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ABSTRACT

CORPORATE AUDIT COMMITTEES IN ONTARIO, CANADA:

AN EMPIRICAL STUDY

By

Mai P. Lam

The objective of this study is to obtain a better understanding

of the role played by the mandatory corporate audit committee and to

determine the extent of its contribution to corporate governance.

To accomplish the objective, a questionnaire approach is used

to obtain relevant and significant information from corporate chief

executive officers, members of corporate audit committees, practicing

chartered accountants, and financial analysts.

The conclusions, based on the information obtained through

questionnaire responses, are as follows:

1. Attitudes toward the mandatory corporate audit committee

range from strong opposition and indifference by a few to wholehearted

endorsement by the majority of respondents.

2. The mandatory audit committee is generally considered as

useful for a variety of corporations.

3. The committee is considered to be a very flexible and

adaptive organizational unit in terms of both its purposes and func-

tions. Most committees serve a variety of purposes and functions, in

addition to those required by the Ontario Business Corporations Act of
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1971. The two most important purposes are: to relieve the board of

directors, as a whole, of details regarding the review of the results

of the independent audit, and to serve as an independent review func-

tion of the company's operations and its annual financial statements

before their submission to the board of directors for approval. Most

committees perform effectively the functions that are considered of

primary importance: (1) review with the independent auditors, on com—

pletion of the audit, their experience, any restrictions on their work,

cooperation received, their findings, and their recommendations;

(2) review with the independent auditors their evaluation of the com-

pany's internal control systems; and (3) review the corporate annual

financial statements before their submission to the board of directors

for approval.

4. The committee, in establishing a regular and direct channel

of communication between independent auditors and directors, can con-

tribute and indeed has contributed the following benefits: (1) added

assurance to users of financial statements as to the objectivity of

corporate financial statements; (2) reinforcement of the independence

of the corporation's external auditors; (3) increased attention to the

audit and control functions at the director's level; (4) added protec—

tion for the directors of the corporation, especially fortfluznonofficer

directors, against potential litigation concerning the due care they

exercise in the fulfillment of their responsibilities; (5) enhancement

of communication and access between external auditors and directors;

and (6) provision of discipline value for external auditors, directors,

and management.
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5. The effectiveness of an audit committee apparently is

dependent primarily on such factors as the competence of its members

and a set of well-established committee objectives.

6. The committee plays an important role in resolving a

great number of the major disagreements between the external auditors

and the management of corporations.

7. The committee apparently has a positive effect on the

reliability of the company's financial statements. However, an inef-

fective committee probably would have an adverse effect on the

credibility of these statements if such ineffectiveness were known to

users of the statements.

8. Management representation on the committee is considered

desirable, especially by those who have direct experience with the

committee.

9. In general, the committee makes a positive contribution to

corporate governance.

The recommendations, whose primary objective is to improve the

committee's overall usefulness and effectiveness, are as follows:

1. Corporate directors, management, and auditors,lxnflrexternal

and internal, should have a clear and full understanding of the commit—

tee's purposes and functions. A careful, frank, and extensive

discussion by them on what the individual committee should and can do,

in light of the environment in which it Operates, will eliminate much

of the unnecessary confusion, conflicts, and misunderstanding about the

committee that may develop.

2. There should be adequate disclosure both internally and

externally regarding the committee's membership and its scope of activity.
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3. Since the overriding object for establishing the committee

is to provide reliable financial information about the company to the

investors and the public, it is important that the committee review all

financial information released to investors.

4. Since the committee is both useful and beneficial to a

variety of parties, including corporate directors, management, external

auditors, and users of financial statements, it is strongly recommended

that all corporations consider the establishment of such a committee.

5. Legislation or regulations should be enacted to require the

disclosure of compliance with this requirement by filing a report with

the appropriate government agency and by disclosure in the corporate

annual report or in the auditor's report.

6. Consideration should be given to the mundane matter of

compensation for committee members.

7. A more important and probably the most difficult matter

that deserves consideration is the determination of a proper balance

between the social costs and social benefits resulting from the com—

mittee._ If the social benefits exceed the social costs, the committee

is desirable. Although the full extent of such costs and benefits may

be indeterminate due to the inability of quantifying at least some of

them, it is certainly desirable that attempts be made to ascertain

such a relationship to the greatest extent possible.
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CHAPTER I

INTRODUCTION

Objectives of the Study
 

Mandatory audit committees for corporations is a relatively

recent innovation. The Ontario Business Corporations Act of 1970,

which became effective 1 January 1971, is the first legislation in

Canada requiring the public corporations under its jurisdiction to

establish audit committees. This study will cover these public

corporations subject to this legal requirement.

The primary objective of this study is to obtain a better

understanding of the role played by the mandatory corporate audit

committee and to determine the extent of its contribution to corporate

governance. More specifically, the objectives are:

1. to ascertain the most important purposes and functions

of the mandatory corporate audit committee;

2. to discuss the major characteristics and the actual

operations of audit committees, including their size, composition,

principal occupation of their members, functions performed, and

effectiveness with which these functions are performed;

3. to determine, in general, the usefulness and effective-

ness of these committees, as well as the factors essential for

effectiveness; and



4. to establish whether an effective committee can contribute

the following benefits:

a. added assurance to financial statement users as to

the objectivity of corporate financial statements;

b. reinforcement of the corporation's external auditors'

independence;

c. increased attention to the audit and control functions

at the director's level;3 and

d. added protection for the directors of the corporation,

especially for the nonofficer directors, in the event of

litigation concerning the care, diligence, and skill they

exercise in the fulfillment of their proper responsibilities.

Background
 

Brief Statement on the Development

of the Corporate Audit Committee

 

 

The concept of a corporate audit committee is not a new one;

for example, in the McKesson and Robbins case in 1940, the U.S.
 

Securities and Exchange Commission recommended the establishment of

such a committee.4 The concept, however, was virtually ignored by

the business and professional communities until the late 1960s.

In 1967 there were two significant developments, one in the

United States, the other in Canada. The American Institute of

Certified Public Accountants (AICPA) and the Ontario Select Committee

on Company Law (known as the Lawrence Committee) urged public

corporations to form audit committees of their boards of directors.

The AICPA recommended that "publicly owned corporations appoint



committees composed of outside directors (those who are not officers

or employees) to nominate the indpendent auditors of the corporations'

financial statements and to discuss the auditors' work with them."5

Similarly, the Lawrence Committee recommended to the Province of

Ontario, Canada, that a company with issued equity shares to the

public shall be required by law to establish an audit committee of

the board of directors, and such a committee shall review and discuss

with the independent auditor the company's financial statements and

the auditor's report thereon.

In November 1968 the Canadian Institute of Chartered Account—

ants (CICA) recommended that the requirement for a corporate audit

committee be incorporated into both federal and provincial legisla-

tion.7 A year later, the Report of the Royal Commission on Atlantic

Acceptance Corporation Limited (known as the Hughes Report) concurred

with the Lawrence Committee's recommendation and suggested that the

closer contact between the directors and the independent auditor

could only have beneficial results in the future.

In April 1970 the Business Corporations Act, which contained

.an audit committee requirement similar to that suggested by the

Lawrence Committee, was introduced into the Ontario Provincial Legis—

lative Assembly and later became the law for all business corporations

incorporated in the province. This mandatory requirement for

companies offering securities to the public was the first such legis—

lation in Canada.

In November 1970 R. K. Mautz and F. L. Neumann concluded in

their major study on corporate audit committees in the United States



that these committees generally were useful; accordingly, they

strongly recommended that companies should consider carefully the

desirability of establishing them.9

In April 1971 a further substantial impetus for incorporating

the audit committee requirement into Canadian federal legislation

emerged. The Proposals for a New Business Corporations Law for
 

Canada, a background paper on the proposals for a new federal corpora-

tions act, recommended, among others, an audit committee requirement

similar to that suggested by the CICA.10 This paper essentially became

the proposed new Business Corporations Act of Canada, which currently

is under consideration for passage by Parliament.

Interest in corporate audit committees also was growing in

the United States. The Securities and Exchange Commission, in March

1972, endorsed the practice of audit committees for publicly held

companies.ll Similarly, the New York Stock Exchange strongly

recommended, in April 1973, the formation of such a committee by

each of its listed companies.

More recently, the Province of British Columbia, Canada, also

incorporated a provision for audit committees in its new Companies

Act, effective 1 October 1973.

'After more than two decades of neglect since the initial

recommendation by the Securities and Exchange Commission, the corporate

audit committee concept has generated increasing interest and wide—

spread support from professional groups and from governmental

representatives and legislatures, both in the United States and

Canada. In fact, if the proposed Business Corporations Act of Canada



becomes law, the majority of the federal companies will be required

to have audit committees, in addition to those companies already

required to do so by the Ontario and British Columbia acts.

Legal Requirements for Corporate Audit

Committees in Ontario, Canada

 

 

Since this study deals with the corporations governed by the

audit committee provision of the Ontario Business Corporations Act of

1970, it is essential to set forth the specifics of this provision.

Section 182 of the act stipulates:

(1) Audit Committee--The directors of a corporation that is

offering its securities to the public shall elect

annually from among their number a committee to be com—

posed of not fewer than three directors, of whom a

majority shall not be officers or employees of the cor-

poration or an affiliate of the corporation, to hold

office until the next annual meeting of the shareholders.

(2) Chairman-~The members of the audit committee shall elect

a chairman from among their number.

(3) Review—~The corporation shall submit the financial state-

ment to the audit committee for its review and the

financial statement shall thereafter be submitted to the

board of directors.

(4) Hearing of auditor—~The auditor has the right to appear

before and be heard at any meeting of the audit committee

and shall appear before the audit committee when required

to do so by the committee.

(5) Idem-—Upon the request of the auditor, the chairman of

the audit committee shall convene a meeting of the com—

mittee to consider any matters the auditor believes should

be brought to the attention of the directors or share-

holders.13

While the act is rather specific about the composition and the

maximum functions of the committee, it is silent on its purpose. How-

ever, it is reasonable to infer from Section 182 and other related

sections that the committee's purpose is to protect the interests of

a variety of parties, among them company auditors, directors, and



shareholders and the general public. The committee's purposes and

functions will be discussed in more detail in chapters 11 and V.

Related Studies
 

A search of existing literature has produced relatively little

written material on the specific subject of corporate audit committees.

Only a few articles and two empirical studies have been written and

the following subsections will review these.

Articles

The articles published in the various professional and business

journals and financial newspapers generally proceed from the assumption

that the audit committee is useful. The discussion then focuses

primarily on the committee's possible advantages and functions. One

article, however, discusses its author's experiences with three audit

. 14 . . .
committees. An overv1ew of these articles is presented below.

"Audit Committees of Boards of Directors" (Arthur Young
 

Journal, Summer, 1967) discusses the advantages of audit committees,

their organization, and their Operation. It then suggests that audit

committees "can be important factors in the successful management of

the corporation."15

"Audit Committees: Status and Prospects--Accounting and

Auditing Problems" (Journal of Accountancy, May, 1969)16 deals with
 

the advantages of the audit committee, its functions, and the prepa-

ration required by both the independent auditors and committee

members for the committee meeting. It covers essentially the same

materials as in the previous article.



"A Look at Audit Committees and the Auditor's Independence,"

by W. P. Wallace (Canadian Chartered Accountants, July, 1969),17
 

suggests that one of the audit committee's purposes is the recom-

mendation of the selection of the external auditors, and the fulfill-

ment of this purpose, among others, would strengthen the independence

of the external auditors.

"The Effective Corporate Audit Committee," by R. K. Mautz and

18
F. L. Neumann (Harvard Business Review, November—December, 1970),
 

summarizes and highlights the findings of the empirical study conducted

by the two authors. Since this study will be discussed in detail in

a later subsection, it will not be examined here.

"On An Audit Committee and Worried? Here Is What To Do," by

D. L. Sinclair and A. G. Fells (The Financial Post, July 17, 1971),19
 

explains briefly the nature of the audit committee requirements of

the Ontario Business Corporations Act of 1970. It also discusses

the committee's formation, purpose, composition, scope, powers, and

meeting arrangements, and the remuneration of committee members.

"The Audit Committee: Its Growing Significance in the

Corporate Structure," by Morton B. Solomon (Main LaFrentz & Co.,

1972)20 discusses the value and duties of the audit committee.

"Experiences with Audit Committees," by W. M. E. McLeod

(Canadian Chartered Accountants, February, 1972),21 deals with the
 

author's actual experience with three audit committees and offers

suggestions to both the independent auditors and their clients on

practical matters concerning committee meetings.



"You and the Corporate Audit Committee," by R. K. Mautz

(Ernst and Ernst, Winter, 1972-1973),22 provides practical suggestions

to both independent auditors and audit committee members regarding

the handling of committee meetings and activities.

Two Studies
 

There are two empirical studies on corporate audit committees,

one by Mautz and Neumann, the other by Auerbach. The former repre—

sents the first major and extensive empirical work, while the latter

is a sample survey of selected clients of an accounting firm. Both

studies deal with voluntary audit committees in the United States.

The Mautz and Neumann Study.23--The Mautz and Neumann study
 

was conducted in the late 1960s and published in 1970. Their purpose

was

to gather together, from such sources as are available, as

much information as we could obtain that is relevant to

present and potential use of corporate audit committees, to

evaluate that information sorting out general tendencies,

common practices, exceptional applications, and unusual

problems, and to draw such conclusions as are justified by

the evidence collected.24

Accordingly, they

sought information through library study; through question-

naires directed to non-officer directors, corporate chief

executives, independent certified public accountants, and

internal auditors; and through interviews with members of

each of these and other interested groups.25

Their questionnaires covered primarily the following matters:

1. The ranking of purposes and functions of the audit

committee;

2. the performance and effectiveness Of these committee

functions;



3. the desirable size of the committee;

4. the desirable composition of the committee;

5. the actual composition of the committee;

6. the usefulness of the committee; and

7. the frequency and scheduling of committee meetings.

Their interviews covered essentially the following:

1. The role and function of a corporate audit committee,

such as the possible expansion or reduction of its role,

the way in which its functions can be improved, and fac-

tors which may limit the role of such committees;

2. the technical competence of committee members, such as

the kind of background that gives one such competence,

and any special effort by companies to obtain such com—

petence in forming a board of directors;

3. the relationship of a committee to the company's

internal audit department;

4. the composition of a committee, such as whether corpo—

rate executives are represented and the reasons

therefor;

5. the effect of a company's size and nature on its need

for a committee; and

6. the Special legal implications in the use of such a com—

mittee, such as whether the committee relieves other

members Of the board of any responsibility and whether

committee members have additional legal responsibility.

Based on the data obtained from 42 interviews and 705 usable

questionnaire responses (an overall rate of 18 percent, ranging from

8 percent for nonofficer directors to 67 percent for independent

certified public accountants), Mautz and Neumann drew seven conclu—

sions and offered five recommendations.

The conclusions, based primarily on interview data, are:
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(1) Corporate audit committees are not employed as widely as

(2)

(3)

(4)

(5)

many people appear to believe and, when they are utilized,

they have attained significantly varying degrees of suc-

cess. In some companies they serve as little more than a

formal device for receiving the annual audit report from

independent certified public accountants and for recom—

mending reappointment of the auditors; in other instances,

they constitute a strong force for strengthening internal

discipline and provide significant shareholders protection.

In practice the corporate audit committee concept becomes

a very flexible device both in terms of purpose and func-

tion. The most important role of such a committee seems

to be that of facilitating direct interchange of ideas,

experience, and information between members of the board

of directors and the independent auditors. . . . The cor-

porate audit committee may also be used as a basis for

interchange of ideas and experience between members of the

board of directors and these officers and employees within

the company who are responsible for internal auditing,

accounting, and other financial functions. . . .

There appears to be consensus that the size of a corporate

audit committee should be about three to five directors.

The positions of those members is less clear. The gen-

eral feeling is that nonofficer directors should at least

be in the majority but representation Of management, some-

times only in ex officio capacity, is not without its

supporters. The president is the management member most

often mentioned to sit on the committee with personnel

from the financial area being usually excluded. The compo—

sition, like the duties and the normal number of meetings,

is largely a function of the nature of the organization

and the operating philosophy of the board and management.

The effectiveness of any corporate audit committee appears

to depend more upon the personalities involved than upon

any other variables. The chief executive officer's approach

to corporate governance is most important, especially as

displayed in his use of committees of the board of direc—

tors. Only slightly less important is the attitude of the

chief financial officer toward a committee whose activities

may impinge upon the duties and prerogatives of his own

office. Finally, the competence, energy, and enthusiasm of

members of the audit committee itself, and their ability to

work with officers and employees of the company without

appearing to encroach upon Operating responsibilities, have

much to do with defining the scope and effectiveness of

audit committee activities.

An increasing emphasis at the board of directors level on

the contribution of auditing, both internal and independent,

to the maintenance of internal corporate discipline is

apparent and adds to the current interest in corporate audit

committees.
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(6) Attitudes toward the corporate audit committee idea vary

(7)

widely, all the way from considerable enthusiasm to what

can best be described as indifference. Relatively little

direct Opposition was experienced although some expressed

fears that the audit committee's potential for inter—

ference with otherwise satisfactory relationships is

considerable.

The potential for usefulness of corporate audit committees,

in our judgment, sufficiently exceeds the possibilities

for disturbance that we strongly recommend that all com—

panies with significant nonmanagement shareholder interests

consider carefully the desirability of establishing an

audit committee, but that any company do so only after

sufficient discussion among those most likely to be involved

in its activities to assure that there is sympathy for the

idea and that expectations regarding its role and responsi—

bility are both reasonable and shared by all.28

The recommendations which focus on the need for and importance

of a full understanding of the concept and adequate planning before

the adeption of an audit committee by a company are:

(l)

(2)

A frank and intensive discussion of the corporate audit

committee concept in a full meeting of the board of direc—

tors in which all present are urged to express their

support for or oppposition to the idea. . . . The attitudes

of the chief executive officer and the chief financial

officer are particularly important. Some attempt to out—

line, at least in broad terms, the duties which such a

committee will be assigned is important in this discussion

so that any possible infringement on the duties of the

chief financial officer or others will be understood.

Attention should also be given to the matter of competence

on the part of available board members to discharge the

projected duties of an audit committee. . . . Reasons for

a completely nonofficer committee or for management repre—

sentation should be examined.

If the board is favourable to the establishment of a

corporate audit committee, an ad hoc committee to hold a

series of preliminary meetings is desirable. The members

of the committee (possibly those members of the board

most likely to serve on the audit committee) should meet

to express their views of the committee's responsibilities

and duties and, if possible, to draft statements of these.

Having done this, an informal meeting with the company's

independent accountants is very desirable. . . . Another

meeting to discuss possible audit committee activities

involving internal auditing and accounting with appropriate

company personnel and with any operating department heads

who might be affected should also be held.
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(3) Upon completion of these meetings, the ad hoc committee

should draft a proposed statement of purpose and duties

for the consideration and possible approval of the board

of directors, taking into account the results of its

several meetings. Adequate time to review this in a full

board meeting is desirable.

(4) If the board of directors is still favorably inclined

toward the establishment of a corporate audit committee,

a resolution to that effect is now in order. The extent

to which the resolution should include specification of

the committee's duties depends largely on the formality

of the particular board's Operations. In any case, a

clear understanding of these duties on the part of

directors, officers, and employees concerned is most

important. The more sensitive various officers are to

implications of the committee's establishment, the more

carefully should the committee's duties be specified.

(5) Upon authorization and appointment, the committee should

meet to establish its own operating procedures including

the number, timing, and duration of meetings, the nature

of its agenda, and the responsibilities of its chairman

and other members. No limitation should be placed on

the number of meetings with the auditors and either party

should be able to initiate them.29

The Auerbach Study.30-—The results of the Auerbach study,
 

published in the Financial Executive in September 1973, were based on
 

the responses from 68 of the 100 sampled clients of a major accounting

firm in the United States.31 The study's major findings are presented

below.

1. The number of clients with audit committees has increased

from 17 percent in 1967 to 68 percent in 1972. Such committees are

nearly twice as common in the largest surveyed clients as in the

smallest clients.

2. The suggestion of the independent auditors, management,

and outside directors is cited as the most common reason for estab-

33
lishing an audit committee.
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3. The size of audit committee ranges from two to more than

six members, with three-member committee as the most common.

4. The majority of committee members are nonofficer direc-

35

tors.

5. In addition to the primary function of reviewing the

scope and results of the audit, many committees perform functions

such as the evaluation of the company's financial officers, internal

auditors, and the staffing of the accounting and financial depart-

ments.

6. About half of the committees meet with independent

auditors to discuss the scope and results of the annual audit,

the auditors' "management letter," and recent AICPA, SEC, and

other regulatory agency pronouncements and their impact on the

, . . 37
company s f1nanc1a1 statements.

7. Some committee functions are not performed effectively:

”For example, 18 percent found the review of alternative accounting

policies in meeting with the financial officers ineffective (54 percent

did not respond), and 15 percent found previews of the audit with the

I a c ['38

CPA Ineffective (15 percent d1d not respond).

This study recommended that

every company that has not yet established an audit committee

should consider its use. In the short run, it can give the

board of directors a stronger grasp of each year's audit and

annual report; in the long run, it gives stockholders addi-

tional protection and greater conf§gence in the reliability

of financial reporting in general.
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This Study
 

The present study deals with the mandatory corporate audit

committees in Ontario, Canada. It employs the questionnaire approach

to obtain relevant and significant information on audit committees

from corporate executive officers, members of audit committees,

practicing chartered accountants, and financial analysts.

In addition to the fact that this study deals with mandatory

corporate audit committees, it differs from the previous two studies,

particularly the Mautz and Neumann study, in two other major aspects:

(1) the respondents and (2) the information solicited.

Since one of the most important objectives of the audit com—

mittee is to enhance the objectivity of company's financial statements

for the benefit of the financial statement users, this study seeks

financial analysts' opinion on the subject. Also, it includes all

audit committee members rather than only nonofficer members as in

the Mautz and Neumann study.

