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Abstract

Business companies around the world need to develop and grow continuously by acquiring
new investments but a business company without an audit committee or audit department is
just like a nation without law enforcing agents. To examine the developed model, the data
were obtained through a field survey from some of the selected firms in Accra, Ghana. Linear
regression model were developed to analyse this paper. In terms of audit committee size
(ACSIZE), the result shows a negative relationship with ROA, but significant. Also firm size
(SIZE) has a positive significant relationship with (ROA). The variable that measures audit
committee independence (ACIND) showed a negative significant relationship between audit
committee independence and (ROA). ACMEET and AGE were insignificant to (ROA).
Keywords: Audit Committee Independence (ACIND), Return on Assets (ROA), Size of Audit
Committee (ACSIZE).

Introduction

Business companies around the world need to develop and grow continuously by acquiring
new investments, but potential investors often need to ensure that the business environment
is stable and safe and that they can generate long-term profits (Oroud, 2019). Effective
corporate governance has been identified to be critical to all economic transactions especially
in emerging and transition economies (Kyereboah-Coleman, 2008). However, the role of
internal audit committee in that corporate organization is critical for the corporate overall
performance. An audit is an independent examination of financial information of an
organization (Arshad, Satar, Hussain, 2011). Its service helps us to detect errors and frauds at
early stage and gives true views about financial information, either its performed by internal
audit committee or external audit committee (Arshad, Satar, Hussain, 2011). According to
Kyereboah-Coleman (2008) Corporate governance is the “ways of bringing the interests of
investors and managers into line and ensuring that firms are run for the benefit of investors”.
This means, the performance is a critically require as a work or assurance for the investors.
The primary roles of the audit committee include overseeing the financial reporting process
and to monitor the management, because management intends to manipulate figures for
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their own interest (Al-Mamun, Yasser, Rahman, Wickramasinghe, & Nathan, 2014). Audit
committee is one of the main elements of the corporate governance helping to control
management practices (Oroud, 2019). In addition, audit committees help to improve the
quality of financial reports and reduce audit risk (Oroud, 2019). The audit committees play an
important role in supervising and monitoring the management of the company in order to
protect the interests of the owners (Oroud, 2019). According to (Salloum, Azzi, & Gebrayel,
2014) Audit Committee is to assist the board of directors in effective management monitoring
with the aim to protect the interest of the shareholders. The audit committee is a critical link
between a firm’s financial reporting function and its external shareholders. When this link is
compromised, it can lead to even larger corporate governance failures (Arshad, Satar,
Hussain, 2011). The East Asian crisis and the recent corporate scandals around the world
coupled with the seemingly poor performance of corporate Africa have given prominence and
impetus to corporate governance on the continent (Kyereboah-Coleman, 2008). In Ghana,
Internal Audit Agency Act, 2003 was established with the objectives to co-ordinate, facilitate
and provide quality assurance for internal audit activities within the Government Ministries,
Departments and Agencies and the Metropolitan, Municipal and District Assemblies (Act,
2003). The Ghana Audit Service has set the following core functions; To ensure that the
auditing activities of the Audit Service as spelt out in the Audit Service Act and carried out in
accordance with best international practices and monitor the use and management of all
public funds and report to Parliament this covers, Constitutional, statutory and any other
body or organization established by an Act of parliament. Ensure effective implementation of
the Assets & Liabilities regime (Based & Estimates, 2019). It’s clear from the above mentioned
core functions of the Ghana Audit service, doesn’t include private corporate entities in Ghana.
Based on the previous studies results and some assumption theories, the following research
objectives were formulated

» To examine significant relationship between audit committee size and company’s

profitability.

» To examine the characteristics of audit committee of listed firms in Ghana.

» To ascertain the efficiency of the audit committees of listed firms in Ghana.

» To ascertain the relationship between audit committee effectiveness and

performance of listed firms in Ghana.

According to (Baccouche, Hadriche, & Omri, 2013), a large literature focused on the concept
of multiple directorship by directors and its relationships with internal and external
characteristics of the firm. In this framework, some studies highlighted the benefits of
increasing the number of directorships held by directors (e.g., additional experience; firm
legitimacy)(Baccouche et al., 2013).

Methods and Materials Used

Audit Committee effectiveness were measured by the characteristics of the audit committee
and the performance of the listed firms measured by return on assets (ROA). The model
treated performance of the listed firms as the dependent variable while the independent
variables were the Audit committee effectiveness which included Audit Independence, Audit
meeting, and Audit size. This paper is based on panel data, hence a linear regression model
of firm performance versus effectiveness of audit committee was applied to examine the
performance of firms. This model considered firm performance as the dependent variable
while the independent variables is the effectiveness of audit committee represented by their
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characteristics  which includes; Audit committee Independence, frequency of audit
committee meetings and the size of audit committee. The relationship equation represented
in the linear equation below.

