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Abstract
Good corporate governance is now considered a basic condition to accept and register an organization in most of the
Stock Exchange Markets all over the world. The audit committee plays a major role in corporate governance regarding
the organization’s direction, control, and accountability; part of which is the organization’s internal control which is
used to provide reasonable assurance about the integrity of management and reliability of the financial reporting. This
paper focuses on the audit committee’s powers and functions. The importance of the audit committee’s oversight and
monitoring responsibilities to the organizations’ board of directors, shareholders, and other stakeholders, as well as to
governing and regulating bodies, have been increasing, especially after the corporate collapse and the passage of the
U.S. Sarbanes-Oxley Act of 2002. Consequently, most publicly held companies all over the world have been asked to
establish and maintain audit committees. These companies and other types of organizations do establish and maintain
audit committees to oversee and monitor their overall financial performance, including overseeing the preparation of the
financial statements and other financial reports, as well as monitoring the external and internal auditors’ performance.
The relationship between the audit committee and both external and internal auditors is important for all parties to
fulfill their job commitments. An organization’s board of directors relies on the audit committee’s reports about matters
related to managing, directing and controlling the organization. The audit committee acts as a link, and facilitates the
communications, between the board of directors and both internal and external auditors.

Keywords: Audit committee; Internal auditors; External auditors;
Corporate governance; Internal control

Introduction
The concept of audit committee was first introduced in 1939 by the
New York Stock Exchange (NYSE) [1]. In 1972, the U.S. Securities and
Exchange Commission (SEC) was the first to recommend that public
companies should create audit committees comprised of directors
from outside the relevant companies’ managements. In its Statements
on Auditing Standards (SAS) 61 of 1988, the American Institute of
Certified Public Accountants (AICPA) [2,3] issued “Communication
with Audit Committees” regarding the relationship between the audit
committee, external auditors, and management of public companies.
In 1999, The Blue Ribbon Committee (BRC) [4] recommended major
rule changes, related to improving the effectiveness of the corporate
audit committee. And later, after the corporate collapse of Enron,
WorldCom, et al. the Sarbanes-Oxley Act was passed by the U.S.
Congress in 2002 giving more power to audit committees, especially in
regard to whistleblower and disclosure requirements [5].
The audit committee is operating as a representative of the board
of directors in regard to overseeing and monitoring the organization’s
financial reporting, disclosure, audit and control activities; this applies
to public, private, and mix sectors. The audit committee usually helps
the board of directors to ensure that the organization complies with
relevant regulations and ethical standards, to ensure that the internal
auditors are independent and competent, to make sure that the financial
statements have been prepared correctly and accurately, and that the
compensations paid to the organization’s executives were according to
fairness and professionalism [6-8]. As part of improving the integrity
of the organization’s financial information, a regulatory body may
require a public company to create an independent audit committee.

Audit Committee’s Basic Functions
Composition
Although it is compulsory in some countries that all publicly held
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companies should have audit committees, many non-public companies
have audit committees voluntarily established for better oversight and
monitoring of these companies’ financial and accounting performance
[9]. Usually the audit committee should be composed of three to six
members. The European Union requires that there should be an audit
committee for each publicly held company; however, each member
state has the power to decide on the composition of these committees
(i.e., members from outside the company, from its supervisory body,
and/or members appointed by the company’s shareholders). The
Union also requires that at least one member should be independent
of the company and competent (have expertise in accounting and/
or auditing) to enhance the effectiveness of the audit committee’s
oversight and monitoring activities. On the other side of the Atlantic,
the United States requires that the public companies should have
audit committees composed of independent members from outside
the companies’ managements, and that there should be at least one
financial/accounting expert.
Since it is critical for the audit committee to be independent, the
NYSE requires that at least three audit committee members should be
independent and have no relation with the company. Similarly, the SEC
issued rules to exclude any member who is not independent (i.e., who
was or still working for the company during the last three years, who
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receives compensation for participating in other committees which
have links with the audit committee [10-13], or who is a family member
of one of the company’s executives). In addition to independence,
competency is also taken into consideration as regards the composition
of audit committee members. Consequently, the BRC recommended
that the audit committee should be composed of members who
understand the organizations’ financial statements, and recommended
that at least one member should be expert in finance or accounting field
in order to have an audit committee capable of performing its oversight
and monitoring activities to the fullest extent [14].