Certain significant information not available in the previous

studies is sought by this study, namely: (1) the effect of an audit

committee on the reliability and credibility of the company's financial

statements; (2) the major benefits of an effective audit committee

and the extent of their realization by companies with such committees;

(3) the factors contributing to an effective committee; (4) the

desirability of disclosing the names of committee members in the

annual report; (5) the role played by the committee in resolving

major disagreements between the auditor and management; and (6) the

disposition of committee minutes.
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Need and Significance
 

Corporate directors, officers, and business related profes-

sionals are being held to increasingly high standards of accountability

for the affairs of the corporations with which they are associated.

Since the corporate audit committee concept has been suggested as

offering significant assistance to a number of groups in meeting

their business responsibilities, empirical research into the use of

such committees could be of great significance. Interest in these

committees has been growing in the past few years, especially in

Canada, where such a committee is mandatory for companies in both

Ontario and British Columbia. If the proposed new Business Corpora—

tions Act of Canada becomes law, the majority of federally incorporated

companies also will be required to have an audit committee.

However, despite this interest and the apparent potential

usefulness of the concept, little empirical work exists. The study

by Mautz and Neumann is the first and only such major effort, and

they were concerned with voluntary, not mandatory, audit committees.

The present study is the first empirical study on mandatory corporate

audit committees in Canada. Consequently, it will provide relevant

and significant empirical data on the operations and experiences

specifically related to the mandatory application of the concept.

This study will offer useful empirical data for the Canadian

federal government and those provinces that are considering the

enactment of corporate audit committee requirements or are seeking

to improve the requirements already in effect. It also will provide

pertinent information for those corporations contemplating the
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establishment of audit committees either at their discretion or as

required by law.

Finally, the study will add to and update the present limited

literature in the field.

Scope and Limitations
 

This study concerns only those corporations covered by the

audit committee provision in the Ontario Business Corporations Act of

1970. The provision became effective 1 January 1971, and corporations

responding to this survey have had a minimum of two years' experience

with audit committees. Although some corporations may have had

committees prior to 1 January, and thus could provide more valuable

insights, such corporations are more likely the exception rather than

the rule .

In particular, this study will deal primarily with the func—

tions of audit committees having a direct relationship to the

corporation's external audit. The reason for such a restriction is

that the legal requirement for audit committees is intended for the

external audit. Any other functions which these committees may

deem appropriate to perform will be considered as outside the scope

of this research, although they may be discussed.

ResearghmMethodology
 

This study employed a questionnaire approach to obtain as

much relevant and significant information as possible from those

who have had direct experience with audit committees and those who,

by virtue of their profession, could be expected to have such
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experience and interest. Using this direct experience or profes—

sional interest criterion, four groups of individuals were selected:

corporate chief executive officers; members of corporate audit

committees; practicing chartered accountants (CAs); and financial

analysts. These latter were included because, aside from their

professional interest, they are, to a certain degree, representa-

tives of the investors.

A separate questionnaire was designed for each of these four

groups. Although many of the same questions appeared on each, there

were entries relevant to a specific group. For example, the question

on the effectiveness with which certain functions were carried out

was directed to the groups having direct experience, such as committee

members and practicing CAs, and the questions on the effect of the

committee on the credibility of financial statements were directed

to a more objective group, the financial analysts.

To ensure that the questions were as free from ambiguity and

misinterpretation as possible, the questionnaires were pilot tested

by administering them to a sample of each of the four groups. Appro—

priate changes were made as a result of the pilot test, and the

questionnaires then were used for the final survey.

Organization of the Study
 

Chapter I introduces the objective of this study, provides

some background information on corporate audit committees, offers a

review of related studies, and presents a brief statement about

the study. Justification for and limitations of the study are dis-

cussed. Finally, the research methodology is indicated.
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Chapter II first discusses the definition of the corporate

audit committee and then presents its historical develOpment and

-present status, both in the United States and Canada. Finally, the

advantages and disadvantages of the committee are discussed.

Chapter III first discusses the objective of the mail ques—

tionnaires used in this study and the kind of information solicited.

Second, it discusses the population in general and the establishment

of the populations for corporate chief executive officers, members

of audit committees, practicing chartered accountants, and financial

analysts. Third, it summarizes the details of the pilot study.

Finally, it shows the details of administering the final questionnaires.

Chapter IV presents some characteristics and Operating pro-

cedures of the audit committees. First, the size of the committees,

the number of meetings, and the scheduling and minutes of meetings

are discussed. Second, the composition of committees and charac—

teristics of their members are analyzed. Third, the issue of

officers serving on the audit committees of their own corporations

is discussed. Finally, attention is focused on the desirability of

disclosing committee membership information and on the committees

established prior to the Ontario requirement.

Chapter V summarizes and analyzes the results of questionnaire

responses that have not been covered by Chapter IV. First, it dis-

cusses the ranking of purposes and functions of the audit committee

and the performance and effectiveness of such committe functions.

Second, it focuses on the factors contributing to, and benefits of,

an effective committee, on the major disagreements between the
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external auditor and management, and on the role played by the com-

mittee in such disagreements. Finally, it discusses the general

effectiveness and usefulness of the committee and the effect of the

committee on corporate financial reporting.

Chapter VI first presents a summary of findings, highlighting

the research findings discussed in Chapters IV and V. Second, it

draws conclusions based on the research data presented throughout the

study. Third, it presents recommendations, whose primary objective

is to improve the committee's overall usefulness and effectiveness.

Finall it rovides su estions for further research.
Y: P
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CHAPTER II

CORPORATE AUDIT COMMITTEES: DEVELOPMENT,

ADVANTAGES, AND DISADVANTAGES

Introduction
 

This chapter presents a more detailed discussion of the

development of the corporate audit committee and its advantages and

disadvantages. First, the definition of the corporate audit committtee

is discussed. Second, an historical perspective is presented, with

specific focus on the rationale for recommending such a committee,

its historical development, and its present status, both in the

United States and Canada. Third, the possible advantages and disad-

vantages of a corporate audit committee are discussed.

Definition of the Corporate Audit Committee
 

Typically, definitions or descriptions of the corporate audit

committee tend to focus on the committee's Specific composition and

functions. The following are examples.

[The] committee [is] to be selected from non-officer members

of the board of directors which shall make all company or

management nominations of auditors and shall be char ed with

the duty of arranging the details of the engagement.

Committees [shall be] composed of outside directors (those

who are not officers or employees) to nominate the inde—

pendent auditors of the corporations' financial statements

and to discuss the auditors' work with them.2

An audit committee of the board of directors . . . [shall be]

composed of not less than three directors, of whom a majority

shall not be officers of the company or any affiliate of the

23
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company . . . [to review and discuss] . . . not only the finan-

cial statements and his [the auditor's] report thereon, but

relevant matters arising therefrom or from his audit generally.

The directors of a corporation . . . shall elect annually from

among their numberzacommittee to be known as the audit committee

to be composed of not fewer than three directors, of whom a

majority shall not be officers or employees of the corporation

or an affiliate of the corporation . . . The corporation shall

submit the financial statement to the audit committee for its

review. . . .4

The term "corporate audit committee” [includes] any committee

established at the general Officer or board of directors level

which has a specific charge to supervise or review the work of

the independent or internal auditors.

Three essential elements emerge from these examples. The com-

mittee is (l) drawn from boards of directors who are (2) primarily or

entirely outside or nonofficer directors, and (3) it is concerned

with audit matters and related financial statements.

In addition, certain important implications are apparent.

(l) The committee is chosen from the highest level of the corporate

structure. (2) It is independent of management because the majority

of members are nonofficer directors. (3) Its chief function is to

review audit matters and related financial statements. (4) It repre—

sents a direct tie between the independent auditors and the board.

Accordingly, a more complete and descriptive definition of a

corporate audit committee would be the following:

A corporate audit committee is a committee of the board

of directors, composed chiefly of nonofficer directors

who are independent of management, which has a specific

charge to deal with the corporation's audit matters,

including its financial reports and especially those

related to the external or independent audit.
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The main advantage of this definition is that it emphasizes the essen—

tial characteristics of the committee without dwelling on the details

of its composition and its functions.

Historical Perspective
 

Rationale for the Recommendation of

the Corporate Audit Committee
 

The most salient rationale for the recommendation of a corpo—

rate audit committee is the need to assure the independence of the

corporation's external auditor. Proponents of the corporate audit

committee believe that such an assurance can best be achieved by

providing a direct channel of communication between the auditor and

the directors through the audit committee. They also believe that

this assurance, in turn, will enhance public confidence in corporate

financial reporting. The following discussions will focus on this

matter of assuring the auditor's independence.

Independence of the auditor generally is classified into two

categories: independence in fact and independence in appearance.

The former refers to the auditor's ability to maintain an unbiased and

impartial mental attitude in all aspects of his work, regardless of

whether or not existing circumstance might have an apparent effect

on his independence. The latter refers to the auditor's freedom from

conflict of interest, that is, it implies "absence of influence or

control in the matter of the auditor's conduct, action, and opinion."

It is perhaps "the most important single determinant of the need for

the audit function.”7 It is the auditor's independence in appearance

that is the subject of discussion here.
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The auditor always is assumed to be independent of management,

although this assumption is questionable at times. It has been sug—

gested that a corporate audit committee, composed chiefly or entirely

of outside directors, can assure this independence. For example, the

Securities and Exchange Commission, in recommending audit committees

in 1940, stated that such a committee, together with other recommenda-

tions, would ensure the required degree of independence of the auditor

necessary for the protection of investors.8 The Lawrence Committee

gave a similar reason for its recommendation.

It is generally agreed that one of the most serious threats

to the independence of the auditor is the close relationship

which frequently (and naturally) develops between management

and the auditor. . . . As a practical matter, whether or not

he [the auditor] is re—appointed to his office is a manage-

ment decision and not that Of the shareholders. "Management”

in this context sometimes means the president and/or the

chief financial officer of the company. In carrying out his

role, the auditor not infrequently can feel under pressure

to follow the dictates of such officers. To avert this

threat to the auditor's independence, the Committee recom-

mends that . . . there shall be an audit committee of the

board of directors.9

The Report of the Royal Commission on the Atlantic case fre-

quently noted that the auditor would have been more independent of

management and the sorry story would have been different had there been

an audit committee. W. A. Farlinger, who served eighteen and one—half

months as a trustee for Atlantic, drew a similar conclusion.

It would seem that if Atlantic had had such a committee

the committee would have realized that the [senior] auditors

upon whom they and the public were depending were clearly

working under an impossible situation imposed upon them by

the president of the company. . . . any inquiry by the senior

auditors or an audit committee as to the independence of the

[subsidiaries] auditors would have revealed the conflict of

interest in their roles as managers bookkeepers, auditors,

if not their identity as borrowers.i
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Mautz and Neumann considered that the added indpendence con—

tributed by the audit committee is most useful. "An audit committee

which holds CPAs directly accountable to the board of directors

strengthens their independence of management. Such a contribution is

. "11
one of the most useful ones the committee can make. More recently,

the New York Stock Exchange, in recommending that each of its listed

companies form an audit committee, stated that "all available evidence

indicates that properly constituted corporate audit committees com-

posed of outside directors, contribute significantly to the independence

. . "12

of the out31de auditor.

In short, the major reason for recommending the establishment

of the corporate audit committee is to assure the independence of the

auditor.

Historical Development and

Present Status

 

 

United States.—-The concept of having a corporate audit com-
 

mittee is a relatively recent develOpment, and the U.S. Securities

and Exchange Commission is probably the first significant organization

to suggest it. In 1940, as a result of the McKesson and Robbins
 

case, the commission recommended the establishment of such a com-

. 13 . . . _
mittee. The concept, however, received little attention from

either the business or professional communities in the more than

two decades that followed. An editorial in the Journal of Accountancy
 

in 1953 offered two explanations for the seeming lack of interest.

"In our Opinion, it is simply because the matter has received rela-

tively little publicity recently, and has been overshadowed by
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14 . . . .
other, newer problems." This indifference is borne out by the

results of the Mautz and Neumann study. They reported in 1970 that

only 121 of the 385 corporations included in the study had audit

committees; of these 121 companies, only 39 had had such committees

for more than 20 years. However, the concept began to receive a

renewed and greater interest in the mid- and late 19603.

In July 1967 the AICPA Executive Committee issued a statement

"Audit Committees of Boards of Directors." It recommended that

publicly owned corporations appoint committees of outside directors

(those who are not officers or employees) to nominate the independent

auditors of the corporations' financial statements and to discuss the

. . . 15 . . . .
auditors work With them. Spec1f1cally, audit committees should do

the following.

1. Discuss with the auditors the sc0pe of their examination,

with particular attention to areas where either the com-

mittee or the accountants believe special attention should

be directed. The audit committee would be authorized to

have the auditors perform such supplemental reviews or

audits as it deemed desirable.

2. After the audit, review the financial statements and the

auditors' report thereon with the auditors and determine

that they have received all the information and explana—

tions they requested.

3. Invite the auditors' recommegdations regarding internal

controls and other matters.

The Executive Committee further suggested that "the auditors

should communicate with the audit committee whenever any significant

question having a material bearing on the company's financial state—

ments has not been satisfactorily resolved at the management level."

Apparently, the AICPA recommendation did influence some companies to

establish audit committees. Mautz and Neumann indicated that 47, or

9

l7
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about 40 percent, of the 121 companies formed their committees in

the late 19605.

In November 1970 Mautz and Neumann concluded in their study

of U.S. corporations that

the potential for usefulness of corporate audit committees

. . . sufficiently exceeds the possibilities for disturbance

that we strongly recommend that all companies with signifi—

cant nonmanagement shareholder interests consider carefully

the desirability of establishing an audit committee.

In MarchJINHZthe U.S. Securities and Exchange Commission

issued its Accounting Series Release No. 123, "Standing Audit Committees

Composed of Outside Directors,’ and it endorsed "the establishment by

all publicly—held companies of audit committees composed of outside

directors."19

In April 1973 the New York Stock Exchange, in its draft white

paper, "Comments on Financial Reporting to Shareholders and Related

I

Matters,‘ stated that it "strongly recommends formation by each listed

2

company of a Corporate Audit Committee.” 0

Canada.--In 1967 the audit committee requirement, along with

other recommendations of the Select Committee on Company Law, was

incorporated into a bill to amend the Ontario Corporations Act. The

committee, chaired by Allan F. Lawrence, was appointed by the Legis-

lative Assembly of Ontario in June 1965 to "inquire into and review

The Corporations Act of the Province of Ontario and related acts and

regulations."21 The ensuing two-year inquiry and deliberation

included queries to all corporations in Ontario and interested seg—

ments of the public, as well as the review of written briefs submitted
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by various organizations and of company laws in England, California,

and New York. Specifically, the committee recommended that

in the case ofaacompany that has issued equity shares . . .

to the public . . . there shall be an audit committee of the

board of directors . . . [and] that the financial statements

of the company, together with the auditor's report thereon

. . . be first submitted to the audit committee for the

review and comments of such committee . . . the committee

shall be composed of not less than three directors, of whom

a majority shall not be officers of the company or any

affiliate of the company. “

It was hoped that the recommendation would "make available to the

auditor a means whereby he may discuss with a committee of the direc~

tors not only the financial statements thereon, but relevant matters

arising therefrom or from his audit generally."23

In November 1968 the Canadian Institute of Chartered Account-

ants (CICA), through its Special Committee on Shareholders' Audit,

recommended the incorporation of the following audit committee

requirements into both provincial and federal legislation:

1. Legislation, both federal and provincial, should require

that the directors of a company that has distributed

securities to the public shall appoint from among their

number a committee known as the l'audit committee'I to be

composed of not fewer than three directors, of whom a

majority shall not be officers or employees of the com-

pany or of an affiliate of the company.

2. Legislation, both federal and provincial, should require

that the financial statements and draft auditor's report

thereon shall be submitted to the audit committee for

its review prior to such statements and report being

presented to the board of directors for approval.

3. Legislation should:

(a) require that the Shareholders' auditor appear before

any meeting of the audit committe of the board of

directors if such attendance is requested.

(b) give the auditor the right on request to appear

before any meeting of the audit committee and to be

given an opportunity to be heard.

(c) give the auditor the right to cause a meeting of the

audit committee to be called to consider any matters
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discovered in the course of his examination which he

believes should be brought to the attention of the

board of directors or the shareholders.

In September 1969 the Report of the Royal Commission on the

Atlantic Acceptance Corporation Limited recommended, among others,

the establishment of audit committees for public corporations. The

Royal Commission, with the Honourable Mr. Justice S. H. S. Hughes as

commissioner, was appointed in August 1965, under the Public Inquiries

Act, to investigate the cause and effect of the Atlantic failure.

The investigation took four years to complete, and a four—volume

report told the story; it concluded with numerous recommendations for

changes in legislation. In relating the significance of this case

to the accounting profession, the commission said: "It may be said

that the Atlantic failure was as much of a watershed in the history

of accounting in Canada, and perhaps abroad as was that of McKesson

& Robbins Inc. in the United States."25 The Commission report,

which concurred with the details and rationale of the Lawrence Com-

mittee's recommendation on corporate audit committees, noted that the

sorry story of Atlantig_would have been different had there been an

audit committee.

In April 1970 the Business Corporations Act of 1970, which

incorporated many of the recommendations of the Lawrence Committee,

was introduced into the Ontario Provincial Legislative Assembly.

This act received Royal Assent on June 1970 and became effective

1 January 1971. It applies to all business corporations incorporated

in the Province of Ontario.

Among the major changes embodied in this act is the require-

ment that public corporations establish audit committees, the first
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such legislation in Canada. The recommendations by the Lawrence

Committee, the CICA, and the Hughes Royal Commission, and perhaps

more important the effects of the Atlantic affair itself, no doubt

had contributed significantly to the successful enactment of the audit

committee requirement. Section 182 of the act, as stated in Chapter I,

contains essentially the samelxxudrementsas those recommended by the

CICA, with one exception: The present legislation does not Specif—

ically require the audit committee to review the auditor's report

on the financial statements. However, in practice such a review

probably will be done.

In April 1971 a further substantial impetus for incorporating

the audit committee requirement into Canadian federal legislation

emerged. The Proposals for a New Business Corporations Law for
 

Canada, a background paper on the proposals for a new federal corpo—

rations act, recommended, among others, an audit committee requirement

similar to that suggested by the CICA.26 The Proposals is the product

of a lengthy research conducted by a group of lawyers under the

directorship of Robert W. V. Dickerson, a lawyer and a chartered

accountant. It was published in two volumes. Volume 1 is the

commentary and Volume 2 is the Draft Canada Business Corporations Act

of Canada. The second volume has become essentially the new Business

Corporations Act of Canada, currently under consideration for passage

by Parliament.

More recently, the new Companies Act of the Province of

British Columbia, Canada, effective 1 October 1973, also contains an

audit committee requirement.
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Concluding remarks.--In summary, the corporate audit com—
 

mittee concept, after a long period of neglect, has aroused, within a

few years, increasing interest and support from professional groups,

government representatives, and government legislatures, both in the

United States and Canada. While audit committees are voluntary in

the United States, they have become mandatory for at least two

Canadian provinces. If the prOposed Business Corporations Act of

Canada, with the audit committee provision, becomes law, mandatory

audit committees will be required for the majority of federal companies

in addition to the majority of companies in the Provinces of Ontario

and British Columbia. In fact, the audit committee perhaps has

become one of the most significant new corporate developments in

Canada.

Advantages and Disadvantages of Corporate

Audit Committee

 

 

The creation of an audit committee introduces a new organiza-

tional unit into the corporation's structure. This new unit has its

objectives and functions, and it also gives rise to a new set of

relationships among the auditor, directors, and management. As a

result, literature on the subject has suggested that it has certain

advantages and disadvantages. This study will attempt to provide

some empirical data to substantiate these contentions.

Advantages
 

l. Enhances communication between auditor and directors.

2. Enhances credibility and objectivity of financial

reporting.



34

3. Reinforces auditor's independence.29

4. Provides protection for directors.3

5. Provides discipline value.

Disadvantages
 

1. Possible conflicts and misunderstanding.31

2. Danger of false appearance or overexpectation from

added credibility of financial reporting.

The following subsections will discuss these advantages and

disadvantages.

Enhances communication between auditor and directors.-—The
 

establishment of an audit committee in the corporation creates a

more direct and explicit channel of communication between the external

auditor and the members of the committee and through them to the

full board. With this committee, both the auditor and members have

direct and regular access to each other to discuss matters of mutual

concern and interest. Such direct communication can be beneficial

to both the auditor and directors, as noted in a Journal of Accountancy
 

editorial:

Certified public accountants generally agree that the full

values of the services they render as independent auditors

are derived most often by those companies in which the audi-

tors have direct access to the board. Whether that access

is best arranged through an audit committee or by appearance

of the auditor at board meetings depends on the size of the

board, the size of its agenda, and other circumstances. But

there seems to be no doubt that a direct channel of communi—

cation between the board and the auditors is very much to

the advantage of all concerned.32

Presumably, this direct channel of communication between the

board and the auditor is used frequently. This is not true. Mautz

and Neumann describe what is done in practice.
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Our interviews indicated that any extensive exchange between

a company's independent CPAs and its board of directors is

far from common. Certainly the independent CPAs always have

access to the board of directors if necessary, and most of

the CPAs we talked to had ready illustrations of situations

in which they felt it necessary to take questions to the

board of directors. At the same time, it is clear that such

is not a normal occurrence but rather is considered to be

extraordinary. [Emphasis added.] The independent CPA would

be reluctant to go to the board of directors over the head

of operating management. . . . His feeling is that such an

action is like appealing to a court of last resort.

An audit committee provides an opportunity for contacts

between the auditor and directors on a normal and regular rather than

extraordinary basis.34 Moreover, because of the very nature and pur-

pose of the committee, there is likely to be more time for discussions

with the members and certainly less chance for management to discourage

discussing issues with these directors. More important, when the

committee is composed of mostly outside directors, as it should be,

issues brought up by the auditor can be settled with greater objec—

tivity. Consequently, such a committee tends to encourage communication

between the auditor and its members.

