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Introduction
There is an increasing effort globally to combat fraud and
malpractices in companies so as to make corporate dealings trust-
worthy. The effort calls for ensuring the integrity of companies’
financial statements, compliance with accounting standards and
legal requirements as well as institutionalizing of qualitative and
effective internal control and risk management policies. To achieve
all of these, law and policy in leading and emerging markets
require every public company to intermediate the relationship
between the auditors and management of audited companies by
setting up an audit committee or its equivalent with clearly defined
facilitative functions.

This article evaluates the conceptual basis for composition,
duties, rights and ethics of audit committees to determine the
latter’s suitability to contemporary and emerging challenges,
considering that auditing is a professional engagement with legal
and professional ethics implication. It does so with a view to
recommending a framework that will not make the committees ¢
merely as another layer of ineffective bureaucracy. From
transatlantic to global survey, it rests on the Nigerian situatic

In Nigeria the present appraisal finds a contemporarily v
well as purposed to achieve independence and balanc

choices in the absence of comprehensive regula J
That committee has an open-ended mandate, and i
serve gratuitously, subject to mno liability "ﬁw X
submitted that the committee, as presently constit
ted, is unsuitable to the emerging functions of
In the light of this finding, this article s subm
current global corporate failures arising from u
criminal financial statements manipulation as
48
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controls over regulatory compliance. That path begi
paradigm shift in the need for composition, role, duties,
liability of audit committees. "

The Conceptual Basis of Audit Committee
The audit committee is a specialized standing commi
corporate governance that emerged before the corporate failures
the past decade and contemporary time. The committee is p urp

to assist in ensuring “that the members of the Board of Direct
satisfy their duties of care with respect to the adequacy'
company’s financial processes. " To that purpose and intent,
committee monitors and superintends the preparation s.i;}r
company’s financial statements by appraising the information
it has unlimited power to obtain from the company’s mana
departments and independent auditors. It also has enor
responsibility for the internal controls system of the company

The initial conceptualization and establishment of the
committee were in the light of the fact that financial st
preparation and reporting are expert engagements dele
company to the company’s finance staff. For the au
financial statements and the appraisal of its ﬁnanc1al
internal control processes, the company engages.
internal and external auditors.” To ensure the inde
auditors that perform the latter function, cert:
disqualified from being auditors of the compz
officer (excluding the auditor) or servant of the cc
who is a partner of or in the employment of an
the company, and a body corporate (not be
audltors)

[ronically, against the background of
committee above, the Companies and Allied
devotes only four sub-sections (section 3
ves, establishment, composition, functic
committee. In an indeterminable way, it

' Fenwick & West LLP, Corporate Law & Securities
Duties and “Best Practices”, March 21, ZWL 2

? See the Companies and Allied Matters Act (C
Federation of Nigeria 2004, sections 357-367
?8.358, id. |

202






Audit Committee in Corporate Governance

The United States responded promptly to the
Congress enacted the Sarbanes-Oxley Act, official
Company Accounting Reform and Investor Pro
2002."% The Sarbanes-Oxley Act, which is meant
accuracy and reliability of corporate disclosures,
such as auditors’ independence and their oversig
responsibility, and enhanced financial disclosure. In
States the Act is “...the most important piece of :
affecting corporate govemance, financial disclosus
practice of public accounting since the United S
laws of the early 1930s.” In its effort to restore
confidence, it also enhances the role of audit commi
charges the management with more responsxbllltles
disclosures and financial statements. The Act has s
enacted what were initially proposed as changes to he
market listing standards, best practices and rulem
American Securities and Exchange Commission (§

The provisions of the Sarbanes-Oxley Act ar
things, to

(a) strengthen the independence of auditing ‘?"
e establishing a new regulatory body
company auditors;
o redefining the relationship betwe
clients; and
e placing direct responsibility fo
on audit committees;
(b) improve corporate disclosure by
o establishing new disclosure req
securities; and
® accelerating reporting deadll

¢ Public Law 107 - 204, 116 Stat. 745.
" IBM, Innovations in corporate responsibilit
at WWW.IBM.COM/IBM/RESPONSIBILITY.
8 See generally, Huber, John J. et al
governance regime: What every corporate an
now,” 1335PLI/Corp517 (October 2002), p.2.
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(c) increase the responsibility of management by

e requiring certification of periodic reports by Chief
Executive Officers (CEOs) and Chief Financial Officers
(CFOs);

e holding the CEO and CFO responsible for mis-
statements due to misconduct;

e imposing new obligations and responsibilities on audit
committees,

e banning most loans to officers and directors; and

® increasing a variety of criminal penalties and enforce-
ment measures for securities-related offences;

(d) improve the objectivity of research by
* addressing conflicts of interest which securities

analysts may have with investment banking function of
broker/dealers; and

(e) regulate the conduct of securities lawyers by
e requiring minimum standards of professional conduct
for lawyers appearing or practicing before the SEC.”