Meetings
Audit committee meetings have a major impact on the evaluation
of the organization’s overall performance and its internal control
functions. Consequently, we will be looking at three features of such
meetings, as follows:
Frequency: Even though it is very important for the audit committee
meetings to be frequent, it is noted that most of the organizations do not
meet frequently [15]. Many committees meet on a monthly basis, while
others meet on a quarterly basis or even a semi-annual basis. According
to the American Bar Association codes of 1978, the minimum number
of meetings is twice a year but this number has been increased to four
times a year according to the BRC codes of 1999 [4]. In Europe, the
codes are silent on this issue; however some European States, such as
the United Kingdom and the Czech Republic, recommended that these
meetings are to be 3-4 times per year. The frequency and duration of
these meetings have to be according to the size of the organization and
the number and size of issues to be discussed during such meetings.
Consequently, while four times a year could be too much for some
organizations, twelve times a year could be just sufficient for others.
However, what is more important than the frequency of the meetings
is the content and results of such meetings [16].

(balance sheet, income statement, statement of stockholders equity,
etc.), managerial financial reports such as cost and budgeting reports,
the effectiveness and efficiency of the organization’s internal control,
and the performance of both internal and external auditors. European
Union Directive 2006/43/EC states that “the audit committee shall (a)
Monitor the financial reporting process; (b) Monitor the effectiveness
of the company's internal control, internal audit where applicable, and
risk management systems; (c) Monitor the statutory audit of the annual
and consolidated accounts; (d) Review and monitor the independence
of the statutory auditor or audit firm, and in particular the provision of
additional services to the audited entity [18]”.
The audit committee plays a major role in selecting the external
auditors since it nominates them, asks them to submit their proposals
regarding the audit process, then it recommends to the organization’s
board of directors whom it sees are the best to perform the external audit.
Additionally, the audit committee participates fully in determining
the fees that would be paid to the external auditors. Appointing or
terminating the head of the internal audit department, or at least issuing
relevant recommendations, is also part of the committee activities.
The committee is also responsible for ensuring that the
organization complies with the relevant local and international laws,
implementing regulations and ethical standards; as well as complying
with the organization’s bylaws and internal guidelines [19]. Internal
and external auditors’ reports are to be reviewed by the committee so
that the committee members discuss such reports with the concerned
parties, and make sure that the valid notes are taken into consideration
and executed by the management. The scope of the internal and
external audit functions are also determined by the audit committee.
Further details about the relationship between the audit committee
and both external and internal auditors are stated hereunder; I also
mention hereunder the important roles that the committee plays in
regard to corporate governance and the organization’s internal control.

Attendance: In addition to the less-frequent meetings held by
many audit committees, it is noticeable that not all of the members
attend these meetings. However, the attendees should not be limited to
the committee members. The audit committees invite CEOs, internal
auditors, external auditors, regulatory bodies, finance directors, and
relevant others, to attend such meetings, with whom the committee
members discuss issues related to the organization.

The audit committee reviews the organization’s annual, quarterly,
and monthly reports; it issues its reports and recommendations to
the board of directors; and annually issues a report submitted to the
shareholders (as part of the organization’s annual report) describing its
activities and responsibilities during the year [20-24].

Content: There should be an agenda for the meeting summarizing
the issues that would be discussed including, among other things,
current internal and external auditors’ reports, the organization’s
accounts (including funds, revenues, and expenses), assessment
of the internal audit programs, and review of the management’s
responsiveness to the notes made by the external and internal auditors
[17]. The organization’s compliance with the laws, regulations, and
standards should also be discussed during these meetings. The minutes
of the meetings should be noted by a specified person describing the
issues that have been discussed, the results the attendees reached to,
and the relevant decisions that have been made.

The audit committee has relationships with almost all of the
organization’s stakeholders (e.g., board of directors, management,
internal auditors, external auditors, and, to a certain extent, shareholders
and financial statement users), as well as the governing and regulatory
bodies. However, in this section of the paper, I would focus only on its
relationships with internal auditors and external auditors [25].