Accordingly, the real value of an audit committee lies not

only in the enhancement of communication between the auditor and the

board members, but also in the objectivity that it brings.

Enhances credibility_and objectivity of financial reports.——
 

The board of directors is responsible for providing investors with

accurate, complete, and reliable financial reports. As directors,

they are in a position to make a careful and thorough review to

ensure that the reports are indeed accurate, complete, and reliable.

Such a review best can be accomplished by discussing with the auditor
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all significant matters relating to the audit and the financial

reports. However, the board tends to devote its time to other more

complex and pressing issues than such seemingly routine matters as

the annual audit and its financial reports. Moreover, the size of

the board is often too large to make such an in—depth discussion with

the auditor feasible. It has been suggested that an audit committee

of the board would help the board to discharge its responsibilities

on the audit and report matters without distracting its attention

from more or equally important issues.

Indeed, the audit committee, with its smaller size and

specific charge to deal with audit and financial reporting matters,

can devote the necessary time and attention to these issues and

pursue its review in a more inquisitive and discerning manner.

In addition, the committee, which usually is composed primarily of

outside directors, is independent of management and thus can be

objective in its review of audit and financial matters. Consequently,

it is rather fair to state that such an independent and objective

review mechanism can indeed enhance the credibility and objectivity

of corporate financial reporting. In fact, both the AICPA and the

SEC agree that the committee can give such added assurance and thus

afford the greatest possible protection to investors.

Reinforces auditor's independence.-—The external auditor is
 

the representative of shareholders. He must act in their best

interest and must be independent of management. However, it is not

uncommon that a close relationship often develops between the

auditor and management. This relationship raises the question of
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the auditor's independence, that is, his effective independence

from management, especially in view of the auditor's increasing

reliance on management to discuss and resolve issues rather than

taking them directly to the board.

To reinforce his independence, it is suggested that the

auditor should have a direct channel of communication to the board

through an audit committee. Such a committee strengthens the audi—

tor's position in his relationship with management and provides a

forum independent of management before which the auditor may discuss

matters he considers significant. Management probably will be more

objective and less dominating in its dealings with the auditor if the

auditor, as a normal and regular procedure, will bring the issues

discussed to the attention of the committee and keep its members

informed. The possibility that management may pressure the auditor

to follow its dictates also is minimized.

More specifically, an audit committee can help to reinforce

the auditor's independence in two major areas: (1) appointment and

dismissal of the auditor and (2) the auditor's work, such as the

scope and results of his audit.

FirstJ let us examine the appointment and dismissal of the
 

auditor. In theory, at least, the auditor is appointed, and can be

dismissed, by shareholders. In practice, his appointment and dis-

missal is often a management decision, and the ratification by

shareholders is a formality. This frequently puts the auditor under

pressure to follow the dictates of management if he wants to be

appointed or reappointed. Thus, it is prOposed that to emphasize the
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auditor's independence his appointment should be made by an audit

committee of outside directors and approved by the shareholders.

"The best hope of establishing the . . . [auditor] as a completely

independent Operation probably is to ally his interest with those of

”37
outside directors. The Committee on Basic Audit Concepts of the

American Accounting Association agrees that this type of appointment

arrangement "may strengthen the auditor's position of independence

and does provide additional assurance to users that the auditor is

. "38

not subserv1ent to the preparer [management].

Also, the audit committee may serve as a deterrent for any

unreasonable dismissal of the auditor by management. Mautz and

Neumann explain how the committee can help.

If the corporate audit committee demands of the operating man—

agement its reasons for severing relations with its auditor

and gives the auditor an Opportunity to present his case, it

may add a great deal to the effective independence of the

outside auditor. The mere existence of such a committee,

particularly one that has developed close relationships with

the auditor, would in itself provide a useful deterrent to

any possible hasty action on the part of management.39

Regulatory agencies and legislatures also have sought measures

to protect the auditor from unfair dismissal by management. For

example, the SEC requires companies to report to it any changes of

auditors together with the existence of any disagreements with auditors

and the disclosure of disagreements that were resolved. The Ontario

Business Corporations Act gives the auditor the right to inform the

shareholders, in writing and/or by appearance before the shareholders

meeting, at the company's expense, of the reasons for his nonreappoint—

ment. Such a measure probably discourages willful dismissal by

management.
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It is important to note the difference the effect of the

audit committee and the regulatory or legislative measure may have

on the appointment and especially the dismissal of the auditor. The

former provides a forum for settling these issues before they

materialize, while the latter is more likely to provide explanations

after the fact. However, both, in varying degrees, reinforce the

auditor's independence.

Second, let us consider the auditor's work. The audit com-
 

mittee generally has as its function the review, with the auditors,

of the scope and results of the audit as well as the kind of

cooperation he has received from management in the course of his

work. Such a review encourages management to provide full cooperation

during the process. The auditor, on the other hand, probably will be

less likely to be intimidated by any possible restriction on the scope

of his audit imposed by management. Moreover, the existence of the

audit committee allows the auditor "to discuss problems raised by

the accounts with directors" and frees him from his "previous depend—

ence upon management and the internal accounting officers of the

company for discussion of these problems."40 Thus, the committee

can resolve policy differences between management and the auditor and

precludes management's temptation to change auditors in the hope

that the replacement will accept its policies. Accordingly, such a

committee tends to reinforce the auditor's independence.

Provides protection for directors.--An audit committee,
 

smaller in size than the full board and more specific in its func-

tions, can devote sufficient time and attention to its review of
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financial reporting matters. At the same time, it presents an

Opportunity that was not previously available for committee members

who are outside directors to be more knowledgeable about corporate

financial affairs and to be able to make a reasonable investigation

of them. If the members take their duties seriously and perform

them diligently, the committee can be very effective and thus provide

protection for directors, particularly the committee members, against

potential litigation concerning the due care they exercise in ful-

filling their responsibilities. The directors can show, as evidenced

by the committee's activities, that they have exercised the care,

diligence, and skill that a reasonably prudent person would exercise

in comparable circumstances.

In the Bar Chris case, both outside and Officer directors

were held liable to the investors because they did not exercise "due

diligence" or perform "reasonable investigation" concerning the

correctness and completeness of the prospectus.

The judge felt less certain that the fifth officer—director

knew of the errors in the prospectus, however, to escape

liability this director was required to prove that he had

exercised "due diligence" to make sure that the statement

. . . was accurate and complete. He could not prove that,

and so he, too, was liable. It was on this question of due

diligence that the four-outside directors also floundered.

None knew they were signing a flawed statement, but none

had made the "reasonable investigation" of its accuracy

demanded by the securities laws . . . The judge made it

clear that what constituted a reasonable investigation

could vary from one director to another . . . The court,

in considering the case, saw a "reasonable investigation"

as simply one that "a prudent man would employ in the man—

agement of his own property."4

If there had been an audit committee, one would imagine that

the directors, particularly the committee members, would have been able
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to show evidence of "due diligence" and "reasonable investigation."

Perhaps such a committee could have made the occurrence of this

unfortunate event more difficult and less likely. However, if such

events occur despite the committee's diligence and reasonable inves-

tigation, it is uncertain what degree of protection other board members

can derive from the committee. Apparently, these board members can

argue that they may rely on their colleagues to discharge the assigned

duties prOperly. This argument would not be a very strong one unless

the directors demonstrate that they had no reason not to rely upon

their colleagues. Presumably the best way to demonstrate this is for

them to have scrutinized the committee's activities to ensure its

competence and effectiveness. It would seem fair to expect that the

board would make such a scrutiny one of its normal functions.

Since it is doubtful that all audit committees are as effective

as they should be, there is a question as to the degree of protection,

if any, that directors can derive from a committee which merely goes

through the motions. It has been suggested that there is some

protection.

Some lawyers believe that directors can still satisfy the

requirements of the law without too much effort; all that

is required is that directors go through the motion of

investigation. One lawyer adds that the quality of the

probing doesn't matter too much. It's enough if the direc—

tors ask questions. They don't have to be the right

questions.

Others believe that if the board simply goes through the motions of

investigating it could be more damaging than helpful. In any event,

few responsible directors would employ such a tactic as a possible

defense against potential litigation concerning the due care with

which they have discharged their responsibilities.
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Provides discipline value.--An audit committee with tOp—level
 

and independent organizational status can provide discipline value'

for the auditor and management. Realizing that financial statements

and related subjects are to be reviewed by the committee, both the

auditor and management are more likely to be alert. The fact that

their activities are subject to the committee's scrutiny and discus—

sion probably will motivate them to try a little harder, to be more

organized, and be more objective in resolving issues. By the same

token, the committee is required to report its activities to the full

board and is subject to the board's scrutiny. Therefore, the disci—

pline factor applies to the committee itself as well. As a result,

there is a greater likelihood of a better performance by all.

Possible conflicts and misunderstandings.—-The corporate
 

audit committee is a recent develOpment. Consequently, there is no

great body of literature or experience, particularly that describing

the specific duties of such a committee. Companies with audit

committees often find it difficult to determine what the committee's

duties should be. It is not uncommon to find that many committees

do not have well-defined objectives and functions, or that objectives

and functions are too general to be of practical value. Thus, com—

mittee members who perceive their duties differently and pursue them

more vigorously may encroach upon management duties. As a result,

conflicts and misunderstanding frequently develop. The consequences

of such problems may range from the presence of a continuing

source of irritation and deteriorating morale for those who must deal
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with the committee to serious undermining of the effective func-

tioning of the committee.

Conflicts between the committee and management may arise

from potential or actual infringement by the former upon the Opera—

tional responsibilities of the latter. The mere establishment of the

committee, especially one without fairly specific duties, sometimes

may be construed by management as potential infringement. Actual

infringement, of course, is caused by the actions of the committee

members. It is not unusual for those members who take their duties

seriously to intrude. In a few cases, some members even may use the

committee for improper purposes. A member, in one instance, used the

confidential information obtained through the committee to the detri—

ment of other officers.['3

Misunderstanding among the committee members, the auditor,

and members of management may occur because of the nature of the

committee's activities and its composition. In addition to misunder—

standing caused by the absence of specificity of the committee's

activity, as noted earlier, another source of misunderstanding stems

from the auditor's direct communication with the committee. Such

communication involves discussions on accounting, internal control,

financial reporting, and other related areas which may have some

bearing on the quality of management's performance in these areas.

If there is no management representation on the committee,

management naturally is concerned, not only about what matters are

discussed, but also about how they are discussed. Information

relating to management's performance may be erroneous, biased, or
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contrary to the facts as management perceives them. Management may

believe that it is exposed to criticism without an adequate and

timely opportunity to present its rebuttal. When such an Opportunity

is made available, it usually is at a later date.

Biased or distorted views may have preconditioned the minds

of the committee members to such a degree that subsequent rebuttals

are less effective. As far as management is concerned, the damage is

done. On the other hand, management representation may inhibit a

direct and frank discussion of these matters. Consequently, the com-

mittee will not derive the full value from direct communication with

the auditor.

Similarly, the committee faces the same dilemma when it dis-

cusses management personnel matters with the auditor. If management

representatives and/or the officers are present when they are being

evaluated, candid and objective discussion may be inhibited. On the

other hand, the absence of representation may create misunderstanding.

One possible solution to this dilemma is to provide the opportunity

for the party involved to respond immediately. However, this may not

be practical and may become very unwieldy when a relatively large

number of personnel or subjects are involved.

A more practical solution to minimize possible conflicts

would be to make the committee's objectives and duties more specific

and to consult the significant parties who are likely to be affected

by the committee's activities, namely, senior members of management

and financial and accounting officers. Minutes should be maintained

for all meetings by the committee, and copies of these should be
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distributed to members of the board, the chief executive officer, the

auditor, and senior members of management if matters discussed fall

under their jurisdiction.

Also, the auditor should endeavor to consult and thorougly

discuss with management the important matters that will be brought to

the committee's attention. This step not only allays management's

suspicion about the issues to be discussed but also provides the

auditor an Opportunity to ensure that he has not misinterpreted the

situation and has obtained full information in reaching his conclusions.

Thus, management feels it is not being by—passed and has more confi-

dence that matters will not be misrepresented. Finally, the committee

should allow members of management a timely Opportunity to present

their side of the story whenever the situation calls for it.

Danger of false appearance or overexpectation of enhanced
 

credibility of finapcial reporting.——One advantage of the corporate
 

audit committee is that it enhances the credibility of corporate

financial reporting. However, this advantage applies to those corpo—

rate financial statements where the audit committees are effective.

When the committee is ineffective, the credibility of corporate

financial reporting is not enhanced. Since financial statement users

do not have practical means for determining which committees are

effective, they may be expected to presume, in the absence of contrary

evidence, that all committees are effective. Consequently, corpora-

tions with ineffective committees give a false appearance of the

enhanced credibility of their financial reporting.
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Overexpectation occurs if a financial statement user expects

that credibility has been enhanced and this actually is not the case.

Presently there is little knowledge about the degree of enhancement

the user expects. Regulatory agency recommendations and legislative

requirements concerning these committees tend to heighten the user's

expectation of the value that such a committee can contribute. This

can be dangerous, particularly when there is little knowledge of what

the committee actually does and how effective it is.

In View of the danger of giving a false appearance and of

overexpectation of enhanced credibility of financial reporting, there

is a need for full disclosure of the committee's objectives, activities,

and achievement to financial statement users. Such a disclosure would

enable the user to evaluate the effectiveness of the committee and,

in turn, the degree of enhancement it gives to the credibility of

financial reporting.

Concluding_Remarks
 

On balance, the advantages of a corporate audit committee

appear to outweigh the disadvantages. Moreover, the two disadvantages

discussed earlier can be overcome by a careful, frank, and extensive

consultation by corporate directors, management, and both internal and

external auditors on the specific purposes and functions of the audit

commitee as well as by an adequate disclosure of the committee's

activities on the part of management to both internal and external

parties.
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CHAPTER III

RESEARCH METHODOLOGY

Introduction
 

This study employs the questionnaire approach to solicit as

much significant and relevant information on corporate audit committees

as possible from those individuals likely to have an intimate knowledge

of and direct experience with such committees. This chapter first

discusses the objective of the mail questionnaires and the kind of

information solicited. Second, it discusses the pOpulation in

general and the establishment of the populations for corporate chief

executive officers, members of audit committees, practicing chartered

accountants, and financial analysts. Third, it summarizes the details

of the pilot study. Finally, it shows the administering procedures

and the breakdown of responses of the final questionnaires.

Objective

The objective of the mail questionnaires was to solicit

information on corporate audit committees from the most knowledgeable

and experienced persons. Accordingly, four groups were selected:

(1) corporate chief executive officers; (2) members of the audit com-

mittees; (3) practicing chartered accountants; and (4) financial

analysts.

Each group received a separate questionnaire, which contained

many common questions as well as questions relevant only to the

50
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specific group. The following information (common to all the ques-

tionnaires) was sought:

1. What are the purposes of corporate audit committees,

and how important are they?

2. What are the functions of the committee, and what is

the degree of their importance?

3. How useful are such committees to a corporation?

4. Generally how effectively do the committees fulfill

their responsibilities?

5. How desirable is management representation on them?

6. What factors make an effective committee, and how

should such factors be ranked?

7. What are the major benefits of an effective committee?

8. How desirable is it to disclose the names of committee

members in the annual report?

9. What other information, not included in the question—

naire, is significant?

Additional information was solicited from the three groups

likely to have direct and intimate involvement with audit committees

--chief executive officers, practicing chartered accountants, and

audit committee members. These groups were asked: (1) What are the

actual functions performed by the committees, and how effectively are

they performed? (2) Have there been any major disagreements between

the external auditors and management? If so, were these disagree-

ments resolved by the committee? (3) What is the average number of

meetings per year? Finally, both chief executive officers and audit

committee members were asked whether committee meetings were scheduled

regularly.



52

Other information relating to the specific characteristics of

each individual group and its particular interest in the committee was

solicited. Essentially, the chief executive officers were asked

whether there was a committee established prior to the legal require-

ment. If so, they were asked whether there had been significant

changes since committees became mandatory. They were also asked

whether they were members of their own or other companies' committees.

Committee members were questioned about such matters as the

number of years they had served, number of memberships on other audit

committees, their position with the company or their principal occu-

pation, and whether minutes for committee meetings were kept.

The practicing chartered accountants were asked how many of

their clients had audit committees and how many of these benefited

from them.

Three questions were directed to the financial analysts,

two of which were related to the effect of the audit committee on

corporate financial statements and one of which related to their

membership on such committees. Since one of the objectives of the

audit committee was to enhance the objectivity of corporate financial

statements for the protection of investors, it appeared apprOpriate

to obtain financial analysts' opinions on that subject.

The final questionnaires are provided in Appendix A.

The Popul at ion
 

At its inception, this study attempted to cover all companies

subject to the audit committee provision of the Ontario Business Corpo—

rations Act, that is, all business companies incorporated in Ontario
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that were offering securities to the public either through a listing

on an Ontario stock exchange or by filing a prospectus with the

Ontario Securities Commission. Accordingly, officials of the Toronto

Stock Exchange and the Ontario Securities Commission were contacted to

explore the feasibility of identifying such a population. Even

though the commission was empowered to enforce the audit committee

requirement, neither it nor the exchange maintained a separate record

for the companies governed by this requirement.

The commission did not require companies to disclose the

existence of such a committee in the reports submitted to it. Since

the commission had a record of each individual company incorporated in

Ontario, one alternative was to conduct a very extensive and time—

consuming search through individual corporate records. After locating

all companies incorporated in Ontario, it would have to be determined

whether their securities were listed in the exchange or whether their

prospectuses had been filed with the commission. However, the cost

of such a search was prohibitive due to the fee levied on the examina—

tion of each record and the large number of companies involved.

A more feasible alternative, which would yield a smaller but

nevertheless satisfactory pOpulation for the study, was to identify

companies through the "Survey of Industries-—l972" published by the

Financial Post. To ensure that the companies selected were subject
 

to the audit committee requirement, only those incorporated in

Ontario and with securities listed on the Toronto Stock Exchange were

included in the population; 178 companies thus were selected. They

covered more than 18 industries and their sizes in terms of total
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sales and total assets ranged from very'small.($36,000 and $1,244,000)

to very large ($2,558,752,000 and $1,022,479,000). Tables 3-1 and

3-2 Show the details of these characteristics.

In view of the relatively small number of companies selected

for this study, it was decided to send questionnaires to the chief

executive officers and audit committee members of all 178 companies.

The following subsections will discuss the process of identifying

the four populations included in the study, namely, the chief executive

officers, the members of the committees, the practicing chartered

accountants, and the financial analysts.

Chief Executive Officers
 

The task of identifying chief exeutive officers of the 178

companies was relatively simple since many companies provided this

information in the "Survey of Industries—-l972." For those which

did not, presidents were deemed to be the chief executive Officers.

The justification was that the president generally was the operating

head of the company and that most of the chief executive officers

specified in the "Survey of Industries" were presidents. The validity

of this justification subsequently was confirmed by the responses to

the questionnaires.

Audit Committee Members
 

The Ontario Business Corporations Act requires that audit

committee members must be company directors. While the "Survey of

Industries—-1972" provided a listing of all directors and company

officers, it did not show which were committe members. Examination
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TABLE 3-1

SELECTED ONTARIO COMPANIES BY INDUSTRY

a

 

Number of

 

Industry Companies

1. Textile 4

2. Beverage 3

3. Foodstuff and allied products 10

4. Iron and steel 16

5. Nonferrous metals 3

6. Electrical equipment 8

7. Merchandising 25

8. Construction 8

9. Pulp, paper, and lumber 5

10. Printing, publishing, and broadcasting ll

11. Transportation and storage 3

12. Oils and pipelines l

13. Chemicals 9

14. Property develOpment 33

15. Management and holding l8

16. General manufacturing 15

17. Recreation and entertainment 3

18. Miscellaneous ___3

Total llfi.

 

8Based on the "Survey of Industries--l972," The Financial Post.
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TABLE 3-2

SIZE OF COMPANY BASED ON SALES AND TOTAL ASSETS

 

 

 

<s mm. “at: °f “2222:?

Under 10 S8 62

10 - 19 44 41

20 - 29 17 19

3O - 39 12 ll

40 - 69 19 14

7O - 99 6 8

110 - 169 6 8

180 - 299 6 6

340 and over __§_ __1

Subtotal 173 176

Companies not reporting

sales or assets , __2_ __g

Total 178 178 H

 

of corporate reports filed with both the Ontario Securities Commission

and the Toronto Stock Exchange failed to furnish the needed informa-

tion. Consequently, the only alternative was to obtain this data

directly from the companies.

Accordingly, a letter explaining the nature of the research

and the reasons for requesting membership information was sent to

each of the 178 companies. Three consecutive requests yielded 156

responses (87.6 percent), of which 140 (78.7 percent) were usable.

Table 3-3 shows the breakdown of the responses concerning membership

information, and Table 3-4 shows the responses by industry.
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The size of audit committees ranged from the statutory minimum of

three up to eight members, with an average of 3.3 members per com-

mittee. The size of the boards of directors was substantially larger,

ranging from five to eighteen, with the average size being eight.

There was no direct relationship between committee and board size;

in fact, the majority of the larger boards had audit committees of

only three members.

The usable responses from the 140 companies provided a total

of 463 audit committee members. This total included 65 members who

were also chief executive officers of their companies and 37 members

who served on two or more committees. Since these 65 would be cov-

ered in a separate population as chief executive officers, they were

excluded from the population of committee members. The 37 who held

multimemberships were included only once in order to avoid double

counting; only one questionnaire would be sent to each of these

members, with their various memberships indicated in the covering

letter. Thus, 46 names were eliminated for the administering of

questionnaires. Table 3-5 provides information about multimembership.

TABLE 3-5

BREAKDOWN OF MULTIMEMBERSHIPS

 

 

Number of Number of Overlapping

Members Memberships Memberships

32 2

w \
J
N
U
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L
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O
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An additional 51 members who resided outside Canada were excluded

because of the difficulties in obtaining their mailing addresses and

in the follow-up of nonresponses. These exclusions reduced the

population from 463 to 301, the final population for questionnaire

administration.