Empirical evidence shows that Europeans could not envision a
falsification of accounting records of such a devastating dimension
as those of the United States until December 19, 2003 when i g
massive accounting fraud led to the collapse of Parmalat, a giant el
Italian dairy and food company in Europe which replicated an
Enron-like corporate scandal and accounting fraud of the U by,
States. Among other things, Parmalat had understated its ¢
approximately 12.5 billion Euros, overstated its earnings
times, and gave false appearance of its sales byr; T
financial statements.'® The response of regulators in the
Union (EU) “has led to a package of targeted measur

’ Ibid. e
1% Eric Sylvers, “Parmalat Audxt Finds Debts of 1%' -3
HERALD TRIBUNE, Jan. 27, 2004, at 11. For more on

Sarbanes-Oxley Corporate Governance Deve elo
Union: The impact of Tensions
Section 404” 53 Am. J. Comp. L. (w).
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them requiring legislation, ensuring that [EU has]...” V"TY :
standards of financial reporting and corporate gove
generally as well as a system of independent audit."’ i

In the face of ill-preparedness of the Nigerian regulator
system, her financial sector suffered a devastating blow to the
stake of the corporate shareholders and other stakeholders whe
some leading banks failed in the past few years due to corp
maladministration. Ironically, those banks not only had
fessional auditing personnel but audit committees that oug
have ensured sound internal controls. There could be no bet
testimonial of a simplistically bureaucratic audit committee sy
than the global systemic failures that we have experienced. E
dynamic legal and financial systems, ingenious manipulatic
that challenge the status quo without isolating the audit
system.

The enlightened but still contemporarily relevant v
Fenwick and West LLP offers the appropnate -oadmé

responswely suitable action as follows:

As with corporate governance in general, the

committee’s role has come under scrutiny in
years. In response, both the minimum qualif
requirements for audit committee members
required public disclosure about a
processes have increased. In the lig
similar situations, scrutiny of audit cc
ance is likely to increase, so it 1s mo
ever to ensure that audit committe

Jeast the basic standards of conduct

Nigeria and other financial systems mu
above to ensure the soundness and“l {
reporting and internal control systems.

" Lord Sainsbury, Government Minister
Companies (Audit, Investigations and C
House of Lords (Jan, 8, 2004) at col. 259
http://www.europa.eu.int./comm/internal
'> Fenwick & West LLP, Corporate
Duties and “Best Practices”, March 2.
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Global Trends in the Composition and Role of Audit
Committee in Corporate Governance

In many jurisdictions round the globe, the existence of an audit
committee is either a mandatory or an optional corporate
governance requirement. In Australia, Canada, Germany, Hong
Kong, India, Italy, Japan, Mexico, The Netherlands, Spain,
Thailand, Turkey, Portugal and the United States, every listed
company must have an audit committee (corporate auditors in
Japan. and committee for financial matters in the two-tier board
structure of Portugal). In Brazil, France, Switzerland and the
United Kingdom the establishment of audit committee is an
optional corporate governance practice."?

In Nigeria, the establishment of an audit committee for evcw
public company is a statutory requirement of the CAMA."* The
Act requires the auditors of a public company to make a report to
the audit committee of the company on the accounts, balance sheet,
and other financial statements that they have examined."> The audit
committee must consist of equal number of directors and
representatives of the shareholders. In addition to its specific duties
under the CAMA and functions that the company’s articles of
association may specify, the committee must examine the auditor’s
report and make recommendatlons on it to the annual gemeral
meeting as it deems it fit.'® The members of the committee ﬁeﬂ S
entitled to remuneratlon and may be re-elected annuall bj*
general meeting.'’ The gratuitous nature of the enga |
committee members appears to be purposed at getttJ on
committee only corporate insiders that are keenly in
affairs of the company. The members are in practic:
seating allowance for the committee’s meetmgs s

-

" Technical Committee of the Intcrnatlonal O
Commissions (I0SCO), Board lndependence of Liste
March 2007, (I0SCO TC Final
http://www.10SCO.org/library/pubdocs/pa
' Cap C20, Laws of the Federation of Nig
; °1d,5.359(3) 4

%1d;
' Proviso to section 359(4), CAMA.
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The Composition of Audit Committee
The Organization for Economic Cooperation and D
(OECD) in its Principle VLE.l of the Principles of C
Governance recommends that every public company shoul ‘, :
a sufficient number of non-executive directors capable ¢
sing independent judgment in corporate affairs to mii
ensuring the integrity of financial and non-financial i
Similarly, the International Organization of Securities Co
(IOSCO) issued in 2002 a set of principles on the indepe
auditors and the role of corporate governance in g
coalescence, these principles recommend the existence
public company of an audit committee or an mdependem
body equivalent to the committee. o

In the jurisdictions that make up the OECD and i
there is a consensus, even a statutory stipulation in sc
audit committee needs a significant membership of i
board members for it to be effective. In countries
Australia, Hong Kong, Japan, Portugal, Spain, Switz¢
Turkey, it is recommended that independent board me
executive board-members in Spain) be at least one
committee members, two thirds in France and India,
committee in Brazil, Canada, Mexico, Italy, Thailan
the US." r

Australia, Canada, Hong Kong, Italy,
Switzerland, Thailand, Turkey, the United Ki
United States recommend or require that an 1
member chair the audit committee. Many jurisc
Turkey and Germany) recommend or require
that all or some of the members of the committ
of financial hteracy.