Y= a+ PX1+ e, (1)

Where, Y represents the dependent variable. a is constant, 8 is the coefficient of the
explanatory variable (audit committee effectiveness), fX1is the independent variable and
e;¢is the error term.

Representing equation (1) above in an econometric model, equation (2) below therefore
becomes:

ROA;; - By + P1ACIND;: + [, ACMEET;: + P3ACSIZE; + B4SIZE; + BsAGE; +
(T (2)

Where subscript i and t represent listed firms and time, respectively. Y represents (the
performance of Audit Committees and is measured by return on assets (ROA).

ACIND = Audit committee independence, measured as the ratio of Non-Executive Committee
members to audit committee size.

ACMEET = Frequency of audit committee meeting is measured by the frequency of their
meetings.

ACSIZE = Audit committee size measured by the number of members in the audit committee.
SIZE = Size of the firm measured as log of total assets.

AGE = Age of the firm measured as the age of the firm.

Results

Audit committee effectiveness was examined first by considering the size of audit committee
(ACSIZE). The results suggest that the average audit committee size is about four directors
with a minimum of three and maximum of seven directors and meet 4.4 times per year. Listed
firms in Ghana are required to have at least 3 independent directors. Reflecting this
requirement for the composition of audit committees, the mean number of non-executive
members on the board is 3.

However, the results reveals that, of the firms studied the return rate measured by return on
asset (ROA) is approximately 3%. This indicate that on the average mean for every 100% worth
of total assets of the firms, 3% was earned as profit after tax This shows that management is
employing the firm’s total assets to make profit during the period under review. Again the
average age of listed firms in Ghana is 38.26 years. This shows that listed firms in Ghana are
longstanding which makes them efficient. The growth in age has an influence on profits
because of the cumulative experience of the firm and the generation of purchasing power.
And according to the experience curve, the firm benefits from economies of scale and
experienced performance among its life. So older firms are expected to put up a healthy
performance.

Table 3.1 as shown below is the descriptive statistics. It shows

Table 3.1 Descriptive Statistics

Variable Mean Std. Dev. Min. Max. Obs

ROA .33 0.14 -.63 0.55 125
ACSIZE 4.54 1.11 3 7 125
ACMEET 4.42 1.09 2 10 125
ACIND 3.24 1.08 1 6 125
SIZE 7.96 1.10 6 10 125
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AGE 38.26 22.26 6 118 125
Where ROA;; is used for the performance of the listed firms. It is measured by the ratio of
profit after tax to total assets. ACIND;, is the audit committee independence, measured as
the ratio of non-executive committee members to audit committee size. ACMEET;; is the
number of times the audit committee meet and is measured by the frequency of their
meetings? ACSIZE is the audit committee size measured by the number of members on the
committee? SIZE;, is the size of the firm measured as log of total assets? AGE;; is the age of
the firm measured as the day of existence till now?

Correlation Matrix Showing the Relationship between the Various Variables
Table 2 provide correlation coefficient between the variables of the study. The results suggest
that Audit Committee Size (ACSIZE) has negative weak relationship with Return on Asset
(ROA). Audit Committee Meeting has a negative weak relationship with Return on Asset
(ROA). This means that the audit committees with fewer numbers of meetings are inactive
and are unlikely to supervise management effectively. Therefore audit committees cannot
oversee the financial reporting process, identify management risk and monitor internal
controls. Beasley et al. (2000) found that fraudulent firms with earning misstatements have
fewer audit committee meetings than non-fraud firms. Audit Committee Independence
(ACIND) has a weak negative relationship with Audit Committee meeting (ACMEET) and Audit
Committee Size (ACSIZE) which is significant. This means that not all member does take part
in the critical decisions that will checkmate the excesses of management and misleading
auditors report. Size is positively related to ROA, ACSIZE, and ACIND this indicates that larger
firms have the ability to push managers to pursue lower costs of debt and increase
performance. This gives the firm operational advantages over its inexperienced counterparts
and also improve its reputation and enhance customer loyalty. Age is positively related to
ACMEET.

In order to test for multicollinearity, the study adopted the threshold of 0.8 from prior studies.
Hogan et al (2008) suggest 0.8 as the beginning of the correlation level at which
multicollinearity negatively affect the regression analysis. The correlation matrix in Table 2
shows that the maximum absolute value among the correlation coefficients is -0.3548
between ACSIZE and ACIND. This is below the threshold of 0.8 proposed by Hogan et al (2008)
for evidence of severe multicollinearity.