Practicing Chartered Accountants
 

The method used in establishing the population of practicing

chartered accountants was somewhat different from that used to select

chief executive officers, members of audit committees, and financial

analysts. In an effort to ensure that the potential respondents had

had direct experience with audit committees, letters were sent to nine

major national accounting firms in Ontario requesting them to submit

the names of the partners who were likely to have had such experience.

These letters were sent to the senior or managing partners with whom

the researcher already had established contact. All nine firms

responded; seven provided the relevant names, and two did not but

requested a certain number of questionnaires be sent to them directly.

The strong desire to secure a cross section of opinion from the

partners of major national and provincial firms prompted another

selection of nine firms which had ten or more partners in their

Toronto offices. A total Of twenty questionnaires were sent to these

firms. In addition, two partners of the national firm's Windsor

offices were included, primarily for the pilot test. The population

thus arrived at totalled 77. ‘The details are shown in Table 3—6.

The majority of these 77 partners were from Toronto offices, while

the rest were from offices in London, Hamilton, and Windsor.
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TABLE 3—6

ANALYSIS OF THE POPULATION OF PRACTICING

CHARTERED ACCOUNTANTS

 

 

Number of Number of

Accounting Firms Partners

National 9 57

Provincial -_9 .29

18 77

H

 

Financial Analysts
 

A sample of 276 financial analysts was selected from the 600

listed in the 1973 membership directory of "the Toronto Society of

Financial Analysts." This large sample was considered necessary

because of possible nonresponses due to lack of knowledge or of

experience with audit committees. Moreover, a larger sample would

be more likely to generate a larger number of usable responses and

thus would provide more information on audit committees. Table 3-7

shows the classification of the functional specialty of these

analysts.

The Pilot Study
 

The initial questionnaires were tested and improved by sub-

jecting them to a pilot study. This test run was designed to eliminate

ambiguous or unclear wording, unnecessary or undesirable questions,

and other deficiencies as well as to improve the overall research
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TABLE 3-7

FINANCIAL ANALYSTS CLASSIFIED BY

THEIR FUNCTIONAL SPECIALTY

 

 

Functional Specialty Number Percentage

Bonds 15 5.43

Director of research 17 6.16

Economist 18 6.52

Generalist 9 3.26

Investment counselor 33 12.00

Portfolio manager 12 4.30

Special situations 1 .36

Technician (stock market) ___2 .72

Subtotal 107 38.75

Not classifieda _1_gg 61.25

Total 276 199499”

 

aThe majority of this group were involved in stocks and were

classified by their industry Specialty. Some were associated

with investment banking firms and the investment department

of industrial companies.
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methodology. The following paragraphs discuss the details of the

pilot study for corporate chief executive officers, members of audit

committees, practicing chartered accountants, and financial analysts.

Eighteeen chief executive officers were selected randomly

from the total pOpulation of 178. Questionnaires were sent to these

officers with an introductory letter explaining the nature of the

research. Nonresponses were followed up with a second request two

weeks after the first. A total of 14 (80 percent) responses were

received, of which 12 (68 percent) were usable.

Similarly, 28 audit committee members were randomly selected

from a population of 301. Questionnaires were sent to these members,

with second requests to those who failed to respond to the first

request. The responses totalled 16 (57 percent), of which 11 (40

percent) were usable.

The approach for the practicing chartered accountants was

somewhat different because of the way in which the population was

established. Ten partners were selected from offices in Toronto,

Hamilton, London, and Windsor. Questionnaires with a covering letter

explaining the nature of the research and how their names were

selected were sent to these partners (the questionnaires for the two

partners in the Windsor offices were delivered to them in person).

Only four partners responded. Since the six partners not responding

to the pilot study questionnaire were included in the final ques-

tionnaire, no further follow-up was considered necessary at this

time.
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Forty-one financial analysts were selected randomly from a

population of 600. Two requests yielded 24 responses (58 percent),

of which 14 (34 percent) were usable.

Table 3-8 shows the details of the responses from the four

groups.

After a careful analysis of the answers to the four groups

of questionnaires, it was concluded that they contained no deficiencies.

However, two minor instructions were added to two questions to ensure

a clearer direction in the answering of those two questions. These

changes would not affect the content or the interpretation of the

questions involved. Consequently, the initial questionnaires, after

these two instructional changes were made, became the final ones

used. Since both questionnaires, for all practical purposes, are

identical, the results of the responses to the pilot questionnaires

are incorporated as part of the overall results of this survey.

The Final Questionnaires
 

The administering of the final questionnaires was essentially

the same as that of the pilot study. However, as a means of encour—

aging a higher response rate, a letter from the Canadian Insitute of

Chartered Accountants requesting participation in this research was

included with the final questionnaires. Also, three follow-up attempts

were made, whereas only two had been made for the pilot study.

A total of ‘733 questionnaires were sent out in the first

mailing, 149 to chief executive officers,1 273 to members of audit

committees, 73 to practicing chartered accountants, and 236 to

financial analysts. Two weeks following this first mailing, a
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second request was made to those who had not responded. The third

request was made three weeks after the second request.

These three requests yielded responses of 109 (74 percent)

for executive officers, 225 (81.2 percent) for audit committee members,

60 (80 percent) for practicing chartered accountants, and 184 (77.9

percent) for financial analysts. The overall responses were 573

(79.1 percent), and those usable numbered 439 (60 percent). The

difference between the response rate and the usable rate is due pri—

marily to the large number of reSpondents who had insufficient or

no knowledge about audit committees. Table 3—9 itemizes the

reSponses to the final questionnaires.
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FOOTNOTE—~CHAPTER III

The 160 officers left after the pilot study were further

reduced because five held the chief executive position in two

companies, four companies had no audit committees, and two

companies ceased operation.

68



CHAPTER IV

SOME CHARACTERISTICS AND OPERATING PROCEDURES

OF CORPORATE AUDIT COMMITTEES

Introduction
 

This chapter presents some characteristics and Operating pro—

cedures of the corporate audit committees. First, the size of the

corporate audit committees, the number of meetings, and the scheduling

and minutes of meetings are discussed. Second, the composition of

audit committees and characteristics of their members are analyzed.

Third, the issue of officers serving on the audit committees of

their own companies is discussed. Finally, attention is focused on

the desirability of disclosing committee membership information in

the corporate annual report and on the committees established prior

to the Ontario requirement.

Size of Corporate Audit Committees
 

The size of the corporate audit committee is typically small,

ranging from the statutory minimum of three up to eight members,

with an average of 3.3 members per committee. Three-member committees

are the most common, probably reflecting the tendency of companies to-

conform to the statutory minimum and perhaps the desire to keep

membership small in order to make in-depth discussions more effective

and efficient. Table 4—1 shows that of the 140 companies responding

to the request for committee membership information, 105 (75 percent)
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TABLE 4-1

SIZE OF CORPORATE AUDIT COMMITTEES

 

Number of Audit Committee Members

 

 

 

3 4 5 6 7 8 Total

3113111121111

Number of companies lQ§_ 29_ 2_ 2? 2* if .139

Percentage of companies 75.0 14.3 6.4 2.2 1.4 0.7 199

By Industry

Textile 3 1

Beverage 3 3

Foodstuff and allied

products 6 l 1 8

Iron and steel 13 1 l4

Nonferrous metals 1 l 2

Electrical equipment 5 l 6

Merchandising ll 3 4 l l 1 21

Construction 4 l 2

Pulp, paper, and lumber 3 l 4

Printing, publishing

and broadcasting 7 1 8

Transportation and

storage 2 1 3

Oils and pipelines l 1

Chemicals 6 6

Property develOpment l7 5 22

Management holding 10 2 l l 14

General manufacturing 12 12

Recreation and enter-

tainment 2 3

Miscellaneous 1 _l_ ___ ___ ___ ___ ~“3_

Total 10.: it; .2 __1 .1 -1 1:»:

*One of the committees is composed of all board members.
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have committees with 3 members and only 35 (25 percent) have committees

of more than 3 members. Of these 35 companies, 20 (14.3 percent)

have 4 members, 9 (6.4 percent) have 5, 3 (2.2 percent) have 6,

2 (1.4 percent) have 7, and only 1 (.7 percent) has 8. Three of the

6 committees with 6 to 8 members are composed of all the directors

on the board. Table 4-1 also shows that all 18 industries have both

small and large committees and that there is no discernible size

pattern unique to a particular industry.

As indicated briefly in chapter 111, there is no apparent

relationship between the size of the committee and the size of the

board of directors. Many boards with 9 or more directors have audit

committees with only 3 members. For example, the size of the 8

boards in the foodstuff and allied products industry ranges from 7 to

18 directors, while the size of the 8 committees ranges from 3 to 5

members, with 6 having only 3 members. Of course, a large committee

must be taken from a large board. Table 4—2 shows that the size of

the 140 boards of directors ranges from 5 to 18, with the average

being 8. Since nearly 85 percent of these boards have 5 to 10

directors, it seems that this is the most favored range. However,

there is no observable size pattern unique to any particular industry.

It is interesting to note that the size of voluntary audit

committees in the United States is also generally small. The Mautz

and Neumann study in 1970 shows that 52 (50 percent) of the 104 com-

panies examined have committees with 3 members, 8 (7.7 percent) with

less than 3, and 44 (42.3 percent) with more than 4. Similarly, the

Auerbach study in 1973 reveals that of the 68 clients with audit
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committees,l 45 (66 percent) have 3 members, 2 (3 percent) have less

than 3 members, and 21 (31 percent) have more than 4 members.

Number of Meetings
 

The number of meetings held by audit committees depends

largely on three major factors. The first two are the size and the

type of company in which the committee operates, and the third, which

is influenced to some degree by the first two, is the scope of the

committees activities. The audit committee of a holding or a small

company where assets are few and operations are not complex may meet

once a year. On the other hand, the audit committee of a moderately

large merchandising or manufacturing company may require more than

one meeting. A chief executive officer of a holding company points

out that "one meeting is all that is really necessary" for his

company. However, he suggests that "a manufacturing concern with

plants in various provinces would, of necessity, require several

meetings" of the audit committee.

Similarly, an audit committee member who holds eighteen

directorships notes that "in a holding company there is really very

little for the audit committee to do beyond a review with the

external auditors and examination of the accounts before publica—

tion." He cites the example of a holding company of which he is an

audit committee member: "There are no inventories, no accounts

receivable, no accounts payable [and] the only assets are the shares

of the companies in which the company holds an investment."

A retired chief executive officer who is the chairman of the

audit committee of three companies (including a U.S. corporation
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operating internationally) and a member of two other audit committees

feels that the number of meetings "will depend of course on the scope

of [the committee's] terms of reference." Generally, he believes

that "an audit committee in any event needs to meet two or three times

a year, and at the most four or five times a year usually should be

sufficient." He further suggests that "sufficient time always should

be allowed for each meeting to permit full coverage of all the matters

to be discussed without the pressure of time running out."

Both chief executive officers and members of audit committees

were asked about the number of times their committees generally meet

within a year. The practicing chartered accountants were asked

about the average number of times they meet with the individual

audit committees of their clients during the year. Table 4-3 summa-

rizes the responses to this question from 101 chief executive officers,

194 audit committee members, and 60 practicing chartered accountants.

It shows that the committee meets from zero to six times a year. The

most common practice is to meet once or twice, as reported by 245

(69 percent) of the 355 reSpondents. The generally smaller number

of meetings reported by the practicing chartered accountants probably

is due to the fact that some committees hold some of their meetings

without the external auditor in attendance.

Those committees which meet only once a year usually do so

prior to the annual meeting of the board of directors and before the

publication of the annual financial statement. Of those committees

which meet twice a year, the first meeting generally occurs prior to

or during the annual audit, and the second at the completion of the
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audit and before the final approval of the annual financial state—

ments by the board of directors. As one chief executive officer

reports, "we meet twice a year, once after the interim audit and the

other immediately prior to the board of directors meeting to approve

the annual financial statements." Some audit committees indicated

that their meetings are on a quarterly basis unless special events

render this scheduling impossible.

Mautz and Neumann and Auerbach report similar findings on

the number of audit committee meetings. Of the 121 companies reported

on by Mautz and Neumann, 85 (70 percent) meet once or twice a year.

Auerbach finds that 47 (69 percent) of the 68 clients' audit committees

hold one to two meetings a year.

Scheduling of Meetings
 

The manner in which the audit committee meetings are scheduled

probably reflects the degree of planning of its activities and the

seriousness with which the members Perceive them. One respondent who

holds fifteen directorships and is a member of five audit committees

(chairman of three) advocates the setting up of meeting schedules

for the whole year at the beginning of the year.

In respect to audit committee meetings, the dates to be set

will have to be related to the company's year—end date, to

the scheduled dates of board meetings, to the dates by which

the auditors will undertake to have the annual financial

report ready for review and by which their annual "manage—

ment letter" will be ready, etc., etc. However, it is

always advisable to get everybody involved pinned down on

the dates as far in advance as possible.

Both chief executive officers and audit committee members were

asked whether committee meetings were held on a regularly scheduled
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basis. Table 4-4 shows that 50 (49.5 percent) of the 101 chief execu-

tive officers and 97 (50 percent) of the 194 committee members

reported that their meetings were held on a regularly scheduled

basis; this is slightly lower than the 57 percent reported by Mautz

and Neumann.

Minutes of Meetings
 

The minutes of meetings represent the formal written evidence

of the audit committee's activities as well as an indication of the

due care and diligence with which the committee discharges its

responsibilities; as such, they should be as specific and detailed

as possible. Since it is a committee of the board of directors, the

audit committee should communicate to the board the scope and results

of its activities. The best way to accomplish this is to provide

the board with a copy of the minutes. On the other hand, the board

of directors, in order to discharge its duties properly, should

review the committee's activities. The minutes of the committee's

meetings probably make such a review more effective and efficient.

Accordingly, audit committee members were asked the following

questions:

(a) Are minutes kept for each of the audit committee

meetings?

(b) Are the minutes forward to (l) the board of direc—

tors, (2) the corporate chief executive officer,

and (3) other?

Table 4-5 summarizes the responses of 194 members, of whom 145

(approximately 75 percent) indicated that they kept minutes of their

meetings, while 48 (nearly 25 percent) did not. However, some of
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TABLE 4—5

MINUTES OF CORPORATE AUDIT COMMITTEE MEETINGS

 

 

 

 

Responses

Minutes Number Percentage

Yes 145 74.74

No 68a 24.74

No response __1_ « .52

Total .191: 199190
~--—-— '-

 

 

a . .
Five reSponses indicated that verbal reports on

the committee's activities were made in a full

board meeting.

those who did not keep minutes made verbal reports to the board of

directors during its meetings, and some only reported major problems

to the board. In view of the fact that many committee meetings are

scheduled in conjunction with the board meetings, these verbal

reports may be adequate since they usually are incorporated into the

minutes of the board meetings. Where there is a time lag between

committee and board meetings, such a procedure may not be totally

satisfactory because the verbal reports are likely to be less detailed

and more susceptible to omissions or even errors.

Table 4—6 shows how the minutes are distributed. Of the 145

respondents, 122 (84 percent) forwarded a copy of their minutes to

the board of directors. Of these 122, 52 (35.86 percent) sent a cepy

to the board of directors only; 51 (35.17percent) to both the board
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TABLE 4-6

MINUTES OF CORPORATE AUDIT COMMITTEE MEETINGS

 

Responses
 

Minutes Forwarded to

Number Percentage

 

Board of directors only 52 35.86

The board and chief executive officer 51 35.17

The board and external auditor 2 1.40

The board, chief executive officer, and

external auditor 9 6.20

The board, chief executive officer, and

chief financial officer 4 2.80

The board, chief executive officer, and

corporate secretary l .70

Chief executive officer only 16 11.03

External auditor only 1 .70

Other

Retained by the audit committee 4

Those officers affected by the minutes 2

The boardzuuicorporate secretary 2

The chairman of the board of directors _1 9 6.14

Total $2: JQQ;QQ
--_- -A_-
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and the chief executive officer; 2 (1.40 percent) to the board and the

external auditor; 9(6.20 percent)tx>the board, chiefexecutive officer,

and external auditor;li(2.80 percent)tx)the board, chief executive offi-

cer,znuithe financial officer; andll(2.80 percent) tothe board, or the

chairman of the board, chief executive officer,znuicorporate secretary.

Of the remaining 23 (16 percent) respondents, 16 (11.03

percent) forwarded the minutes to the chief executive officer,

1 (.70 percent) to the external auditor, 4 (2.80 percent) retained

the minutes in the committee itself, and 2 (1.4 percent) sent copies

to those officers affected by the minutes. It appears that boards

of directors are the most common recipients of the minutes, chief

executive officers are second most common, and auditors and chief

financial officers are third.

It is perhaps worth noting the way in which one committee

chairman approaches the minutes.

In those cases where I am the committee chairman, [I

keep] notes of the meeting myself, drafting them up in min-

utes form immediately after the meeting and then having

copies of these draft minutes distributed as soon as possi-

ble to other members of the committee for their approval or

correction.

In my opinion and in my experience, approved minutes of

each audit committee meeting should be distributed to the

chief executive officer, the chief financial officer, and

for filing to the corporate secretary. The audit committee

chairman should report on each audit committee meeting at

the next ensuing meeting of the board and, of course, the

minutes will form the basis for his report.

Composition of Audit Cgmmittees and Characteristics

of Committee Members

  

 

The results from the request for membership information and

the responses to the questionnaires yielded valuable information on
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the composition of audit committees and on the characteristics of

committee members. The following will be discussed: (1) the propor—

tion of company officers on their own audit committees; (2) the

position of the company officers and the prOportion of the chief

executive officers who serve on their own audit committees; (3) the

principal occupations of nonofficer committee members; (4) the number

of committee memberships held by the individual members; and (5) the

number of years of committee experience of the members.

The Proportion of Company Officers

on Their Own Audit Committees

 

 

The Ontario Business Corporations Act stipulates that the

audit committee be composed of not fewer than three directors, of

whom a majority shall not be officers or employees of the corpo—

ration or affiliates of the corporation. The evidence gathered through

the request of membership information in the early stage of this

research and the responses from questionnaires to audit committee

members, as presented in Table 4—7, indicates that this legal require—

ment is followed by the companies. Of the 463 committee members

studied, only 128 (27.65 percent) are company officers. Of the 194

members responding to the questionnaires, only 38 (19.59 percent)

are company officers. Mautz and Neumann show a similar prOportion

in their study of voluntary audit committees, 22 (23.1 percent) of

the 95 being company officers, while 73 (76.9 percent) are nonofficer

directors.
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The Position of Company Officers and

the Proportion of the Chief Execu—

tive Officers Who Are on Their

Own Audit Committees

 

 

 

 

While the officer committee members hold a variety of posi-

tions in their companies, the most prominent ones are chairman of the

board of directors, president, vice-president (finance or other), and

secretary-treasurer. These four positions account for 121 (95.52

percent) of the 128 officer members included in the original popula-

tion of committe members; 34 (89.48 percent) of the 38 officers who

responded to the questionnaires as members of the audit committees

held one of these four positions (see Table 4—8). It should be noted

that the positions of chairman and president account for 87 (68

percent) of the 128 officers, which is substantially larger than the

prOportion of questionnaire respondents (6 [15.8 percent] of 38).

The reason is that most chairmen and presidents are also chief execu—

tive officers and thus were excluded from the questionnaires sent

to committee members, but were included in the questionnaires to chief

executive officers. Table 4-9 shows that 44 (43.60 percent) of the

101 chief executive officers responding to the questionnaires serve

on their own audit committees. Accordingly, it seems that the data

gathered through the request for membership information may be a more

realistic reflection of the positions held by officer committee

members.

The effect of this rather substantial representation of

chief executive officers on audit committees is difficult to deter-

mine. Much depends on the attitude of the chief executive officer

toward the committee. If his participation reflects his genuine
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TABLE 4—8

PRESENT POSITION OF COMPANY OFFICERS WHO

SERVE ON THEIR OWN AUDIT COMMITTEES

 

From Requests for

  

 

Position Membership From Questionnaire

Information Responses

Number Percentage Number Percentage

Chairman of the boarda 22 17.19 3 7.90

Vice-chairman of the board 1 .80 l 2.63

Presidenta 65 50.78 3 7.90

Vice-president (finance) 8b 6.25 14 36.84

Vice-President (other) 13 10.15 11 28.94

Secretary 3 2.34 2 5.26

Secretary-treasurer 13 10.15 3 7.90

Treasurer or controller __41 2.34 _1_ 2.63

Total 128 100.00 38 100.00

 

8The number of chairmen and presidents in the questionnaire responses

category is substantially less than in the membership information cate-

gory because many chief executive officers automatically were excluded

from the members' questionnaires.

bThis number is smaller than the one from questionnaire responses,

probably because the information obtained from the Directoryjpf Direc-

tors was either not updated or because it just indicated one of the

official positions held.



86

CHIEF EXECUTIVE OFFICERS WHO SERVE

ON THEIR OWN AUDIT COMMITTEES

 

 

 

Responses

Number Percentage

Yes 44 43.60

No 56 55.40

No response 1 1.00

Total 101 100.99

 

interest in this new organizational unit and his desire to make it

successful, the committee may be more effective with his presence

than without it. Also, his participation may afford him the Oppor—

tunity to be convinced that the committee is useful, both to

management and to other parties. For example, a president of a

medium—sized company who at first was apprehensive about the effec-

tiveness of the audit committee was later convinced, after he

participated in committee activities, that the committee is indeed

useful:

However, after a couple of years, I have changed my views

to the point where I think audit committees serve a very

useful and constructive function in the Operations of a

company and I consider they have some effect in ensuring

that directors take their responsibilities even more

seriously.

On the other hand, if the chief executive officer is a committee

member he may tend to dominate the committee and to direct its
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activities for his best interests and thus possibly render the com-

mittee less independent of management.