Activities and Responsibilities
Often the respective organization has “terms of reference”
which shows clearly the activities and responsibilities of the audit
committee. The board of directors and its committees (including the
audit committee) rely on the organization’s management to run the
daily operations. The audit committee activities and responsibilities
are to oversee and monitor the organization’s overall financial
performance, especially the preparation of its financial statements
Bus Eco J, an open access journal
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Audit Committee’s Relationships

Relationships with internal auditors
Listing all the tasks of the internal auditors is beyond the scope
of this paper. However, I would refer to the tasks that are directly
related to the audit committee activities as follows: after the U.S.
corporate scandals and the collapse of Enron and WorldCom, as well
as Arthur Andersen and others, the internal audit tasks have been
changed, especially pursuant to the issuance of Sarbanes-Oxley Act
passed by U.S. Congress in 2002. One of the main responsibilities of
the audit committee is to enhance and maintain the internal auditors’
independence in order to enable them to achieve their duties.
The relationship between the audit committee and the internal
auditors is important for both parties to fulfill their job commitments
Volume 7 • Issue 4 • 1000262
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[26]. The internal auditors provide the committee with the necessary
information to which they have direct access, same as the organization’s
management, in order to enable the audit committee to accomplish
its oversight and monitoring mission. On the other hand, the audit
committee supports the position of the internal audit function and
submits management’s irregularities and other relevant managerial
and financial issues to the board of directors, after discussing such
issues with the internal auditors and relevant other parties.
The audit committee is concerned with recruiting and terminating
the head of the internal audit, and the frequency and duration of the
meetings with the internal auditors [27-29], as well as ensuring that the
internal auditors, especially their head, can communicate directly with
the audit committee anytime. The audit committee’s meetings with the
head of the internal audit enhance the independence of the internal
audit function, supporting the parties’ discussion about management’s
errors, irregularities, violations, and fraud.
Whereas the oversight of financial reporting and the monitoring
of the internal audit performance are two of the main activities of the
audit committee, it is mandatory that the audit committee members, or
at least one of them, should have the financial or accounting expertise
in order to understand the technical and control issues related to the
internal audit to enable the audit committee to review the internal
auditors activities and the results they reach to. Consequently,
independence and financial expertise are very critical for the audit
committee to play its important role and take advantage of the internal
auditors’ performance. Whenever there are problems or obstacles, the
audit committee performs the necessary investigations using internal
feedback, its expertise, and external consultations if needed. Evaluation
of the organization’s internal control structure and process should
also be one of the audit committee’s basic functions [30]. The audit
committee also evaluates the internal auditors’ effectiveness, their
plans and work arrangements, as well as the resources allocated to
them. Additionally, the internal auditors should be involved in issues
related to the organization’s joint ventures, environmental matters, and
international operations. Two important related issues (i.e., corporate
governance and internal control) are discussed in detail hereinafter.

Relationships with external auditors
Likewise, listing all the tasks of the external auditors is beyond the
scope of this paper. However, I would refer to the tasks that are directly
related to the audit committee activities as follows: as stated above, the
audit committee nominates and assists in selecting the external auditors
(also called certified public accountants “CPAs”, chartered accountants
“CAs”) to audit and/or review the organization’s accounts and issuing
their opinion about the correctness and accuracy of the organization’s
financial statements, and that they present fairly the financial position
of the organization. Changing the external auditors also requires direct
interference by the audit committee. In order to protect and preserve
the shareholders’ interests, the audit committee oversees the nature
and scope of work of the external auditors, evaluates their effectiveness,
and recommends the proper audit fees that should be paid to them.
The audit committee assists in ensuring that the external auditors
are independent, and that there is no conflict of interest which may
weaken the external auditors’ ability of issuing their opinion about the
organization’s financial statements and financial position [31].
The external auditors submit their reports to the audit committee
where both parties discuss important issues, such as management’s
errors, irregularities, and fraud; problems or obstacles in the internal
control process; and problems related to the preparation of financial
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statement or financial reporting. The AICPA requires that external
auditors communicate with the audit committee formally as a main
part of the audit performance [32]. AICPA’s (SAS 61) of 1981 requires
that the audit committee receives additional information from the
external auditors that may help it in the oversight of the financial
reporting and disclosure process. The AICPA also requires that the
external auditors communicate with the audit committee regarding
errors and irregularities (SAS 53), illegal acts by clients (SAS 54), and
internal control structure (SAS 60).
The audit committee reviews the external auditors’ management
letter and submits its relevant notes to the board of directors. The
committee also reviews the external auditors’ plans and arrangements
of works, and may ask the external auditors to report to it about
any differences or disputes between them and the organization’s
management. The audit committee also facilitates the communications
between the external auditors and the organization’s board of directors
and attends their relevant meetings. Additionally for independence
purposes [33], the audit committee may review any non-audit service
agreements with the external auditors to understand the nature and
magnitude of relevant fees paid.