Clause 12 of the Code of Corporate G
Companies in Nigeria requires every public
an audit committee in accordance with

onitort:

" Technical Committee of the Internationa
Commissions (I0SCQ), Board Independence qf
March 2007, (10SCO TC Final -n
http /www.10SCO. org/ltbrary/pubdocs/ptb’/i
9 1d. at 44.
214
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in the affairs of the company so as to provide an effectiv
control system is defeated to that extent that half of its me

is 1]I-equ1pped for its functions and powers. In th&
committee is unlikely to be able to ensure the compli
accounting and reporting policies of its complny
requirements and ethical standard. It is also unhk‘y
committee will ensure the integrity and effectlv ]
company's financial reporting and system of internal ¢

The Functions of Audit Committee
A survey of the specific functions of the audit cor
jurisdiction to jurisdiction shows a diversity of contents. H
the Technical Committee of I0SCO has found thd
functions are 4
* Ensuring the integrity of the company’s fina
ments: To do this, the audit committee should
active role in monitoring and analyzing f
information provided by management and
pliance with legal provisions and the corree
accounting principles; -
e  Meeting on a regular basis with the intes
auditors to discuss the financial inforr
committee should be in a posmon to Qi_{’
auditor’s qualifications, performance
The audit committee should review
auditor the problems that could
auditing the financial statements.
auditor (if any), the audit commi
of the internal procedures develo
e Ensuring the effectiveness of u .
management policy; ok
e Reporting on a regular basi
relevant questions under
making recommendations «
external auditor, its remun
contract; and P
*  Monitoring related-pmy

I

l

% 1d. at 4.
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e  Strengthening the independent position of the comps
external auditors by providing an additional channe] of
communication, .

In the United States, the Institute of Internal Andﬂon,
highly instructive publication, states that audit cor
responsibilities include

e Ensuring that financial statements are und

transparent, and reliable;

e Ensuring that the risk management process is i

prehensive and ongoing, rather than partial and perio

e Helping achieve an organization-wide commit

strong and effective controls, emanating from the te
the top;

* Reviewing corporate policies relating to complian

laws and regulations, ethics, conflicts of interest,
investigation of misconduct and fraud;

e Reviewing current and pending corporate-g¢

related lmgatlon or regulatory proceedings to
organization is party;

e Continually communicating with senior

regarding status, progress, and new developme
as problematic areas; 2 4
e Ensuring internal audit access to the audit ¢
encourage communication beyond scheduls
meetings;

e Reviewing internal andit plans, reports,

findings; and K

e Establishing a direct reporting

external auditors.”® S

The Institute emphasizes the fact that “».fi
of directors, and audit committee must symbi
for good corporate governance at the top by en:

* Musa Al-Faki, “Transparency and Corporate G
Development in Africa: The Nigerian Case Study
Jaumal 9at2l.

28 The Institute of Internal Auditors, “The A
and Professionalism,” available at www.h )
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In Nigeria, every public company should di
audit committee by reference to section 359
addition to the functions and powers of the auc
the company's articles of association, that sub
functions of the committee are to

(a) ascertain whether the accounting and

the company are in accordance with
and agreed ethical practices;

(b) review the scope and planning of audit require

(¢) review the findings on management matters in

with the external auditor and dep: ta
thereon:;

(d) keep under review the effectiveness d

system of accounting and internal control;

(e) make recommendations to the board [

regard to the appointment, removal
the external auditors of the company; and

(f) authorise the internal auditor to carry @

into any activities of the company W
interest or concern to the committee.

m

‘?.E'

¢

In achieving its terms of referenc
ensure a productive dialogue between
board. It should also ensure the cred
and protect the interest of the sha

- Qualifications of Audit C mi tty
Independence
All jurisdictions with audit ¢ >0
number of independent director

the following directors are n
audit committee:

*  Current employees of th

¢ Individuals who have b
its affiliates in ¢

¢ Immediate fan

32 The Code, clause 1 4(5). v
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affiliates or who has been employed in such capacity
within the past three fiscal years;

e Directors who have had certain prohibited business
relationships with the company in the prior three fiscal
years; and

e Directors employed as executives of another entity where
any of the company’s executives serve on that entity’s
compensatlon committee (cross-compensation committee
lmks)