The Principal Occupations of

Nonofficer Committee Members

 

 

Each of the audit committee members was asked the following

question: If you are not an officer of this corporation, please indi—

cate your principal occupation. Table 4—10 summarizes both the

responses to this question and the data obtained from the Qirgptnry

of Directors based on the initial membership information. Even
 

though the former has a smaller number of committee members than the

latter, the distribution of the members' principal occupation in

terms of percentages is essentially the same in both cases. Conse—

quently, only the responses from the members are analyzed in detail.

As exhibited in Table 4-10, the principal occupations of the

156 nonofficer members include business executives (36.36 percent),

lawyers (23.7 percent), investment bankers and dealers (11.54 per—

cent), financial and business consultants (5.77 percent), retired

executives (3.2 percent), directors and professional directors (6.4

percent), university professors (1.9 percent), and others such as

chartered accountants, senators, and a medical doctor. However,

lawyers (23.7 percent) lead all other occupations, with presidents

(23.10 percent) running a close second, and investment bankers and

dealers (11.54 percent) a distant third. Fourth place goes to

chairmen of boards of directors (7.05 percent) and the fifth to

financial and business consultants (5.77 percent). It is interesting

to point out that four (2.56 percent) of the 156 members call them-

selves "professional directors."
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TABLE 4-10

PRINCIPAL OCCUPATIONS OF NONOFFICER AUDIT COMMITTEE MEMBERS

 

From Request for

Membership From Questionnaire

Informationa Responses

Number Percentage Number Percentage

Position

  

 

Attorney, barrister, and

solicitor 72 21.50 37 23.70

President 94 28.06 36 23.10

Investment banker and dealer 21 6.26 18 11.54

Chairman of the board 31 9.25 11 7.05

Financial and business

consultant 10 3.00 9 5.77

Directors 36 10.74 6 3.84

Retired executives - 5 3.20

Vice-president (other) 34 10.15 4 2.56

Professional directors - 4 2.56

Vice-president (finance) 11 3.28 3 1.90

University professor 4 1.16 3 1.90

Secretary 2 .60 2 1.28

Vice-chairman of the board 1 30 1 .60

Treasurer or controller 2 60 -—

Other _1_7_b 5.10 _1_7_C 11.00

Total 335 00 Q_ 156 100 00{I i

 

8The data concerning the members' principal occupation were obtained

from the Directory of Directors published by the Financial Post.
  

b O O I 0

Including one univer51ty chancellor, one general manager, one medical

doctor, three chartered accountants, two senators, and nine retired

persons.

CIncluding one real estate investor, one public servant, one mortgage

banker, one entrepreneur, one medical doctor, one chartered accountant,

one trust officer, three general managers, three engineers, and four

retired persons.
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The Number of Committee Memberships

Held by the Individual Members

Each audit committee member was asked to indicate the number

of other corporate audit committees of which he was also a member.

stle 4-11 shows the responses of 194 members. The number of member-

ships held by individual members ranges from one to six, with the

average number being slightly less than two. Specifically, 102

(52.6 percent) of the 194 members hold one membership, 45 (23.2

percent) hold 2, 28 (14.4 percent) hold 3, 5 (2.6 percent) hold 4,

7 (3.6 percent) hold 5, and 4 (2 percent) hold 6.

TABLE 4—11

NUMBER OF CORPORATION AUDIT

COMMITTEE MEMBERSHIPS HELD

 

Number of

 

 

Responses

8:23;:gfiip
Number Percentage

1
102 52.60

2
45 23 20

3
28 14.40

4
5 2.60

5
7 3.60

6
4 2.00

No reSponse
__2.

1.60

Total ‘ 194 199,99
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The Number of Years of Committee

Experience of the Members

 

 

Table 4-12 summarizes the responses of the audit committee

members to the question of the number of years they have served on

such committees. Of the 194 respondents, 177 (91.2 percent) have

served for three years or less, while 14 (7.2 percent) have served

for more than three years. These latter probably are on those

committees established prior to the 1971 legal requirements as dis-

cussed later in this chapter.

Since 151 (77.8 percent) of the members have been with the

same committees for two to three years and 14 (7.2 percent) over

three years, it appears that there have been relatively few membership

changes over the years.

TABLE 4-12

NUMBER OF YEARS ON CORPORATE AUDIT COMMITTEE

 

 

 

Number of Responses

Years Number Percentage

1 or less 26 13.40

2 88 45.30

3 63 32.50

4 7 3.60

5 5 2.60

6 2 1.00

No reSponse 3 1.60

Total 194 100.00
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Desirability of Officers Serving on

the Audit Committees of Their

Cgmpanies

 

 

One of the advantages of an audit committee is to enhance

communication between the directors and the external auditor. As

pointed out in chapter 11, such communication necessarily involves

discussions on accounting policies, internal control, financial

reporting, and related areas which may have some bearing on the

quality of management's performance. In addition, sensitive matters

such as management personnel evaluation may be discussed. Unless

management is afforded an opportunity to learn in detail not only

the matters discussed by the committee but also how they are discussed,

there is a potential for misunderstanding and suspicion between man—

agement, on the one hand, and committee members and external auditors

on the other. Should this potential materialize, it could seriously

impair the effective functioning of the committee and, perhaps, the

external auditors. However, management representation may inhibit a

direct and frank «discussion of these matters, and hence the committee

will not derive the full value from direct communication with the

auditors. Also, management representatives may dominate the direction

and activities of the committee to such a degree that its independent

status is undermined.

Accordingly, the central question arises as to the desirability

of management representation on the committee in order to participate

in and voice its Opinion on these matters. Table 4—13 reveals the

attitudes of the chief executive officers, audit committe members,

practicing chartered accountants, and financial analysts on this
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issue. The majority of the respondents feel that management repre-

sentation is desirable. Those who have direct experience with the

committees favor it more than those who do not have such experience.

Specifically, 70 (69.3 percent) of 101 chief executive officers,

132 (68.0 percent) of 194 audit committee members, and 39 (65 percent)

of 60 practicing chartered accountants support such an idea compared

to 67 (53.6 percent) of 125 financial analysts. This strong support

perhaps reflects the deisre of these respondents to conform with the

provision in the Ontario Act, which only requires the majority of the

committee members he nonofficer directors. It is interesting to

note, however, that 35 of the 38 officer members favor management

representation, while only 97 of the 156 nonofficer members favor it.

The following are some of the typical comments given by those

respondents favoring management representation.

Chief executive officers:
 

[It] brings problems into prOper perspective and facilitates

a solution.

[It] gives balance and perhaps internal policy information

to nonofficer directors.

[It] acts as liaison between internal accounting staff,

external audit committee members, and external auditors.

Audit committee members:
 

To enable him [president] to express his opinion on conten-

tious matters and satisfy himself that the audit committee

has a full grasp of all material facts. This puts the

president in a better position to sell ideas to the board,

better support and understanding of situation by outside

directors.

[It is] necessary for committees to have presented in depth

all sides of any question.
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In order to achieve best results it is essential to have

responsible officers familiar with the financial side of the

company.

Such officers should pass on the comments of the audit com-

mittee to the pertinent parties.

The external [nonofficer] members of the audit committee

should be in a position to question the external auditor

before a knowledgeable internal officer to more fully explore

weaknesses in reporting, etc.

Practicing chartered accountantg:
 

Officers may be suspicious of activities of the audit com—

mittee. Auditors need the COOperation and support of both

groups to be effective.

To avoid misunderstanding.

Prevents situations where external auditors can be thought to

be going behind the back of company management.

Eliminates any differences developing between audit committee,

auditors, and management. Also gives the officer [chief execu—

tive] an independent review of the overall financial position.

An auditor should never have to report in private what he

would not report to management, and management should have an

Opportunity for explaining practices being discussed.

Financial analysts:
 

. . . need for a bridge of communication between officers and

nonofficers; the former shall be kept aware of any investiga-

tive activities on a formal basis; otherwise suspicion and

ill-feeling could sink an audit committee.

A knowledgeable insider can save considerable time for the

audit committee.

Essentially, these comments focus on two main issues: (1) the need

to avoid and prevent possible misunderstanding and suspicion among

management, committee members, and auditors, and (2) the need to

provide management with an opportunity to present its opinions on

the matters discussed and to facilitate in-depth discussions.
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The following are some of the common reasons cited by those

who feel management representation is undesirable.

Chief executive officers:
 

It would conflict with the desired independence of the audit

committee.

To allow for absolute objectivity.

Officers of the corporation may be requested to attend audit

committee meetings, but some independence of the audit com—

mittee is lost if officers are members of this committee.

It is difficult for them [officers] to be completely objec-

tive [which] the audit committee needs in order to be

prOperly effective.

The committee should be fully independent to produce the

best results.

The audit committee is a check on management. Management

should not influence the proceedings of audit committees.

It impairs free exchange of views between the external audi-

tor and outside directors.

There is an opportunity [for the officers] to exercise undue

influence.

Audit committee members:
 

To preserve the ”independent" aspect of the audit.

It is most important that the audit committee should review

financial statements with auditors without the influence of

management. Officers can be invited to attend if required.

The opinions of the committee should be independently arrived

at without interference from in-house officers.

The auditors should be under no constraints, real or supposed,

in stating how they find the company officers.

[Outside] directors can retain objectivity; Officers cannot

do so because they are always defending existing procedures.

Permit auditors to be completely frank in discussions with

the audit committee.
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Greater Opportunity for frankness from auditors. Disputes

with management can be identified and resolved.

What the officers can contribute is available to the committee

on request.

Practicing chartered accountants:
 

Audit includes independent review of management. Inclusion

of officer on audit committee would tend to reduce the effec—

tiveness of such review. Also a degree of independence would

be lost.

I believe the independence factor is of utmost importance in

this area and therefore audit committee members should be

drawn from outside corporate management.

The purpose of audit committees is to provide objectivity,

some of which could be lost particularly if the Officer is a

forceful individual. If the attendance of the Officer is

necessary for clarification of a matter, etc., he always can

be requested to attend.

The audit committee is an excellent court of appeal in the

event of a disagreement between auditors and management. The

presence of an officer of the company would inhibit this

feature.

I have had experience with two audit committees. The one with

no Officer member was much more effective. The officer member

tends to be on the defensive.

Financial analysts:
 

The purpose of the committee is to reassert the independence

of auditors and their responsibility to the directors as

representatives of the shareholders.

The objective of the audit committee is to get an outside

check of the presentation of financial results.

[Management representation] negates the purpose [of the

audit committee] which is to enable auditors to speak very

freely to directors about Officers and the way they manage

[the company].

Both objectivity and effectiveness [of the committee] will be

downgraded by the presence of company officers on the com—

mittee.

Their [officers'] presence would inhibit free discussion with

independent auditors. Officers should be invited to attend

meetings only when necessary.
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Basically, the objection to management representation centers

on the issues of the independence and objectivity of the committee and

the auditors. Perhaps in anticipation of the argument that management

representation is needed to avoid potential misunderstanding and sus-

picion about the committee's activities, many respondents suggest that

officers may be invited to attend meetings when necessary. A few

respondents feel very strongly about the undesirability of such

representation. For example, one audit committee member who is the

chairman of the board of another company states: "Company officers

are not on any of my three audit committees and I would not serve if

they were."

Perhaps the issue of management representation on the audit

committee may be resolved by having a more detailed specification of

the committee's functions, providing details of its activities

through minutes of the meetings, and inviting members of management

to attend meetings whenever considered necessary by the committee.

In addition, the format of the meetings may eliminate many of the

objections voiced by both sides. For example, a respondent who is

a chairman of three audit committees and a member Of two others

suggests the following format for each meeting:

1. The committee meets alone.

2. The committee meets with the auditor's represen-

tatives.

3. The committee meets with the chief executive officer,

the chief financial officer, perhaps the controller and

possibly the head of the internal audit department (the

order of 2 and 3 will depend on the main topic of the

meeting).



98

4. The committee meets alone.

5. If it seems required, the committee meets again with

the auditor's representatives and the company manage-

ment peOple, either separately or with everyone

together, or both, as seems indicated.

6. The committee meets alone.

He further states:

Sometimes, of course, there may be some telescoping of this

procedure, but if in essence it is followed each time, then

no one will become disturbed by an audit committee suddenly

deciding that it needs to meet alone with the company manage-

ment or alone with the auditor's representatives.

Officers holding the following positions are recommended by

those who favor management representation on the committee: (1) presi-

dent or chief executive officer, (2) chief financial officer or

vice-president of finance, and (3) treasurer or controller. This

recommendation probably reflects the respondent's desire to seek

those officers who are intimately knowledgeable about the company's

Operations and financial matters. As one respondent expresses it,

"it is desirable, if possible, to have financial executives on the

committee since a considerable amount of the audit interrogation is

technical in nature."

Disclosing the Names of Audit
 

 
Committee Memberg in Corpo-

rate Annual Reporp
 

Since the audit committee represents an important independent

organizational unit within the corporation's structure, membership

information about it may be of some significance to users of financial

statements. Accordingly, a question as to the desirability of dis-

closing the names Of the audit committee members in the corporate
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annual report was directed to the chief executive officers, audit

committee members, chartered accountants, and financial analysts.

Table 4-14 summarizes the responses of these four groups. Both the

chief executive officers and audit committee members feel that this

is not desirable, although the latter feel less strongly about it.

The chartered accountants and the financial analysts, on the other

hand, believe that such a disclosure is desirable, and the latter

appear to feel more strongly about it than the former.

One of the respondents who opposes the disclosure believes

that such a practice "would de-emphasize the responsibility of the

whole board." Of course, the nature of this disclosure is to

identify individuals' specific responsibilities rather than to

foster a shifting of responsibility from the board as a whole to audit

committee members. For example, some respondents note that "the

audit committees dg_np£_relieve board members of their responsi—

bilities. They only help them discharge them better." Similarly,

Wilbur J. Blair states:

There is no question, however, that even without specific

statutory sanction, the board of directors may entrust certain

functions to committees provided the delegation of authority

does not constitute a surrender by the board of its own ulti—

mate power to control the business and is not a subterfuge

whereby the board seeks to evade its responsibilities.

The Number of Audit Committees Estab-

lished Prior to thg Legal Reqniremenp

and Subsequent Changes

 
 

 

In order to obtain some idea concerning the use of corporate

audit committees prior to the 1971 legal requirement, chief executive

officers were asked whether their companies had had such committees.
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Only six companies reported that they had audit committees before

1971; one of them was established as early as 1950, one in 1966, one

in 1968, and three in 1969.

Five of these six executives indicated the following reasons

for the establishment of the committee:

It was felt desirable to inject a "third party' into the

normal auditor—management relationship.

Recommended by the external auditor.

To give outside directors a chance to talk together and with

the [external] auditor.

Additional assurance to shareholders. An incentive to

operating personnel for best performance.

In order for our control group to have first-hand analyzed

advice at our disposal.

Only one of these six companies experienced any significant

alteration as a result of the legal requirement. This company changed

its all-Officer committee members to a majority of nonofficer members

to conform to the requirement of the Ontario Act.



FOOTNOTES--CHAPTER IV

Norman E. Auerbach, "Audit Committees——New Corporate Institution,"

loc. cit., 98.

Wilbur J. Blair, "Appraising the Board of Directors," Harvand

Business Review (January, 1950): 110.
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CHAPTER V

SUMMARY AND ANALYSIS OF RESULTS OF THE STUDY

Introduction
 

This chapter summarizes and analyzes the results of ques-

tionnaire responses that have not been covered by chapter IV. It

can be divided into three major parts. First, it discusses the rank-

ing of purposes and functions of the audit committee and the

performance and effectiveness of these functions. Second, it focuses

on the factors contributing to, and ‘benefits (if, an effective

committee, on the major disagreements between the external auditor

and management, and on the role played by the committee in such

disagreements. Finally, it discusses the general effectiveness and

usefulness of the committee and the effect of the committee on

corporate financial reporting.

Purposes of the Corporate Audit Committee
 

Introduction
 

The word purpose is used to describe the reason for the

establishment of the corporate audit committee, as distinguished from

the word function, which refers to the committee's specific duty.

The Ontario Business Corporations Act of 1971 is silent on the com-

mittee's specific purposes, as was pointed out in a previous

chapter. Similarly, most literature on the subject contains little

explicit discussion of this point. Therefore, determining the

103
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purposes of audit committees necessarily must be based on inferences

from relevant sections of the Ontario Act and on available empirical

findings concerning voluntary audit committees in the United States.

Eight purposes of the mandatory audit committee were posited.

These purposes were arranged in what was believed to be a natural

sequence, and the respondents were asked to evaluate the degree of

importance of each of them, that is, to assign only one of the four

categories—-very important, important, not important, and not import-

ant at all—-in each of their evaluations. Since each purpose was to

be judged separately, the sequence should not have had any influence

on the respondents' evaluations. The respondents also were asked to

add any purposes that they considered important.

The following subsections will discuss the responses of

corporate chief executive officers, members of audit committees,

practicing chartered accountants, and financial analysts. The details

of responses of these four groups are reported in Tables G-l through

G-5 in Appendix G. In order to facilitate discussion of the findings,

the purposes are numbered from one through eight, and they will be

referred to as such. The eight purposes are:

To relieve the board of directors, as a whole, of details

regarding

1. The nomination of the independent auditors;

2. The arrangements for the independent audit;

3. The review of the results of the indpendent audit; and

4. The review of the annual financial statements;

5. To provide nonofficer directors with direct and more

personal contact with the independent auditors;
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6. To give additional attention to the audit function

performed by the independent auditors;

7. To give attention to the internal control functions

of the company; and

8. To serve as an independent review function of the com-

pany's Operations and its annual financial statements

before their submission to the board of directors for

approval.

Corporate Chief Executive Officers
 

The majority of the 101 chief executive officers considered

purposes 8 (62.4 percent), 3 (59.4 percent), and 4 (58.4 percent)

as very important. Only slightly more than one-fourth of them con-

sidered purposes 7 (32.6 percent), 6 (27.7 percent), and 5 (27.7

percent) as very important, while 1 and 2, with 2 percent and 3.9

percent respectively, were far behind in ranking. Table 5—1 provides

the details of the ranking by percentage of responses.

When the very important and important categories are combined,

purposes 3 through 8 still ranked ahead of 1 and 2 by a very substan-

tial margin. Purposes 3 and 4, with 93 percent, were first in

ranking, 8 (87.1 percent) and 7 (84.1 percent) were third and fourth,

and 6 (75.2 percent) and 5 (73.2 percent) were fifth and sixth.

Purposes l and 2, with 26.7 percent and 30.6 percent, were at the

bottom of the ranking.

Members of Audit Committees
 

Table 5—2 shows that the majority of the 194 members of

audit committees considered purposes 3 (68.5 percent), 4 (63.4 per-

cent), and 8 (60.7 percent) as very important, and over 30 percent

rated 5 (39.1 percent), 7 (35.6 percent), and 6 (32 percent) as
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TABLE 5-1

RANKING OF PURPOSES 0F CORPORATE AUDIT COMMITTEES -

CORPORATE CHIEF EXECUTIVE OFFICERS

 

Ranking_bnyercentage of Responses
 

 

Purposes Very

Important Important Combined

Z Rank % Rank z Rank

To relieve the board of directors, as

a whole, of details regarding

l. The nomination of the inde-

pendent auditors 2.0 ' 8 24.7 7.5 26.7 8

2. The arrangements for the

independent audit 3.9 7 26.7 6 30.6 7

3. The review of the results of

the independent audit 59.4 2 33.6 5 93.0 1.5

4. The review of the annual

financial statements 58.4 3 34.6 4 93.0 1.5

5. To provide nonofficer directors

with direct and more personal

contact with the independent

auditors 27.7 5.5 45.5 3 73.2 6

6. To give additional attention to

the audit function performed by

the independent auditors 27.7 5.5 47.5 2 75.2 5

7. To give attention to the internal

control functions of the company 32.6 4 51.5 1 84.1 4

8. To serve as an independent review

function of the company's Opera—

tions and its annual financial

statements before their submission

to the board of directors for

approval 62.4 1 24.7 7.5 87.1 3

 



107

TABLE 5-2

RANKING OF PURPOSES 0F CORPORATE AUDIT COMMITTEES -

MEMBERS OF AUDIT COMMITTEES

 

Ranking by Percentage of Responses

Purposes Very

Important Important Combined
 

Z Rank Z Rank Z Rank

To relieve the board of directors, as

a whole, of details regarding

1. The nomination of the inde-

pendent auditors 6.6 8 24.2 8 30.8 8

2. The arrangements for the

independent audit 12.8 7 30.9 4.5 43.7 7

3. The review of the results

of the independent audit 68.5 1 25.2 7 93.7 1

4. The review of the annual

financial statements 63.4 2 26.8 6 90.2 3

5. To provide nonofficer directors

with direct and more personal

contact with the independent

auditors 39.1 4 33.0 3 72.1 6

6. To give additional attention to

the audit function performed by

the independent auditors 32.0 6 52.6 1 84.6 5

7. To give attention to the internal

control functions of the company 35.6 5 51.0 2 86.6 4

8. To serve as an independent review

function of the company's opera—

tions and its annual financial

statements before their submis-

sion to the board of directors

for approval 60.7 3 30.9 4.5 91.6 2
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very important. Purposes 1 (6.6 percent) and 2 (12.8 percent) were

rated substantially behind the others.

When the very important and important categories are combined,

purposes 3 though 8 still ranked significantly ahead of 1 and 2.

Purposes 3 (93.7 percent), 8 (91.6 percent), and 4 (90.2 percent)

were ranked as the tOp three, while 7 (86.6 percent), 6 (84.6 percent),

and 5 (72.1 percent) were rated as fourth, fifth, and sixth. Pur-

poses 1 (30.8 percent) and 2 (43.7 percent) remained the lowest in

ranking.

PracticingiChartered Accountants
 

Table 5-3 shows that the majority of the 60 practicing

chartered accountants rated purposes 4 (71.7 percent), 3 (68.4

percent), 8 (65 percent), and 5 (63.4 percent) as very important.

In addition, a substantial number of them considered purposes 6

(48.3 percent) and 7 (33.3 percent) as very important, while only a

small number classified purposes 1 (11.7 percent) and 2 (20 percent)

in this category.

When the very important and important categories are combined,

purposes 3 through 8 still ranked substantially ahead of 1 and 2.