Audit Committee’s Roles
Even though the audit committee plays many important roles,
most of which have been referred to hereinabove, I state hereunder two
of them in details:

Roles in corporate governance
Corporate governance “is the system by which companies are
directed and controlled” [5]. It includes relationships between, and
accountability of, the organization’s stakeholders, as well as the laws,
policies, procedures, practices, standards, and principles which may
affect the organization’s direction and control. Most, if not all, of
the aforementioned audit committee activities and relationships are
related directly or indirectly to the audit committee roles in corporate
governance [34]. Additionally, corporate governance includes
reviewing the organization’s practices and policies as regards the ethical
standards and principles, as well as the organization’s compliance
with its own code of conduct. The audit committee’s composition,
competence, independence, and expertise, as per above details, are
strongly correlated to the corporate governance.
The increasing demand on the corporate governance and
accountability related to the board of directors, particularly the recent
lawsuits and investigations made the creation of audit committees an
extremely necessary step. The big four CPA firms, Price Waterhouse
Coopers [6-8], Deloitte, Ernst & Young, and KPMG [7-9], as well as
the Committee of Sponsoring Organizations (COSO) recommended
certain oversight practices for audit committees to follow, providing
guidelines about the audit responsibility in evaluating and strengthening
corporate controls.
The SEC confirmed its interest in audit committees by: “(a) urging
registrants to form audit committees comprised of outside directors; (b)
requiring all publicly held companies’ proxies to disclose information
about the existence and composition of their audit committees;
and (c) requiring publicly held companies to state the number of
audit committee meetings held annually and to describe their audit
committees’ function [35]”.
As part of the corporate governance mechanism, the audit
committee oversees the organization’s management, internal and
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external auditors to protect and preserve the shareholders’ equity and
interests; however, the audit committee’s nature and scope of work
should be reviewed to make sure that it is capable of playing its role in
this regard appropriately, especially after being recently criticized for
its shortcomings in achieving the corporate governance objectives [36].
In 1987, the National Committee on Fraudulent Financial Reporting
(the Treadway Commission) was created to identify factors that can
lead to fraudulent financial reporting and recommend procedures to
reduce fraud incidences. The 1987 Treadway report identified audit
committees as effective means for corporate governance and suggested
a list of objectives for audit committees to consider. Among the
numerous recommendations detailed in the report, the Commission
stated that audit committees should be informed, vigilant, and effective
overseers of the financial reporting process and the company’s internal
controls.
In order to improve the oversight responsibility related to the audit
committee, board of directors, management, internal auditors, and
external auditors, in 1999 the BRC referred to the role of the corporate
governance, suggesting that the audit committee report should be
included annually in the organization’s proxy statement, stating
whether the audit committee has reviewed and discussed the financial
statements with the management and the internal auditors. As a
corporate governance monitor, the audit committee should provide the
public with correct, accurate, complete, and reliable information, and
it should not leave a gap for predictions or uninformed expectations.
It is very important to determine and understand the audit
committee’s oversight and monitoring functions in order to establish
and improve the credibility and trustworthiness of the audit committee
as a corporate governance mechanism [37]. Sarbanes-Oxley Act of
2002 which was passed mainly to protect the investors has a big impact
on the corporate governance and accountability, as well as on corporate
disclosure. In order to be accepted in most of the Stock Exchange
Markets, an organization should have good corporate governance.
As part of the corporate governance, the audit committee should also
examine the non-audit services, referred to above; Arthur Andersen,
for instance, as Enron’s external auditors, was paid US$27 million
for non-audit services, in addition to the US$25 million for auditing
services, which created conflict of interest and affected the auditors’
independence negatively. It is expected that the audit committees will
play a broader corporate governance role in the future, and that the
main parties in the governance field support them strongly; however,
observers see that there should be a clear and written statements
showing the audit committees’ activities, responsibilities, objectives,
and composition.