Other Important Attributes
e  Willingness of the members to devote a significant amount
of time to the duties of the audit committee;

e Ability and willingness to inform themselves about the
company and its industry to be able to rationally and
objectively evaluate the company’s financial reporting
processes, financial statements, and financial disclosures;
and

e  Willingness to ask tough, probing questions of manage-
ment, the internal audit department (if the company has
one) and the independent auditors regarding these matters
and to be persistent in getting adequate answer to m
questlons3 i

Understanding of Fundamentals of Financial St
Reporting
In the United States, securities market rules tequme
literacy of every member of the audit committee. Every
the audit committee must be able to r;gd “and
fundamental financial statements, 1nc1udmg the
sheet, income statement and statement of casl
also require a minimum of one member ¢

employment experience in accounting

3 Fenwick & West, supra, at 4-5.
and NYSE Listing Standard 303.0:
are not independent.
#1d. atp.5
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professional certification in accounting or equivale
competence in financial monitoring duties.”
In Nigeria, the Code of Good Gove
Companies requires that members of the audit com
be able to read and understand basic financial staten
be able to make valuable contributions in the decisio
the committee. This is important because the commi
crucial duty to review the reports of the externa f
internal auditor. Importantly also, the Code requ
committee members high level integrity and dedicz u"«;‘ ,
must have a sound understanding of the business, pr
services of the company, the risks that it faces and the
the company has in place § Ironically however, the f
persuasive only, lacking statutory backbone. It is sub
provisions of the Code be updated and enacted
provisions. The update should prescribe penalt
committee’s shirking of duties. This should discou
committee membership without the requ1s1te |
competence.
Apart from functioning as counsellor and a
committee also has the fiduciary duty to
management. This dual role requires balancin;
of striking the balance is to communicate
with management so as to receive infol
information and challenge management if the

Communication between Management :

It is important for Management and
maintain a clearly understood line of t;
that enables the latter to challenge the
Experts in corporate governance agljee
have a checklist that facilitates its co
committee. The checklist should as
understanding the line and contents of
Effective communication should malEe

% NASDR Marketplace Rule 4350(d)(2)(A

to the Board of Directors of the companie

Standard 303.01(B)(2) makes similar
The Code, supra, clause 13.
1.
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of the audit committee before reaching important decisions.
Importantly also, management should maintain the line of com-
munication in and outside committee meetings.

A checklist that the Institute of Internal Auditors in the United
States prescribes for communication requires that management

e iseasily accessible;
reaches out to the audit committee regularly;
answers audit committee questions fully and completely;
provides factual information to support responses;
admits not knowing an answer;
supports the audit committee by contacting additional
resources and specialists;
e advises the audit committee of significant issues in a

timely manner; and

e seeks audit committee input in advance of key decisions.

38

Key Issues of Internal Controls for the Audit Committee
In the US in April 2008, RSM McGladrey held a forum on the
responsibilities of the Audit Committee relating to internal controls
and information technology (IT). The forum noted that monitoring
of internal controls involves a corporation’s aucht committee,
executive management, and operating management.” It enjoins the e
audit committee to follow these best practices among other actions
e  Implement and communicate a code of ethics; -
e Establish a fraud-prevention programme
e Establish and communicate a whistleblower p
following these steps:
- Keep the message simple;
- Consider using a toll-free ethics hm
a third party; STl
- Consider whether commummm
multiple languages; and il
- Implement a way to track
investigations, and resoluti

3 RSM McGladrey, “Audit
Online, p.1
“1d.
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RSM McGladrey asks the following questions to me
effectiveness of the audit committee, includin,
compliance: :

e Does the Committee hold sufficient number |
the length that enables it to cover the agenda
the issues exhaustively? i

e How does the Committee constructively ¢
management’s planned decisions, partlculaﬂ
of financial reporting? ‘

*  Are regular meetings held between the Committ
Chief Financial Officer, the chief audit executi
the leader of the internal audit team), other k
of the management team, and the independent :
Are the executive sessions conducted regularly?

e Does the Committee receive key informal
management with sufficient time in advan
to prepare for discussions at the meeting?

e Does a process exist for informing Committe
about the significant issues on a timely
‘manner conducive to the audit commi
understanding of the issues and their im

e s the Committee informed about per:
key functions, including the audit t
independent auditors), senior exec
sonnel on the financial accountin
Are unusual employee turnover
patterns or other indicators of prc

Conclusion
The need for audit committee has beem!
No doubt, there is an ongoing deb
contributed, on the composition and tt
committee as well as its functions and 1
more on its roles, procedures and
obliterate it from the scheme of cor
that is clear is that in the face of recurr:
from manipulation and falsific
status and duties of audit

14, ppa-2.
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