However, purpose 2 (53.5 percent) is now rated by the majority as

important. Purposes 5 (96.7 percent), 6 (93.3 percent), 3 (91.7

percent), and 8 (91.6 percent) were ranked as the top four, while

4 (88.4 percent) and 7 (83.3 percent) were rated as fifth and sixth

respectively. Purposes 1 (31.7 percent) and 2 (53.3 percent)

remained the last two in ranking.
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TABLE 5-3

RANKING 0F PURPOSES OF CORPORATE AUDIT COMMITTEES -

PRACTICING CHARTERED ACCOUNTANTS

 

Ranking by Percentage of Responses

Very

Important Impprtant Combined

 

Purposes

 

Z Rank Z Rank Z Rank

To relieve the board of directors, as

a whole, of details regarding

1. The nomination of the inde-

pendent auditors 11.7 8 20.0 7 31.7 8

2. The arrangements for the

independent audit 20.0 7 33.3 3.5 53.3 7

3. The review of the results

of the independent audit 68.4 2 23.3 6 91.7 3

4. The review of the annual

financial statements 71.7 1 16.7 8 88.4 5

5, To provide nonofficer directors

with direct and more personal

contact with the independent

auditors 63.4 4 33.3 3.5 96.7 1

6. To give additional attention to

the audit function performed by

the independent auditors 48.3 5 45.0 2 93.3 2

7. To give attention to the internal

control functions of the company 33.3 6 50.0 1 83.3 6

8. To serve as an independent review

function of the company's Opera-

tions and its annual financial

statements before their submis-

sion to the board of directors

for approval 65.0 3 26.6 5 91.6 4
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Financial Analysts
 

Table 5-4 shows that only purpose 8 (59.2 percent) was rated

as very important by the majority of the 125 financial analysts. A

significant number of them also classified purposes 7 (48.8 percent),

3 (45.6 percent), 4 (40 percent), 6 (35.2 percent), and 5 (25.6

percent) in this category, while only a small number did so for

purposes 1 (11.2 percent) and 2 (12.8 percent).

When the very important and important categories are combined,

all purposes except 1 and 2 had a substantial majority. Purposes 7

(91.2 percent), 8 (88.8 percent), 6 (87.2 percent), and 3 (82.4

percent) were among the four highest rankings, while 4 (71.2 percent)

and 5 (62.4 percent) ranked fifth and sixth respectively. Purposes

1 (40 percent) and 2 (47.2 percent) remained last in ranking.

Combined Ranking by the Four Groups
 

Table 5-5 summarizes the responses of corporate chief execu—

tive officers, members of audit committees, practicing chartered

accountants, and financial analysts. It reveals that the majority

of the 480 respondents rated purposes 8 (62 percent), 3 (61.2 percent),

and 4 (58.1 percent) as very important. Over 30 percent rated

purposes 7 (38.7 percent), 5 (37.2 percent), and 6 (34.7 percent) as

very important, while less than 13 percent classified 1 (7.8 percent)

and 2 (12.1 percent) in this category.

Combining the very important and important categories shows

that over 90 percent of the respondents believed purposes 3 (91.3 per-

cent) and 8 (91.1 percent) were important; over 80 percent so rated

purposes 7 (88.1 percent), 4 (87 percent), and 6 (86.2 percent);



111

TABLE 5-4

RANKING 0F PURPOSES OF CORPORATE AUDIT COMMITTEES -

FINANCIAL ANALYSTS

 

Ranking by Percentage of Responses

Purposes Very

Important Important _gombined

Z Rank Z Rank Z Rank
 

To relieve the board of directors, as

a whole, of details regarding

l. The nomination of the inde-

pendent auditors 11.2 8 28.8 8 40.0 8

2. The arrangements for the

independent audit 12.8 7 34.4 5 47.2 7

3. The review of the results

of the independent audit 45.6 3 36.8 3.5 82.4 4

4. The review of the annual

financial statements 40.0 4 31.2 6 71.2 5

5. To provide nonofficer directors

with direct and more personal

contact with the independent .

auditors 25.6 6 36.8 3.5 62.4 6

6. To give additional attention to

the audit function performed by

the independent auditors 35.2 5 52.0 1 87.2 3

7. To give attention to the internal

control functions of the company 48.8 2 42.4 2 91.2 1

8. To serve as an independent review

function of the company's Opera—

tions and its annual financial

statements before their submis—

sion to the board of directors

for approval 59.2 1 29.6 7 88.8 2



112

TABLE 5-5

RANKING OF PURPOSES OF CORPORATE AUDIT COMMITTEES -

ALL GROUPS COMBINED

 

Ranking by Percentage of Responses

Purposes Very

Important Important Combined

Z Rank Z Rank Z Rank

 

To relieve the board of directors, as

a whole, of details regarding

1. The nomination of the inde-

pendent auditors 7.8 8 25.3 8 33.1 8

2. The arrangements for the

independent audit 12.1 7 32.0 4 44.0 7

3. The review of the results

of the independent audit 61.2 2 30.1 5 91.3 1

4. The review of the annual

financial statements 58.1 3 28.9 7 87.0 4

5. To provide nonofficer directors

with direct and more personal

contact with the independent

auditors 37.2 5 37.6 3 74.8 6

6. To give additional attention to

the audit function performed by

the independent auditors 34.7 6 51.5 1 86.2 5

7. To give attention to the internal

control functions of the company 38.7 4 49.4 2 88.1 3

8. To serve as an independent review

function of the company's opera-

tions and its annual financial

statements before their submis-

sion to the board of directors

for approval 62.0 1 29.1 6 91.1 2
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74.8 percent so rated 5; and over 30 percent believed I (33.1 percent)

and 2 (44 percent) were important.

Summary

It seems reasonable to conclude from earlier discussions and

from the data exhibited in Table 5-6 that, while there is a divergence

of opinion on the exact order of importance concerning some purposes

of the corporate audit committee among the four groups of respondents,

there is unanimous agreement about purposes 1 and 2. To relieve the

board of directors, as a whole, of details regarding (1) the nomina-

tion of the independent auditors and (2) the arrangement for the

independent audit was not considered important. Also, Table 5-6

shows the overall ranking for all eight purposes. The following

purposes are considered to be the two most important:

To relieve the board of directors, as a whole, of

details regarding the review of the results of the

independent audit, and

To serve as an independent review function of the

company's operations and its annual financial state-

ments before their submission to the board of

directors for approval.

It is worthy of note that the rating of purposes by chief

executive officers and audit committee members is almost identical.

This is perhaps to be expected because many of these members are

business executives, and they probably share similar views on many

matters. However, the rating by practicing chartered accountants and

financial analysts not only differs somewhat from each other, but

also from that of chief executive officers and audit committee mem—

bers. Such a difference in rating probably stems from the difference

in their respective vested interests in the committee.
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TABLE 5-6

SUMMARY OF INDIVIDUAL GROUP RANKING 0N IMPORTANCE

OF PURPOSES 0F CORPORATE AUDIT COMMITTEES

 

Purposes

Ranking by Combined

Percentage of Responses

to Very Important and

Important Categpries

CEO MAC CA FA Overallfl

 

To relieve the board of directors, as a

whole, of details regarding the review

of the results of the independent audit 1.5 1 3 4 1

To serve as an independent review func—

tion of the company's operations and

its annual financial statements before

their submission to the board of direc-

tors for approval 3 2 4 2 2

To relieve the board of directors, as a

whole, of details regarding the review

of the annual financial statements 1.5 3 5 5 3

To give attention to the internal con-

trol functions of the company 4 4 6 1 4

To give additional attention to the

audit function performed by the

independent auditors 5 5 2 3 5

To provide nonofficer directors with

direct and more personal contact with

the independent auditors 6 6 l 6 6

To relieve the board of directors, as

a whole, of details regarding

The arrangements for the independent

 

audit 7 7 7 7 7

The nomination of the independent

auditors 8 8 8 8 8

Note: CEO = Corporate chief executive officer;

MAC = Member of audit committee, Mautz and Neumann included only

nonofficer members;

CA = Practicing chartered accountant;

PA = Financial analysts;

CPA = Certified public accountant; and

IA = Internal auditor.

aBased on a weighted average.
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Essentially, the purposes of the committee may be classified

in two distinct but interrelated categories; one is the end product

of the audit and the other is the audit process. The former category

includes the review of the results of the independent audit and the

annual financial statements. The latter encompasses all the important

steps and procedures essential for an effective and independent audit,

namely, to provide a more direct and personal channel of communica-

tion between the auditors and the directors and to give added attention

to the independent audit function.

Chief executive officers and members of audit committees

apparently were more interested in the end product of the audit than

the audit process. Accordingly, they considered the review of the

results of the independent audit and of the annual financial state-

ments as the most important purposes. Practicing chartered accountants,

on the other hand, placed more emphasis on the audit process itself

and thus considered the direct and more personal contact with the

directors and their additional attention to the audit functions as

most important. Financial analysts, as outsiders, appeared to be

interested in both the audit process and its end product. Conse—

quently,tflugrconsidered the committee's attention to the internal

control functions of the company, the independent review of annual

financial statements, and the additional attention to the independent

audit function as the most important purposes.

Thus, it is probably reasonable to infer that the difference

in emphasis of the four groups regarding the two essential and

interrelated aspects of the committee, the audit process and its
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end product, gives rise to the difference in the rating of certain

of the committee's purposes.

Table 5-7 presents a comparison of the results of this study

with that of the Mautz and Neumann study. It is interesting to note

that Mautz and Neumann found the two most important purposes to be

the following: (1) to provide nonofficer directors with direct and

more personal contact with the independnt auditors, and (2) the review

of the results of the independent audit. Moreover, the nomination of

the independent auditors and the arrangements for the independent

audit also were considered as quite important.1 Basically, the

difference in the ranking of the committee's purposes between the two

studies centers around three areas: (1) review of annual financial

statements; (2) nomination of the independent auditors; and (3)

channel of communication between the directors and the auditors.

The first area is considered very important in this study,

but it was relatively unimportant in the Mautz and Neumann study.

Conversely, the second area was considered as very important in the

latter but unimportant in the former. Such a difference in research

findings probably stems from the difference in the laws governing

Ontario and U.S. corporations. Since the Ontario Business Corpora-

tions Act specifically requires the committee to review corporate

financial statements, the first area was considered to be very

important. Similarly, the act stipulates that the independent auditors

are appointed by, and must report to, the shareholders. Therefore,

the second area was considered unimportant. On the other hand, in

the United States the independent auditors, in many cases, are
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appointed by the board of directors and report to the board. Conse—

quently, it would be more important to involve the audit committee

in the nomination of the independent auditors.

The third area of difference presents a very interesting

picture. Whereas both the chief executive officers and members of

audit committees in this study considered this area as not very

impOrtant, but as the most important in the Mautz and Neumann study,

the rating between the two groups is identical in both studies.

Similarly, the rating by the public accountants is also identical.

However, it is rather difficult, and perhaps unwise, to speculate

why such a difference in rating by both the chief executive officers

and members of audit committees exists between the two studies.

Also, it is difficult to comment on the rating difference between

the financial analysts and the internal auditors because they are

hardly comparable groups.

In general, the difference in research findings between this

and the Mautz and Neumann studies may be explained by the difference

in the perception by respondents on mandatory and voluntary audit

committees, the difference in Opinion between Canadian and American

respondents, or by the method used in ranking, or a combination of

the three.

The purposes added by respondents, as requested in the ques-

tionnaires, seem to fall into five categories: (1) to enhance

communication and access between external auditors and nonmanagement

directors; (2) to enhance the independence of external auditors;

(3) to provide added protection for shareholders and directors;
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(4) to increase the awareness of directors' responsibilities; and

(5) other. The following are typical examples:

To provide ready access to board of directors for the inde-

pendent auditors;

To provide a direct line of communication between nonmanage-

ment directors and external auditors;

To provide an independent channel of access to the board for

the independent auditors;

To prevent auditors from being dominated by management and to

reinforce in the minds of the auditors just who they are

responsible to;

To increase the independence of the auditor;

To assure the independence of external auditors from

management;

To provide assurance to outside directors that auditors were

given all information required and that management gave full

cooperation in conducting the audit;

To help resolve problems between auditors and management;

To provide a formal means for receiving and evaluating the

pros and cons of important disagreement between management

and auditors on financial matters;

To review the auditor-management relationship;

To provide added protection for shareholders and directors;

To minimize directors' liability in cases of inadequate or

misrepresentative management information;

To increase awareness of the directors as to their respon-

sibilities;

To remind the directors of their responsibility with respect

to the company's financial statements;

To review management capability;

To appraise the quality of the audit service;

To scrutinize major purchases, mergers, or changes of direc—

tion;
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To review presidents' and directors' eXpense accounts;

To provide a critique of accounting department personnel;

To review areas of potential conflict of interest of man—

agement;

To ensure that the auditor's recommendations are acted upon

and reviewed; and

To serve as a place for auditors to complain and cleanse

their souls by doing so.

Apparently, many respondents considered the audit committee

as a very versatile and adaptive device that can serve a wide variety

of purposes. No doubt this is true, but the committee could not serve

all these purposes equally effectively, and thus the tendency to use

it in such a manner could be detrimental.

Functions of the Corporate Audit Committee
 

Introduction
 

The word fppptipn is used to describe the specific duty of

the corporate audit committee. The Ontario Business Corporations Act

of 1971 stipulates only the minimum functions, namely: (1) the com—

mittee is to review the company's annual financial statements before

submission to the board of directors; (2) the auditor must appear

before the committee if requested; and (3) the committee must hear

the auditor upon his request. Since committees may perform a wide

range of other related functions, it is essential for the well—being

of the committee to establish the specific functions that fall within

its domain. The absence of a set of clearly defined and well—

established functions frequently may lead to unnecessary conflicts

and misunderstanding among management, the external auditors, and
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committee members which may seriously undermine the effective func-

tioning of the committee. This problem was discussed in Chapter II.

Accordingly, this research attempts to ascertain these func-

tions and their importance. Respondents were asked to evaluate the

degree of importance of each of the eight suggested functions and to

add any they thought important. In addition, corporate chief execu—

tive officers, audit committee members, and practicing chartered

accountants were asked to indicate the functions actually performed

by the committee and to assess the effectiveness with which the

committee performed such functions.

The following subsections will discuss the responses of corpo-

rate chief executive officers, members of audit committees, practicing

chartered accountants, and financial analysts. The details of

responses of these four groups are reported in Tables H-l through

H-9 in Appendix H. To facilitate discussion of the findings, the

functions are numbered from one through eight, and they will be

referred to as such. The eight functions are:

1. nominate the independent auditors;

2. discuss with the independent auditors, before the

audit is completed, its scope, purpose, and the pro-

cedures to be included;

3. review with the independent auditors, on completion

of their audit, their experience, any restrictions on

their work, cooperation received, their findings, and

their recommendations;

4. review with the independent auditors their evaluation

of the company's internal control systems;

5. review interim financial reports to shareholders before

these reports are approved by the board of directors;
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6. review the corporate annual financial statements before

their submission to the board of directors for approval;

7. review the scope of internal audit procedures with the

chief internal auditor; and

8. review the reports of the internal audit staff.

Copporate Chief Executive Officers
 

Table 5-8 shows that the majority of the 101 chief executive

officers rated functions 3 (65.3 percent), 6 (57.4 percent), and

4 (54.4 percent) as very important. About one-fourth felt that function

5 (24.7 percent) was very important, and less than one-fifth classified

the other five functions in the same category.

A more discernible pattern emerges when the very important

and important categories are combined. Functions 3 (94 percent),

4 (91.1 percent), and 6 (81.1 percent) are clearly the first three

most important. Functions 7 (51.5 percent) and 5 (50.5 percent) are

fourth and fifth respectively. The other three functions are at the

bottom of the ranking with less than 50 percent.

Members of Audit Committees
 

As exhibited in Table 5—9, the majority of the 194 members of

audit committees considered functions 3 (72.2 percent), 6 (57.7

percent), and 4 (56.7 percent) very important, while only slightly

over 20 percent considered 2 (26.8 percent), 7 (23.2 percent), and

5 (21.6 percent) in the same way. The remaining two functions,

8 (10.3 percent) and 1 (7.2 percent), trailed the others by a wide

margin.
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TABLE 5-8

RANKING OF FUNCTIONS OF CORPORATE AUDIT COMMITTEES -

CORPORATE CHIEF EXECUTIVE OFFICERS

 

Functions

1. Nominate the independent auditors

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included

3. Review with the independent

auditors, on completion of the

audit, their eXperience, any

restrictions on their work,

COOperation received, their

findings, and their recom—

mendations

4. Review with the independent

auditors their evaluation of the

company's internal control systems

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors

6. Review the corporate annual

financial statements before their

submission to the board of

directors for approval

7. Review the SCOpe of internal

audit procedures with the

chief internal auditor

8. Review the reports of the

internal audit staff

Ranking by Percentage of ReSponses

Very

Important Important Combined

Z Rank Z Rank Z Rank

2.0 8 24.7 7 26.7 8
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TABLE 5-9

RANKING OF FUNCTIONS OF CORPORATE AUDIT COMMITTEES -

MEMBERS OF AUDIT COMMITTEES

 

Functions

1. Nominate the independent auditors

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included

3. Review with the independent

auditors, on completion of the

audit, their experience, any

restrictions on their work,

COOperation received, their

findings, and their recom-

mendations

4. Review with the independent

auditors their evaluation of the

company's internal control systems

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors

6. Review the corporate annual

financial statements before their

submission to the board of

directors for approval

7. Review the sc0pe of internal

audit procedures with the

chief internal auditor

8. Review the reports of the

internal audit staff

Ranking by Percentage of Resppnses

Very

Important Important Combined

Z Rank Z Rank Z Rank

7.2 8 23.7 7.5 30.9 8

26.8 4 42.6 1 69.4 4

72.2 1 23.7 7.5 95.9 1

56.7 3 36.6 3 93.3 2

21.6 6 34.0 4.5 55.6 6

57.7 2 34.0 4.5 91.7 3

23.2 5 38.2 2 61.4 5

10.3 7 30.0 6 40.3 7

 



125

When the very important and important categories are combined,

over 90 percent rated functions 3 (95.9 percent), 4 (93.3 percent),

and 6 (91.7 percent) as the three most important. The next three

most important, with over 50 percent, are functions 2 (69.4 percent),

7 (61.4 percent), and 5 (55.6 percent). The last two functions,

8 and 1, received only 40.3 percent and 30.9 percent respectively.

Practicing Chartered Accountants
 

The majority of the 60 practicing chartered accountants, as

shown in Table 5—10, considered functions 3 (91.7 percent), 6 (85

percent), and 4 (55 percent) to be very important, while only about

one-third so considered functions 2 (38.3 percent) and 5 (30 percent).

About one—fifth rated functions 7 (23.3 percent), 8 (21.7 percent), and

1 (20 percent) as very important.

It is revealing to note that, when the very important and

important categories are combined, the majority of chartered account-

ants indicated that all eight functions were important. Functions

3 and 6, with 100 percent, ranked significantly ahead of all others.

Functions 4 (88.3 percent), 5 (81.7 percent), and 2 (80 percent) were

the next three most important. The last three were functions 7

(71.6 percent), 8 (68.4 percent), and 1 (53.3 percent).

Financial Analysts
 

Table 5—11 shows that the majority of the 125 financial

analysts considered functions 3 (66.4 percent) and 4 (60.8 percent)

to be very important, while only about one—third did so for functions

7 (38.4 percent), 6 (37.6 percent), 2 (31.2 percent), and 8 (30.4



126

TABLE 5-10

RANKING OF FUNCTIONS OF CORPORATE AUDIT COMMITTEES —

PRACTICING CHARTERED ACCOUNTANTS

 

Functions

Ranking_by Percentage of Resppnses

Very

Important Important Combined

Z Rank Z Rank Z Rank

 

 

1. Nominate the independent auditors 20.0 8 33.3 5.5 53.3 8

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included 38.3 4 41.7 4 80.0 5

3. Review with the independent

auditors, on completion of the

audit, their eXperience, any

restrictions on their work,

cooperation received, their

findings, and their recom-

mendations 91.7 1 8.3 7 100.0 1.5

4. Review with the independent

auditors their evaluation of the

company's internal control systems 55.0 3 33.3 5.5 88.3 3

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors 30.0 5 51.7 1 81.7 4

6. Review the corporate annual

financial statements before their

submission to the board of

directors for approval 85.0 2 15.0 6 100.0 1.5

7. Review the sc0pe of internal

audit procedures with the

chief internal auditor 23.3 6 48.3 2 71.6 6

8. Review the reports of the

internal audit staff 21.7 7 46.7 3 68.4 7
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TABLE 5-11

RANKING 0F FUNCTIONS OF CORPORATE AUDIT COMMITTEES -

FINANCIAL ANALYSTS

 

Rankingpby Percentage of Responses

Functions Very

Importanp Important Combined

Z Rank Z Rank Z Rank

 

1. Nominate the independent auditors 12.0 8 34.4 6 46.4 8

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included 31.2 5 47.2 4 78.4 5

3. Review with the independent

auditors, on completion of the

audit, their experience, any

restrictions on their work,

COOperation received, their

findings, and their recom—

mendations 66.4 1 28.8 8 95.2 1

4. Review with the independent

auditors their evaluation of the

company's internal control systems 60.8 2 33.6 7 94.4 2

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors 22.4 7 53.6 1 76.0 6

6. Review the corporate annual

financial statements before their

submission to the board of

directors for approval 37.6 4 51.2 2 88.8 3

7. Review the scope of internal

audit procedures with the chief

internal auditor 38.4 3 49.6 3 88.0 4

8. Review the reports of the

internal audit staff 30.4 6 44.8 5 75.2 7
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percent). Less than one-fourth classified functions 5 (22.4 percent)

and 1 (12 percent) in this category.