Roles in internal control
Internal control, defined by COSO, as “process affected by entity’s
board of directors, management, and other personnel, designed
to provide reasonable assurance regarding the achievement of
objectives in the following categories: a) Effectiveness and efficiency of
operations; b)Reliability of financial reporting; and c)compliance with
laws and regulations”. Even though it is well-known that the internal
control structure cannot prevent or detect all errors and irregularities,
organizations establish and maintain such structure for the purpose of
providing reasonable, not absolute, assurance regarding the integrity
of management, as well as the accuracy and reliability of financial
reporting. Internal control structure includes policies, procedures,
and practices followed by the organization to control its operations,
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particularly its financial part, and to ensure the organization’s
compliance with the valid and relevant laws and regulations, as well as
the organization’s own bylaws and resolutions.
The audit committee receives reports about the internal control’s
effectiveness and efficiency from the organization’s management,
internal and external auditors [35]. The committee has full authority
to investigate about any issues which may affect the organization’s
internal control and financial reporting. It should have access to all
relevant information, and access to resources which may enable it
to perform such investigations appropriately. The committee meets
with the management, internal and external auditors to discuss issues
related to internal control anytime it deems necessary. It also submit
reports to the board of directors about the results it reaches to, as
well as recommendations regarding the improvement of the internal
control process and how to maintain an effective and efficient internal
control system [33].
Evaluation of the internal control structure and process is considered
one of the most, if not the most, important oversight responsibility
faced by the audit committee. This importance of internal control
has also been indicated in COSO; Braiotta; Price Waterhouse [6]; and
Treadway Commission [17]. The audit committee receives enquiries
from the board of directors, shareholders, and financial statement
users about the effectiveness and efficiency of the organization’s
internal controls in order to know whether there are material illegal
acts, irregularities, errors, or unethical activities. The committee assists
the external and internal auditors in reporting internal control’s major
deficiencies to the board of directors or other governing body of the
organization; and also improves the communications between these
parties. In order to improve the internal control structure and process,
the audit committee monitors and oversees the organization’s financial
and operational controls, as well as the organization’s compliance with
these controls.

Summary and Conclusion
This paper focuses on the audit committee’s powers and functions.
The importance of the audit committee’s oversight and monitoring
responsibilities to the organizations’ board of directors, shareholders,
and other stakeholders, as well as to governing and regulating bodies,
have been increasing, especially after the corporate collapse and the
passage of the U.S. Sarbanes-Oxley Act of 2002. Consequently, most
publicly held companies all over the world have been asked to establish
and maintain audit committees. These companies and other types of
organizations do establish and maintain audit committees to oversee
and monitor their overall financial performance, including overseeing
the preparation of the financial statements and other financial reports,
as well as monitoring the external and internal auditors’ performance.
The relationship between the audit committee and both external
and internal auditors is important for all parties to fulfill their job
commitments. An organization’s board of directors relies on the audit
committee’s reports about matters related to managing, directing and
controlling the organization. The audit committee acts as a link, and
facilitates the communications, between the board of directors and
both internal and external auditors. The audit committee plays a major
role in corporate governance regarding the organization’s direction,
control, and accountability; and also plays an important role regarding
the organization’s internal control to provide reasonable assurance
about the integrity of management and reliability of the financial
reporting. Good corporate governance is now considered a basic
condition to accept and register an organization in most of the Stock
Exchange Markets all over the world.
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