audit committee makes sure 

that adequate control is in process and meets all standard requirements as a due process. 

SAB 74 asked companies to disclose in footnote of financial statement before implementing new 

accounting standard. Disclosure of the Impact that Recently Issued Accounting Standard Will 

Have on the Financial Statements of the registrant when adopted in a future period. It is 

responsibility of audit committee to make sure that company meeting this requirement.  

Critical audit matters (CAMs) should be disclosed by the auditors in their audit report. It is in the 

best interest of the company that auditors put extra efforts to identify and evaluate matters that 

require their professional judgment. Auditors can also identify CAMSs that are difficult to evaluate 

or to obtain sufficient evidence due to complexity of the matters. Overall objective is to make the 

audit report more informative and comprehensive. In this respect the audit committee will be aware 

of all critical audit matters and keep it under evaluation and discussion when considering CAMs. 

Audit committee can play a very important role in this regard due to their understanding of all 

financial matters of the company and they have required skill to understand financial complexities 

and its impact on company true and fair view representation.  

There are various areas where audit committee is not solely responsible to monitor and keep under 

consideration like social and environmental governance (SEG) activities but can play important 

role to keep check on it. These social and environmental issues have become important as ethical 

considerations have increased in recent times. Since audit committee is already taking care of 

various financial and non-financial disclosures, this review will also be attached with other 

compliances.  

Financial team in any company always plays a very important role. Their expertise to manage 

financial matters and its proper reporting is significant for companies in the short term and long 

term. Financial team of course is hired and placed by human resource department that has 

appropriate skills to identify and place skilled people at appropriate place, but audit team will look 

after this work too and ensure quality human financial skill in people hired to deal with various 

financial issues in company. People who are dealing should be familiar with all aspects of reporting 

and controlling mechanisms. They should be fully equipped and trained when any changes occur 

from an internal control perspective, or any instruction reported by a regulatory body.    

The main emphasis of stakeholders and regulators has always been related to the significance of 

oversight of financial reporting by audit committees. The SEC, in December 2019, issued a 

“Statement on Role of Audit Committees in Financial Reporting and Key Reminders Regarding 

Oversight Responsibilities”. It highlights the opinions of SEC on the nature of the responsibilities 

of audit committee. 

6. Conclusion 
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There is an increased interest in the Audit committees. The roles and responsibilities of audit 

committee has always been recognized as essential in the context of corporate governance (Criúan 

and Melinda, 2014). This is because audit committees play a critical role in minimizing the risk 

for the banking sector (Fida, &Naveed, 2021; Rodríguez, 2021). Thereby, one cannot ignore the 

importance of audit committees. This is primarily because audit committees play a pivotal role in 

enhancing the confidence of investor that their money is not going to be wasted. All this happens 

because investor deems the presence of the audit committees as the mechanism of check and 

balance over the management of the firm. Once, the audit is done, investors think that they have 

true picture of the financials of the firm, and this provides them with the confidence in making 

financial decisions. Contrary to this, absence of audit committees, makes it difficult to analyze the 

true financial position of a firm. This in turn makes all the financial statements questionable. As a 

result, investors do not trust these statements. This in turn negatively affect the investment 

decisions of the investors. 

Although, new challenges have emerged due to malpractices by corporations, it is still assumed to 

have audit committee’s existence in firms. The chapter highlights many aspects of audit committee 

ranging from composition of audit committee to its role in quality financial reporting. The chapter 

is not focused on any country but represent a general view which is applicable to most of the 

developed and developing counties. 

Due to bankruptcy of some corporations, the importance of corporate governance has more 

emerged. The chapter more focused on the quality of financial reporting by corporations which is 

an essential part of the responsibilities of audit committees (Owolabi and Dada, 2011). Policies 

and Acts of audit committees have also given rise to it’s the importance. The Sarbanes-Oxley Act 

provides audit committees rights and responsibilities to perform its corporate governance role by 

having frequent meetings. (Carcello et. al. 2002). Codes of Corporate Governance issued by the 

Security and Exchange Commission of India gave more responsibilities to audit committee to 

monitor firms’ business activities. 
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