When the very important and important categories are combined,

a great majority of financial analysts considered all functions

except function 1 to be important. Over 90 percent rated functions

3 (95.2 percent) and 4 (94.4 percent) as the two most important,

followed by functions 6 (88.8 percent) and 7 (88 percent) as the next

most important. Functions 2 (78.4 percent), 5 (76 percent), and 8

(75.2 percent) were fifth, sixth, and seventh. The last was function

1 (46.4 percent).

Combined Rankings by the Four Groups
 

Table 5-12 summarizes the responses of corporate chief execu-

tive officers, members of audit committees, practicing chartered

accountants, and financial analysts. It discloses that the majority

of the 480 respondents considered functions 3 (73 percent), 4 (58.4

percent), and 6 (57.3 percent) to be very important. Over 25 percent

also considered 7 (29.9 percent), 2 (28.2 percent), and 5 (25.3

percent) to be very important, while less than 20 percent classified

8 (19.7 percent) and l (10 percent) in this category.

Combining the very important and important categories reveals

that over 90 percent of the respondents considered functions 3 (97.6

percent), 4 (94.7 percent), and 6 (93.8 percent) as the top three

most important, followed by functions 7 (76.2 percent), and 2 (72.7

percent). Over 60 percent rated functions 5 (67.9 percent) and 8

(60.3 percent) as important, while function 1, in the last position,

received only 40.1 percent.
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TABLE 5-12

RANKING OF FUNCTIONS OF CORPORATE AUDIT COMMITTEES -

ALL GROUPS COMBINED

 

Functions

Ranking berercentage of Responses
 

Very

Important

Z Rank

Important

Z Rank

Combined

Z Rank
 

1. Nominate the independent auditors

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included

3. Review with the independent

auditors, on completion of the

audit, their experience, any

restrictions on their work,

c00peration received, their

findings, and their recom-

mendations

4. Review with the independent

auditors their evaluation of the

company's internal control systems

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors

6. Review the corporate annual

financial statements before their

submission to the board of

directors for approval

7. Review the scope of internal

audit procedures with the chief

internal auditor

8. Review the reports of the

internal audit staff

10.0

28.2

73.0

58.4

25.3

57.3

29.9

19.7

8 30.1

44.5

24.6

36.3

42.6

36.5

46.3

40.6

7 40.1 8

72.7 5

97.6 1

94.7 2

67.9 6

93.8 3

76.2 4

60.3 7
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Summary

There appears to be less disparity of opinion among the four

groups of respondents regarding the rating of functions than the

rating of purposes of the audit committee. As exhibited in Table

5-13 and in earlier discussions, there is unanimous agreement that

the most important item is the following:

Review with the independent auditors, on completion of

the audit, their experience, any restrictions on their

work, cooperation received, their findings, and their

recommendations.

The exact order of the next two most important functions is less than

unanimous. Review with the independent auditors their evaluation of

the company's internal control systems is rated by three of the

four groups as the second most important. Review the corporate annual

financial statements before their submission to the board of directors

for approval is rated by three of the four groups as the third most

important. It is worth noting that this function is the statutory

function required by the Ontario Act. Nomination of the independent

auditors is unanimously agreed upon as the least important because

many respondents believe that it is the responsibility of the whole

board rather than of the audit committee.

Table 5—14 shows a comparison between this and the Mautz and

Neumann studies. Both studies find "the review with the independent

auditors, on completion of their audit, their experience, any restric—

tions on their work, cooperation recieved, their findings, and their

recommendations" as the most important function of the audit committee.

However, there are also areas of difference.
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TABLE 5-13

SUMMARY OF INDIVIDUAL GROUP RANKING ON IMPORTANCE OF

FUNCTIONS OF CORPORATE AUDIT COMMITTEES

 

Ranking by Combined

Percentage of Responses

Functions to Very Important and

Important Categories
 

CEO MAC CA FA Overalla
 

Review with the independent auditors,

on completion of the audit, their

experience, any restrictions on their

work, cooperation received, their find—

ings, and their recommendations 1 l 1.5 1 1

Review with the independent auditors

their evaluation of the company's

internal control systems 2 2 3 2 2

Review the corporate annual financial

statements before their submission to

the board of directors for approval 3 3 1.5 3 3

Review the scope of internal audit

procedures with the chief internal

auditor 4 5 6 4 4

Discuss with the independent auditors,

before the audit is completed, its

scope, purpose, and the procedures to

be included 6 4 5 5 5

Review interim financial reports to

shareholders before these reports are

approved by the board of directors 5 6 4 6 6

Review the reports of the internal

audit staff 7 7 7 7 7

Nominate the independent auditors 8 8 8 8 8

 

Note: CEO = Corporate chief executive officer;

MAC = Member of audit committee, Mautz and Neuman included only

nonofficer members;

CA = Practicing chartered accountants; and

FA = Financial analysts.

a

Based on a weighted average.
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The functions considered as important by the respondents in

this study but relatively unimportant in the Mautz and Neumann study

are: (1) the review of the annual corporate financial statement and

(2) the review of the interim financial reports to shareholders.

Since the Ontario Business Corporations Act specifically requires the

audit committee to review the annual corporate financial statements

while this is not the case for the corporations covered by the Mautz

and Neumann study, such a difference in findings should be expected.

Similarly, the importance placed by the respondents in this study on

the review of interim financial reports is in accord with the spirit

of the audit committee provision, that is, to provide shareholders

with added assurance regarding the objectivity of the company's

financial information.

The functions considered as important in the Mautz and Neumann

study but relatively unimportant in this study are: (1) the nomina-

tion of the independent auditors and (2) the discussion with the

independent auditors, before the audit is completed, of its scope and

purpose, and the procedures to be followed. The primary reason for

the ranking difference concerning the first function is the fact

thatindependentauditors of Ontario corporations must be appointed

by shareholders, while this may not be the case for many U.S. corpora-

tions. Moreover, since the audit committee is established voluntarily

by the board of directors in the United States to deal with audit

matters, it would appear reasonable for the committee to be involved

in the nomination of the independent auditor. The reason for the

ranking difference of the second function is less obvious. Many
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respondents in this study felt that this function was not so important

because the purpose, the scope, and the audit procedures employed

normally did not change significantly from year to year. Therefore,

there was no need to review them with the independent auditors

except in unusual situations, such as first audits, or when some

other significant changes occurred in the company which might require

the auditors' special attention. Some respondents indicated that these

matters generally should be left to the professional judgment of the

auditors and that the auditors would bring to the committee's atten-

tion any significant changes. Since the Mautz and Neumann study

contains little discussion on the ranking of committee functions and

offers no explanation of their relative ranking, it is not feasible

to comment on the rather high ranking of the preaudit discussion of

sc0pe and purposes. In general, the dissimilarities in the findings

of the two studies are due perhaps to the dissimilarities in the

laws governing the companies in the two countries and also in the

manner in which the audit committee is created.

The respondents, as requested in the questionnaire, added

several functions which they felt important.. Typical examples were:

To ensure that the recommendations of the auditors (external

and internal) have been implemented;

To report to the board that they have met with the auditors

and that they concur with the handling of all matters brought

to their attention;

To increase cooperation between internal and external auditors;

To review the accounting policies with the external auditors;

"
‘
1
‘



135

To review with the independent auditors new or pending

requirements of the accounting profession and the Ontario

Business Corporations Act as they pertain to the company's

financial reporting;

To review or approve the audit fee;

To review in detail the independent auditor's annual "man-

agement letter" written after completion of the annual

audit, and the responses thereto by the company's manage—

ment--to resolve any differences there may be--and to see

that decisions for change that are agreed upon are in fact

implemented;

To evaluate the competence of financial and accounting staff;

To assess the competence of external auditors;

To review relationships between auditors and management;

To review quarterly unaudited financial statements;

To review the prospectus; and

To recommend research and studies in finance, accounting, tax,

and financial statement presentation matters which the com-

mittee considers to be of concern to the welfare of the

company.

All of the above functions are actually performed by the audit com—

mittees as indicated by the respondents, and many reported that they

have been effectively performed.

Functions Performed by the Corporate

Audit Committee

 

 

Practicing chartered accountants were asked the proportion of

their clients' audit committees that performed each of the eight

functions. Of the 60 respondents, 4 had no clients with audit com-

mittees, 2 failed to answer this question, and some had clients that

issued no interim financial statements to shareholders or had an

internal audit department. Consequently, only 54 chartered accountants

responded to the question on functions 1, 2, 3, 4, and 6, 52 to
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function 5, and 45 to functions 7 and 8. These 54 respondents had a

total of 170 clients, ranging from 1 to 10 clients, and with an

average of 3.1 clients per respondent.

Table 5-15 summarizes the results of responses. All 54

respondents (100 percent) indicated that 50 percent or more of their

clients' committees performed function 6, the review of the corporate

annual financial statements before their submission to the board of

directors for approval. Since this is required by law, it is

expected that all committees would perform at least this function.

Concerning itemi3,49 (90.7 percent) answered that 50 percent or more

of their clients'committeesperformed this function, and 4 (7.4

percent) also answered that less than 50 percent performed it. Only

1 (1.9 percent) respondent indicated that neither of his two

clients' committees performed this function. Regarding item 4,

30 (55.5 percent) indicated that 50 percent or more of their clients'

committees performed this function, 11 (20.4 percent) reported less

than 50 percent, and 13 (24.1 percent) replied with none. Also, it

appears that the majority of these committees also performed function 2.

The remaining four functions were performed by only some of these

committees.

Corporate chief executive officers and members of audit com-

mittees also were asked, in connection with the effectiveness with

which the committee performed the functions, which functions were not

performed by their committees. The responses from both groups, as

summarized in Tables H-6 and H—7 of Appendix H, reveal a pattern

almost identical to that of the chartered accountants. Of the 101



FUNCTIONS PERFORMED B

PRACTICING C

137

TABLE 5-15

Y CORPORATE AUDIT COMMITTEES -

HARTERED ACCOUNTANTS

 

Functions 50Z or Morg

Function is Performed by

Less than 50Z None
 

No. Z No. Z No.

_;Total

No. Z

 

Nominate the independent

auditors 11

Discuss with the independent ‘

auditors, before the audit

is completed, its sc0pe,

purpose, and the procedures

to be included 23

Review with the independent

auditors, on completion of

the audit, their experience,

any restrictions on their

work, cooperation received,

their findings, and their

recommendations 49

Review with the independent

auditors their evaluation

of the company's internal

control systems 30

Review interim financial

reports to shareholders be-

fore these reports are

approved by the board of

directors 11

Review the corporate annual

financial statements before

their submission to the board

of directors for approval 54

Review the sc0pe of internal

audit procedures with the

chief internal auditor 3

Review the reports of the

internal audit staff 3

20.4 4 7.4 39

42.6 12 22.2 19

72.

35.

90.7 4 7.4 1 1.

55.5 11 20.4 13

21.2 14 26.8 27

100.0 - —

17.7 34

11 24.4 31

24.

52.

75.

68.

54 100.

54 100.

54 100.

54 100.

52 100.

54 100.

453 100.

458 100.

 
 

(a)
Seven respondents indicated that their clients did not have an internal

audit department.
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executive officers, 4 (4 percent) indicated that function 6 was not

performed, 3 (2.9 percent) for function 3, and 6 (6 percent) for

function 4. Similarly, of the 194 committee members, 3 (1.5 percent)

indicated function 6 was not performed, 1 (.5 percent) for function

3, and 7 (3.7 percent) for function 4. The remaining functions were

performed by at least some committees.

As might be expected, the three functions that are performed

by most of the committees (as indicated in Tables H-6 and H—7 of

Appendix H), are also the three most important functions, as dis-

cussed in the earlier subsections of this chapter. Also, most

committees appear to perform at least three functions, and some proba-

bly perform all eight. Judging from the functions added by the

reSpondents, as shown earlier, perhaps a few committees even perform

more than the eight functions included in the questionnaire.

Accordingly, it may seem reasonable to infer that audit committees

perform a variety of duties.

The number of duties that an audit committee can take on and

still be expected to discharge prOperly depends on many factors.

The more important factors are the size of the committee, the compe-

tence of its members, and the amount of time devoted to its activities

by the members. Therefore, the most desirable number of duties a

committee should assume hinges on the circumstances in which it

Operates. However, in view of the fact that the size of the committee

is usually small and that it meets only a few times a year, it is

important to avoid burdening the committee with too many duties which
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may divert its full attention from more important matters and thereby

may reduce its overall effectiveness.

Effectiveness of Functions Performed by

the Corporate Audit Committee

 

 

Corporate chief executive officers, members of audit com—

mittees, and practicing chartered accountants were asked to evaluate

the effectiveness (in terms of care and effort exercised) with which

each of the eight functions was performed by the audit committee.

They were to indicate "effective" or "ineffective." Also, they were

asked to add any function they may wish. Tables 5-16, 5-17, and 5-18

summarize the responses of the three individual groups, Table 5-19

shows the summary of the individual groups, and Table 5-20 combines

all the responses. The total number of respondents reported in these

tables represent only those who responded whether the functions were

effectively or ineffectively performed. Many respondents, ranging

from 1 to 39 for chief executive officers, 1 to 53 for committee

members, and l to 43 for practicing chartered accountants, indicated

that the audit committees did not perform many of the functions, and

therefore they were not in a position to express an opinion on the

matter.

The majority of both chief executive officers and committee

members found that all the eight functions were effectively performed.

More than 90 percent of them felt that functions 3 and 6 were effec-

tive, and more than 80 percent believed this was true for function 4.

Function 2 was considered effective by 75.7 percent of committee

members compared with only 57.8 percent of chief executive officers.
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TABLE 5-16

EFFECTIVENESS OF CORPORATE AUDIT COMMITTEE FUNCTIONS -

CORPORATE CHIEF EXECUTIVE OFFICERS

 

Functions

1. Nominate the independent auditors

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included

3. Review with the independent

auditors, on completion of the

audit, their experience, any

restrictions on their work,

cooperation received, their

findings, and their recom-

mendations

4. Review with the independent

auditors their evaluation of

the company's internal control

systems

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors

6. Review the corporate annual

financial statements before

their submission to the board

of directors for approval

7. Review the sc0pe of internal

audit procedures with the chief

internal auditor

8. Review the reports of the

internal audit staff

Effective

No.

33

37

77

69

38

75

35

26

63.5

57.

93.

88.

67.

92.

64.

59.

Responses

Ineffective

No.

19

27

18

19

18

Z

36.5

42.2

11.5

32.1

35.2

41.0

Total(87

No. Z

52 100.0

64

82

78

56

81

54

44

100.0

100.0

100.0

100.0

100.0

100.0

100.0

 

(a)
This total accounts for those who reSponded either effective or ineffec-

tive. There is a large number of respondents, ranging from 3 to 39, who

indicated that their committees did not perform any of these functions

and therefore were not in a position to express an Opinion.

Table H-6 contains more details on this matter.

Appendix H,
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TABLE 5—17

EFFECTIVENESS OF CORPORATE AUDIT COMMITTEE FUNCTIONS -

MEMBERS OF AUDIT COMMITTEES

 

 

 

Responses

Functions Effective Ineffective Tota1(a)

No. Z No. Z No. Z
 

1. Nominate the independent auditors 64 66.0 33 34.0 97 100.0

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included 1100 75.7 32 24.3 132 100.0

3. Review with the independent

auditors, on completion of the

audit, their experience, any

restrictions on their work,

c00peration received, their

findings, and their recom—

mendations 150 93.2 11 6.8 161 100.0

4. Review with the independent

auditors their evaluation of

the company's internal control

systems 137 88.4 18 11.6 155 100.0

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors 80 69.0 36 31.0 116 100.0

6. Review the corporate annual

financial statements before

their submission to the board

of directors for approval 149 95.5 7 4.5 156 100.0

7. Review the sc0pe of internal

audit procedures with the chief

internal auditor 72 65.5 38 34.5 110 100.0

8. Review the reports of the

internal audit staff 49 53.8 42 46.2 91 100.0

 

(a)
This total accounts for those who reSponded either effective or ineffec-

tive. There is a large number of respondents, ranging from 1 to 53, who

indicated that their committee did not perform many of these functions

and therefore were not in a position to express an opinion. Appendix H,

Table H—7, contains more details on this matter.
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TABLE 5—18

EFFECTIVENESS OF CORPORATE AUDIT COMMITTEE FUNCTIONS -

PRACTICING CHARTERED ACCOUNTANTS

 

ReSponses
 

Functions Effective Ineffective Totalfa)
  

No. Z No. Z No. Z

l. Nominate the independent auditors 13 81.3 3 18.7 16 100.0

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included 26 74.3 9 25.7 35 100.0

3. Review with the independent

auditors, on completion of the

audit, their experience, any

restrictions on their work,

COOperation received, their

findings, and their recom-

mendations 46 88.5 6 11.5 52 100.0

4. Review with the independent

auditors their evaluation of

the company's internal control

systems 29 72.5 11 27.5 40 100.0

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors 16 64.0 9 36.0 25 100.0

6. Review the corporate annual

financial statements before

their submission to the board

of directors for approval 48 90.6 5 9.4 53 100.0

7. Review the scope of internal

audit procedures with the chief

internal auditor 4 40.0 6 60.0 10 100.0

8. Review the reports of the

internal audit staff 5 41.7 7 58.3 12 100.0

 

(a)
This total accounts for those who responded either effective or ineffec-

tive. There is a large number of respondents, ranging from 1 to 43, who

indicated that their clients' committees did not perform many of these

functions and therefore were not in a position to express an Opinion.

Appendix H, Tables H—8 and H-9, contain more details on this matter.
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The remaining functions were generally considered effective, the

percentage for both chief executive officers and committee members

ranging from 53.8 percent for function 8 to 69 percent for function 5.

The responses from chartered accountants present a very similar

picture. The majority of them felt that all functions except 7 and 8

were effectively performed. More than 90 percent found that function 6

was effective, 88.5 percent for function 3, and 72.5 percent for

function 4, which is consistent with the results of both chief execu-

tive officers and committee members. Interestingly, 81.3 percent

considered function 1 and 74.3 percent considered function 2 as

effective, even though these two functions were not performed by

many and were relatively low in the importance ranking. Only slightly

over 40 percent believed functions 7 and 8 were effectively performed.

Table 5-19 presents a summary of the responses of the three

individual groups relating to the effective performance of committee

functions. As noted in earlier discussions, there appears to be no

significant difference in the results from these groups. In fact,

there are more similarities than dissimilarities reported by the

individual groups.

When the results of the three groups are combined, as pre-

sented in Table 5—20, the three functions considered to be performed

more effectively are functions 6 (94 percent), 3 (92.5 percent), and

4 (86 percent). The others effectively performed ranged from 54.4

for function 8 to 70.6 percent for function 2. It appears that

function 6, as required by law, is the most effective. Moreover, as

might be expected, the three most important functions, namely, 3, 4,
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TABLE 5-19

EFFECTIVENESS OF CORPORATE AUDIT COMMITTEE FUNCTIONS--

SUMMARY OF INDIVIDUAL GROUPS

 

Responses for Functions

Effectively Performed

CEQ___ MAC CA

No. Z No. Z No. Z

 

Functions

 

 

 

1. Nominate the independent auditors 33 63.5 64 66.0 13 81.3

2. Discuss with the independent

auditors, before the audit is

completed, its scope, purpose,

and the procedures to be included 37 57.8 100 75.7 26 74.3

 

3. Review with the indepdendent

auditors, on completion of the

audit, their experience, any

restrictions on their work,

cooperation received, their

findings, and their recom-

mendations 77 93.9 150 93.2 46 88.5

4. Review with the independent

auditors their evaluation of the

company's internal control

systems 69 88.5 137 88.4 29 72.5

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors 38 67.9 80 69.0 16 64.0

6. Review the corporate annual

financial statements before

their submission to the board

of directors for approval 75 92.6 149 95.5 48 90.6

7. Review the scope of internal

audit procedures with the chief

internal auditor 35 64.8 72 65.5 4 40.0

8. Review the reports of the

internal audit staff 26 59.0 49 53.8 5 41.7

 

Note: CEO = Chief executive officer;

MAC Member of audit committee; and

CA Practicing chartered accountant.
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TABLE 5-20

EFFECTIVENESS 0F CORPORATE AUDIT COMMITTEE FUNCTIONS -

ALL THREE GROUPS COMBINED

 

 

 

Responses

Functions Effective Ineffective Total(57

No. Z No. Z No. Z
 

l. Nominate the independent auditors 110 66.7 55 33.3 165 100.0

2. Discuss with the independent

auditors, before the audit is

completed, its sc0pe, purpose,

and the procedures to be included 163 70.6 68 29.4 231 100.0

3. Review with the independent

auditors, on completion of the

audit, their experience, any

restrictions on their work,

cooperation received, their

findings, and their recom—

mendations 273 92.5 22 7.5 295 100.0

4. Review with the independent

auditors their evaluation of

the company's internal control

systems 235 86.0 38 14.0 273 100.0

5. Review interim financial reports

to shareholders before these

reports are approved by the

board of directors 134 68.0 63 32.0 197 100.0

6. Review the corporate annual

financial statements before

their submission to the board

of directors for approval 272 94.0 18 6.0 290 100.0

7. Review the scope of internal

audit procedures with the chief

internal auditor 111 63.7 63 36.3 174 100.0

8. Review the reports of the

internal audit staff 80 54.4 67 45.6 147 100.0

 

(a)
This total accounts for those who responded either effective or

ineffective.

I
“
?
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and 6, are also the most effective. These findings are somewhat

similar to the Mautz and Neumann study, in which they conclude: "In

general, those functions that are considered of primary importance

are performed with some degree of effectiveness although the overall

2

 

rating of audit committees for effective performance is not high"
 

(emphasis added). However, it must be noted that most respondents in

this study considered effective performance to be rather high.

Factors for an Effective Corporate Audit Committee

Corporate chief executive officers, members of audit committees,

practicing chartered accountants, and financial analyts were asked to

rank five factors for an effective corporate audit committee on the

basis of what they thought the relative importance should be. The

details of responses for each individual group are presented in

Tables 1-1, I-2, I—3, and 1-4 in Appendix I. The results of ranking

for each of the four groups are summarized in Table 5-21.

It seems that the opinion concerning the relative importance

of these five factors is quite consistent among the four groups.