Table 3.2
Correlation matrix
ROA ACSIZE ACMEET ACIND SIZE AGE

ROA 1.0000

ACSIZE -0.2609*  1.0000

ACMEET -0.0455 0.1612 1.0000

ACIND 0.0492 -0.3548*  -0.0250 1.0000

SIZE 0.1996* 0.2151* -0.1206 -0.4136* 1.0000

AGE -0.0858 -0.0769 0.2002* 0.0622 -0.0117
1.0000

*Significant at 5%
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Regression Analysis

Table 3.2 contains the results of the regression analysis that examines the effectiveness of
audit committees on performance of listed firms. In terms of audit committee size (ACSIZE),
the result shows a negative relationship with ROA, but significant. This means that members
can bring more resources to the firm, such as experience and expertise, which contribute to
the audit committee’s effectiveness in monitoring management, hence leading to
performance. This means that, in cases where the audit committee are large, it suffers from
the problem of free riders and a higher probability of members are more vulnerable to the
pressures and more subject to follow other members’ opinion without giving another
argument.

Also, firm size (SIZE) has a positive significant relationship with (ROA). This implies that, if a
firm grows in size the profitability of the firm will rise. Possible reasons for such a size-profit
behaviour is that, higher profitability of large firms can be due to market power, economies
of scale and market experience.

The variable that measures audit committee independence (ACIND) showed a negative
significant relationship between audit committee independence and (ROA). The unexpected
revelation that audit committee independence has negative and significant influence on firm
performance leaves much to be desired of the selection and composition process of audit
committees in listed firms in Ghana. In particular, it is indicative that the requirement that
audit committee be made up of shareholders and directors with majority being NEDs has not
help to achieve true independence that enhances performance. Furthermore, the result is
suggestive that the selection of persons into the audit committee is masterminded by the
CEOs

However, ACMEET and AGE were insignificant to (ROA). The possible explanation might be
due to the fact that higher ownership concentration affects directors’ independence and
leads to ineffective audit committee meetings.

Table 3.3
Correlated Panels Corrected Standard Errors Regression Results

ROA
Variable Coef Sig Std Error
ACSIZE -0.06 0.00 0.02
ACMEET 0.01 0.12 0.01
ACIND -0.14 0.00 0.04
Size 0.06 0.00 0.01
Age -0.00 0.10 0.00
Constant -0.06 0.50 0.09
R-squared = 0.2045
Wald chi2 (5) = 64.38
Prob > chi2 = 0.0000

Number of Observation = 125

Where ROA;; is used for the performance of the listed firms. It is measured by the ratio of
profit after tax to total assets. ACIND;, is the audit committee independence, measured as
the ratio of non-executive committee members to audit committee size. ACMEET;; is the
number of times the audit committee meet and is measured by the frequency of their
meetings. ACSIZE is the audit committee size measured by the number of members on the
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committee. SIZE;; is the size of the firm measured as log of total assets. AGE;; is the age of
the firm measured as the day of existence till now.

It is important to note that the R-Squared value is around 20.5% indicating that only 20.5% of
the variations in ROA is attributable by the audit committee characteristics used in the
regression namely: ACSIZE, ACMEET, and ACIND.

Conclusion

The results of the study have shown a negative and significant effect between the number of
independent auditors and firm performance. It is generally believed that an increase in the
number of independent directors leads to better financial monitoring and reporting which are
of essence in improving firm performance. However, the negative association between the
number of independent auditors and firm performance has shed new light onto the existing
body of literature since prior studies have shown a positive association between the two
variables (Abbott et al. 2000).

The findings of the study have also shown that the audit committee size is negatively
associated with firm performance. With increased size of the audit committee, firm
performance is expected to decline because of the problem of free riders and the pressure to
follow other members’ opinion without considering your argument. However, it can also be
argued that large size audit committees can protect and control the process of accounting
and finance since there is increased expert advice with increased size of the audit committee.
Moreover, we find evidence that audit committee meeting has a positive relationship with
performance. This indicates that board diligence can improve the efficiency of performance
of firms because the audit committee has more opportunities to monitor management
performance which reduces the possibility of fraud.

Recommendations

There is need for firms to have an audit committee, that is not too small such that there is
lack of expert advice and too large so that it has free riders that are prone to follow other
members opinion. The size of the audit committee should also be in a way that the process
of accounting and finance are protected and firm performance is increased.

The study has established that the number of independent auditors has a negative influence
on firm performance. However, there is need to increase the proportion of independent
auditors since an increase in their number reduces the chances of financial misreporting and
leads to positive perception by investors. In so doing, there is improved firm performance.
Moreover, in order to reduce financial distress in a company there is also need to increase
the number of independent directors because they are independent and without influence
from the directors.

Future studies, should consider more factors like, committee gender diversity, audit
committee financial expertise, audit committee tenure and other variables such as audit
committee composition that can influence firm’s financial performance.
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