Competence of the audit committee members unanimously was regarded

as the most important. A set of well-established objectives of the

audit committee is the second most important, full cooperation and

support of the corporate chief executive officer is third. A set of

well-established functions of the audit committee is fourth, and

full cooperation and support of the board of directors is last.

Since the success of human endeavors must necessarily depend

on the ability of the people involved, it is perhaps not overly sur-

prising that the competence of committee members is considered to be
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the most important. Also, a set of well-established objectives or

purposes of the committee tends to minimize potential conflicts and

misunderstanding among management, committee members, and external

auditors, as discussed in chapter II, and therefore should be very

important. Full cooperation and support of the chief executive

officer is rather important because the committee seldom can function

effectively in an indifferent or unfriendly environment. Similar

to the discussion on purposes, a set of well-established functions is

important. The audit committee is a subcommittee of the board of

directors, and thus it must have the board's cooperation and support.

These findings differ significantly from the conclusions

reached in the Mautz and Neumann study. It states:

The effectiveness of any corporate audit committee appears to

depend more upon the personalities involved than upon any

other variables. The chief executive officer's approach to

corporate governance is most important, especially as dis—

played in his use of committees of the board of directors.

Only slightly less important is the attitude of the chief

financial officer toward a committee whose activities may

impinge upon the duties and prerogatives of his own office.

Finally, the competence, energy, and enthusiasm of members

of the committee itself, and their ability to work with

officers and employees of the company without appearing to

encroach upon Operating responsibilities, have much to do

with defining the scope and effectiveness of audit committee

activities.

According to Mautz and Neumann, the cooperation and support of the

chief executive officer is the most important factor for an effective

audit committee, and the competence of committee members is the third

most important. Perhaps the difference between this study and that of

Mautz and Neumann is due to the difference in the data upon which the

conclusions were drawn. The data for this study are based on the
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questionnaire responses, while Mautz and Neumann apparently derived

their conclusions from interview data. Another reason is that the

findings of this study are based on what the relative importance of

the factors should be, and the Mautz and Neumann study probably is

based on what the respondents believe the factors actually are.

Benefits of an Effective Corporate Audit Committee
 

The value of the corporate audit committee depends upon the

benefits that it provides. Unless it can contribute tangible benefits

to the parties associated with it, the committee's existence lacks

substance. The following have been suggested as principal benefits:

(1) an added assurance to financial statement users as to the objec-

tivity of corporate financial statements;4 (2) a reinforcement of

the corporation's external auditor's independence;5 (3) an increased

attention to the audit and control functions at the director's

level;6 and (4) an added protection for the directors of the corpo-

ration, especially for the nonofficer directors, against potential

litigation concerning the due care they exercise in the fulfillment

of their responsibilities.

Corporate chief executive officers, members of audit committees,

practicing chartered accountants, and financial analysts were asked

to indicate whether an effective audit committee can contribute these

and any other benefits which they might wish to add. In addition,

chartered accountants were asked the proportion of their clients

which they believe has realized these benefits.

Table 5-22 summarizes the responses of the four individual

gnmaps. It shows that over 80 percent of the respondents in each
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TABLE 5-22

BENEFITS OF AN EFFECTIVE CORPORATE AUDIT COMMITTEE--

SUMMARY OF INDIVIDUAL GROUPS

 

Percentage of Yes Responses

CEO MAC CA FA

 
Benefits

 

1. Gives added assurance to users of finan-

cial statements as to the objectivity of

corporate financial statements 73.0 72.0 61.0 67.0

2. Reinforces the independence of the

corporation's external auditors 67.0 80.0 90.0 64.0

3. Results in increased attention to the

audit and control functions at the

director's level 87.0 84.0 97.0 89.0

4. Provides added protection for the direc-

tors of the corporation, especially for

the nonofficer directors, against poten-

tial litigation concerning the due care

they exercise in the fulfillment of their

responsibilities 77.0 80.0 70.0 80.0

 

Note: CEO = Chief executive officer;

MAC Member of audit committee;

CA Practicing chartered accountant; and

FA = Financial analyst.
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group indicated that an effective audit committee would increase

attention paid to the audit and control functions at the director's

level. About 80 percent of the respondents in each group also believed

that it would provide added protection for directors against potential

litigation concerning the due care they exercise in the fulfillment of

their responsibilities. However, even though the majority in each

group felt that it would reinforce the independence of the auditors,

the chief executive officers (67 percent) did not appear to be as

certain as the members of audit committees (80 percent) and the prac-

ticing chartered accountants (90 percent). On the other hand, while

the majority in each group indicated that the committee gave added

assurance to users of financial statements as to the objectivity of

corporate financial statements,tfluachartered accountants (61 percent)

appeared to be less sure than both the chief executive officers

(73 percent) and members of audit committees (72 percent).

Table 5-23 shows that the majority of respondents felt that

an effective audit committee can, indeed, contribute these benefits.

Moreover, the majority of respondents in each of the four groups

believed that this was so, as exhibited in Table J-l of Appendix J.

Of the 480 respondents, 422 (88 percent) felt that an effective

committee can result in increased attention to the audit and control

functions at the director's level. Such a contribution is significant,

as noted by the Honourable S. H. S. Hughes in the Atlantic Acceptance
 

report: "A thorough understanding of accounting problems and audit

procedures has not hitherto been considered one of the required

accomplishments of company directors, and it is more than ever

3
‘
.
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necessary that it should be so."7 In another area, 375 (78.1

percent), including 27 of the 37 lawyers who are committee members,

believed that the committee can provide added protection for the

directors of the corporation, especially for the nonofficer directors,

against potential litigation concerning the due care they exercise in

the fulfillment of their responsibilities. It also was believed by

356 (74 percent), including 53 of the 60 chartered accountants, that

it reinforces the independence of the corporation's external auditors.

0n the matter of added assurance to users of financial statements as

to the objectivity of corporate financial statements, 334 (69.6

percent) believed this to be so.

One major conclusion that can be drawn from these results is

that an effective audit committee can, in the opinion of the respond-

ents, contribute tangible benefits to a variety of parties, among

them the directors, external auditors, users of financial statements,

and management.

However, a more pertinent and important question is whether

these benefits are actually realized. Table 5-24 shows that 34

(56.7 percent) of the 60 chartered accountants found most of their

clients' committees did realize the benefits, 9 (15 percent) for some

clients, and 7 (11.7 percent) for a few clients. Only 4 (6.7 percent)

found that no clients realized such benefits. When the results are

analyzed in terms of number of clients, it is revealed that most of

the 104 (61.2 percent) of the 170 clients realized the benefits, 30

(17.6 percent) for some clients, and 25 (14.7 percent) for a few cli—

ents. Only 8 (4.7 percent) clients did not realize such benefits.
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TABLE 5-24

BENEFITS REALIZED BY AN EFFECTIVE CORPORATE

AUDIT COMMITTEE - PRACTICING

CHARTERED ACCOUNTANTS

 

 

Benefits realized by W W11)

Most clients 34 56.7 104 61.2

Some clients 9‘ 15.0 30 17.6

Few clients 7 11.7 25 14.7

No clients 4 6.7 8 4.7

Not answered 2 3.3 3 1.8

Not applicab1e(a) _4_ 6.6 0 0
 
 

60 100.0 17 100.0
___—*—

—
 

 

 

(3)
These four respondents had no clients with an audit com—

mittee and therefore did not answer this part of the

questionnaire.

(b)The respondents were asked to indicate the number of

clients they served.
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Accordingly, it appears that the majority of the clients'

committees, in the opinion of the practicing chartered accountants,

have realized at least some if not all four principal benefits.

Furthermore, one respondent reported that some of his clients'

voluntary audit committees (that is, not required by law) also

realized these benefits.

The following are typical examples of the benefits added

by respondents to the questionnaire. They can be classified into six

categories:

1. Enhances communication and access between external

auditors and directors:

Provides a more effective vehicle for a dialogue

between external auditors and directors;

Results in a closer liaison between directors and

external auditors;

Provides a ready access to directors for the [external]

auditors and vice versa; and

Allows an open and frank disclosure by the [external]

auditors directly to the board.

2. Enhances credibility and objectivity of financial

reporting:

Provides better financial reporting, more effective

control systems, and better financial planning;

Provides additional objective judgment on questions

of accounting policy and financial statement presen-

tation;

Provides additional approval of management action

through emphasizing financial matters;

Prevents the "window dressing" of financial results

by Operating management;

Ensures exposure of any suppression of information

or procedures by management; and
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Provides the vehicle for an objective assessment of

management's performance by directors.

Reinforces auditor's independence:

Gives auditor greater sense of independence;

Ensures that the auditors can have access to all

pertinent data they require;

"There is a tendency for external auditors to get

chummy with internal finance departments, and at times

avoid seeing the obvious, thus leaving the chief

executive officer unprotected. The audit committee

fills a badly needed gap here. I have seen this in

other companies."

Provides protection for directors and stresses their

responsibilities:

Provides an opportunity for the outside or nonofficer

directors to become more involved with the reviewing

of the company's affairs;

Provides a useful forum for outside directors to dis-

cuss the affairs of the company among themselves;

Provides outside directors a better "feel" for the

problems and prospects of the company;

Enables directors to be more competent to set remunera-

tion and to shape apprOpriate incentive programs;

Gives added assurance as to the competence of the

chief executive officer;

Compels directors to scrutinize accounting principles

and procedures as well as results of operation;

Lets directors know who is responsible for the review

of the audit; and

Provides additional information to directors regarding

the results of the audit.

Provide discipline value:

Greater in-depth study by the audit committee keeps

management more alert and more responsive;

Keeps everyone involved "honest";
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Keeps independent auditors and internal auditors from

being sloppy or taking anything for granted; and

Encourages the adoption of suggestions made in the

"Post Audit Letter" by the external auditor.

6. Other:

Gives added assurance to the board and the chief execu-

tive officer as to the competence and integrity of the

treasurer/comptroller function;

Safeguards the interest of shareholders in management-

control corporations;

 

Provides an excellent educational experience for

directors; and

"I feel that these functions [of the compensation com-

mittee] are performed better now and were the evolution

of the audit committe formation."

Apparently, some respondents felt that an effective audit

committee can provide a wide range of beneficial effects, as evidenced

by the above examples. However, some respondents appeared to be con-

cerned about the tendency to expect too much from the committee and

about the responsibility of the board members as a whole relative to

those of the committee members. For example, the following are com-

ments from three committee members:

lkao much reliance should not be put on the audit committee

try other directors. The latter should quiz audit committee

nmnnbers thoroughly and should get the minutes.

TTue formation of an audit committee can in no way absolve the

bcnard of directors from taking reasonable care in the manage—

nmnit of the company. In my opinion one of the most important

fluictions of a board of directors is to ensure that the offi-

cer}; of the company have the ability, integrity, and a sense

of xvhat is morally correct in the light of present-day

business conditions.

Audit committees do not relieve board members of their respon-

sibilities. They only help them discharge them better.
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It seems that other board members must scrutinize the activities of the

audit committee if they are to discharge their proper responsibilities.

To some extent, the audit committee perhaps may have provided some

discipline value here.

Similarly, the discipline value for the practicing chartered

accountants is very real. The partners of two major accounting firms

indicated that they spent a significant amount of time preparing for

the meetings with audit committees. Furthermore, they usually

required two partners, one of them not in charge of the audit, to

attend these meetings in addition to the senior field audit staff.

The reason was that these two partners probably could be able to resolve

major issues arising from the meeting which required immediate reso-

lution and to provide a more objective opinion in the discussions by

the partner who was not involved in the audit of this client. Perhaps

another reason was to give other partners more exposure and experience

in dealing with such committees.

In summary, it seems reasonable to conclude not only that the

audit committee can provide tangible benefits or advantages as discussed

here and in chapter II, but also that the majority of committees have

realized them. Therefore, the audit committee is, indeed, performing

a useful function in the corporation.

Mautz and Neumann, based primarily on information obtained

through interviews, conclude that corporate audit committees can

provide the following possible benefits:

Increased attention to the audit function;

Reinforcement of the independence of the company's certi-

fied public accountants;

An added protection for shareholders and especially for

the directors of the company;
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Added leverage for the financial management of the company

in effecting necessary improvements; and

More effective accomplishment of specific assignments.8

The Role Played by the Corporate Audit Committee

in Resolvinngajor Disagreements between

the External Auditor and Management

 

 

 

To determine the extent to which the audit committee is

instrumental in settling major disputes between the external auditor

and management, corporate chief executive officers, members of audit

committees, and practicing chartered accountants were asked whether

there had been major disagreements. If so, they were asked if these

were resolved by the audit committee. In addition, respondents were

asked to describe the specific issues involved.

Table 5—25 shows that major disagreements between the external

auditor and management were relatively few and that the majority of

them were resolved by the audit committee. Some were handled by the

audit committees and management together, and others were handled by

the board of directors. Specifically, of the 13 major disagreements

reported by chief executive officers, 9 were resolved by audit com-

mittees. Of the 23 reported by committee members, 18 were handled by

audit committees, 2 by committees and management together, and 3 by

boards of directors. Of the 14 reported by chartered accountants,

11 were dealt with by committees, 2 by management, and 1 was unresolved.

Interestingly, the same disagreements were reported by the

three groups. Apparently, these respondents were reporting disagreements

from the same company. The following summarizes the major issues

identified by the respondents:

I
-
i
l
.
~



160

TABLE 5-25

MAJOR DISAGREEMENTS BETWEEN THE EXTERNAL AUDITOR

AND THE MANAGEMENT

 

 

 

Responses

Yes

CEO MAC

 

Number of major disagreements between

the external auditor and the manage-

ment of the corporation in the past

two years. 13 23

Number of these disagreements

resolved by the corporate audit

committee? 9 23*

 

*Two of these disagreements were resolved by the audit commit—

tees and managements. Three were resolved by the board of

directors. There is probably some double counting here

because they are accounted for by member and not by committee.

Consolidation of a subsidiary company;

Provision for income tax liability in dispute;

Method of disclosure of effect of foreign currency

valuation;

Consolidation of a foreign subsidiary and effect on

parent company's financial statements;

Basis of accounting for investment in a joint venture;

Method of accounting for capital expenditure for land

development;

Method of inventory valuation;

Reporting and treatment of outstanding litigation;

Accounting for depreciation, deferred expenses, and

presentation of extraordinary items;

Auditors' recommendation to upgrade the financial staff

(implemented only after strong support from the com-

mittee); and
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Change in accounting principles and procedures and audit

matters (resulting in a recommendation by the audit com-

mittee to change auditors).

General Effectiveness of the

Copporate Audit Committee

 

 

Corporate chief executive officers, members of audit committees,

chartered accountants, and financial analysts were asked whether they

would agree or disagree with the following statement:

"In general, corporate audit committees are effective

in fulfilling their reSponsibilities."

Table 5-26 summarizes the responses from the four groups. It shows

that the majority, 331 (69 percent) of the 480 respondents, agreed

to the above statement, only 52 (10.8 percent) disagreed, and 97

(20.8 percent) did not respond. Specifically, 82 (81.2 percent) of

the 101 chief executive officers, 146 (75.3 percent) of the 194

members of audit committees, and 47 (78.3 percent) of the 60 chartered

accountants felt that, in general, corporate audit committees are

effective in fulfilling their responsibilities. Since 53 (42.4

percent) of the 125 financial analysts did not express an Opinion due

to lack of evidence upon which to base their Opinions, only 56 (44.8

percent) agreed to the above statement, and 16 (12.8 percent) disa-

greed. Even though the majority of those who expressed an opinion

felt that audit committees were generally effective, the results of

this group are less conclusive and should be read with caution

because of the large number of respondents who had no Opinion on

the matter.
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It seems evident that the great majority of the respondents

who have had direct or intimate involvement with audit committees,

namely, chief executive officers, committee members, and chartered

accountants, agreed that audit committees were generally effective.

Some respondents believed that audit committees would become more

effective as the members become more experienced. For example, a

chartered accountant, who is a national director of auditing standards

of his firm and thus has considerable contact with audit committees,

comments: "Our general conclusion is that audit committees are

turning out to be more useful and more effective than we had imagined

and, as you can well imagine, we were fairly strong advocates [of

such committees]." Similarly, some respondents indicated that their

committees, while not particularly effective at the time, were making

progress and would eventually become effective. On the other hand,

a number of respondents suggested that because the committees were

so recent their effectiveness in discharging responsibilities should

be considered tentative and could only be proven over a longer period

of time.

Usefulness of the Corporate Audit Committee
 

All respondents were asked whether they considered corporate

audit committees to be useful to them as corporate chief executive

officers, members of audit committees, practicing chartered account—

ants, and financial analysts. Table 5-27 shows that 450 (94 percent)

of the 480 respondents considered such committees useful; specifically,

223 (47 percent) respondents felt that the committees were useful for

all corporations, and 204 (43 percent) for only those corporations
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TABLE 5-27

USEFULNESS OF CORPORATE AUDIT COMMITTEES

TO THE FOUR GROUPS

 

 

   

 

 

, , Responses

Corporatfiggpfiitfgpmmittee ._£§Q MAC__ __EA FA Total_

I No. Z NO. Z NO. Z No. Z No. Z

All corporations 46 45 98 50 14 23 65 52 223 47

Only those corporations offer—

ing securities to the public 40 40 85 45 36 60 43 34 204 43

No corporations 8 8 4 2 7 5 19 4

Other

For large corporations and

large boards of directors 3 3 2 1 7 11 2 2 14 3

For all corporations except

family held corporations 1 1 - l 0 2 0

For all corporations where

there is substantial nonman—

agement shareholder interest 1 1 2 1 1 0 1 1 5 1

For corporations with out—

side directors 1 0 1 l 2 0

No response 2 2 2 1 1 0 6 5 ll 2

ing: 00 1 4 00 2g 00 125 O 480 100

H H H 1 {I

 

Note: CEO = Chief executive officer;

MAC = Member of audit committee;

CA = Practicing chartered accountant; and

FA = Financial analyst.

h
e
“
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offering securities to the public. Only 19 (4 percent) of the 480

respondents thought the committees were useful for no corporation.

Some respondents pointed out that audit committees were both

new and evolving and that "they have been getting more useful and

competent each year." In fact, a few of them were surprised that

the committees had turned out to be more useful than they had

expected. However, those respondents who indicated that audit com-

mittees were useful for no corporations usually based their opinion on

unfavorable experience with ineffective committees, as reflected by

the following statements:

My response is based on one client required to have an audit

committee under the [Ontario] Business Corporations Act.

This audit committee performs its function in a very per-

functory manner.

In my experience audit committees in Canada have been estab—

lished primarily to satisfy compliance with the law. They

are not generally viewed as a beneficial functioning body in

the corporation management. In most instances, the committees

have tended to provide an after-the-fact review function with

no follow up recommendations for corrective action.

However, it seems fair to conclude that an overwhelming majority

of the respondents considered audit committees to be useful for a

variety of corporations.

Effect of the Corporate Audit Committee

on Financial Reporting

 

 

It has been suggested that the corporate audit committee can

give added assurance to financial statement users concerning the

objectivity of corporate financial statements, as discussed in chapter

11. Accordingly, this issue was raised with the financial analysts.

They not only are frequent users of financial statements but also
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are proxies for shareholders, and as disclosed in chapter III, a

number of them are directly involved in securities investment for

their companies. Specifically, they were asked the following

questions:

Do you feel that the annual financial statements are more

reliable for those corporations which have audit com-

mittees?

Do you feel that an ineffective corporate audit committee

has an adverse effect on the credibility of the corpora-

tion's financial statements?

 

Table 5-28 reveals that the majority, or 71 (56.8 percent), of

the 125 financial analysts felt that the statements were more reliable

for those corporations with audit committees. Only 40 (32 percent)

felt that the statements were not more reliable, and 14 (11.2 percent)

expressed no opinion or did not respond.

Those who felt that the statements were more reliable sup-

ported their position with the following comments:

With another group of individuals paying closer attention,

the financial statements should be more reliable.

Nonofficer directors [who are committee members] will be less

willing to condone ultra-liberal or shady accounting policies.

Auditors have greater freedom of objectivity than when they

report only to Operating officers. Also, operating officers

are less likely to attempt to bury adverse items.

It provides a greater effort to achieve objectivity and to

properly explain and/or resolve questions of accounting and

other important matters.

It is another independent check on the company's own proce-

dures and controls and on the auditors' access to all matters

he deems important.

Because major accounting policies and financial statement

presentation and disclosure will have been reviewed at the

director's level with the external auditors in attendance.
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I feel this is an important link and watchdog between three

distinct groups-~the auditors, directors, and management--

for the benefit of the shareholders and investors.

My experience has been that statements which have passed

through audit committees are more detailed and items are

better explained.

Those who felt that the statements were not more reliable

generally stated that they relied on the external auditors.

With independent and competent auditors, the financial state-

ments should be reliable as they are. Audit committees,

however, will enable the directors to understand better the

financial position of the corporation.

Because accounting firms are generally quite reliable.

Competent auditors should provide reliable reports.

I believe that the audit committee relies on the independent

auditors. Consequently, all it achieves is to enable the

independent auditor to have access to nonmanagement direc-

tors with whom to discuss serious difficulties.

However, a number of respondents pointed out that the lack

of information concerning audit committees in the annual report made

it practically impossible to assess the situation intelligently.

Moreover, they suggested that reliability of statements depends much

on the effectiveness of the committees.

As an outside shareholder, I have no idea how strong the audit

committee is or of its activities and so I couldn't judge [the

added reliability of the statements].

Outsiders have no knowledge as to whether the audit committee

is effective or not.

It depends on the make-up and functions, etc., of the com—

mittee. It is difficult to generalize [whether the statements

are more reliable].

Outsiders seldom know what the audit committees actually do

or have done.

Financial statements do not always reveal if audit committees

operate.
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In general, then, the majority of financial analysts believed

that annual financial statements were more reliable for those corpo-

rations with audit committees, despite the absence of information on

the committees' activities and the lack of a practical basis for

ascertaining their effectiveness.

Table 5-28 reveals that 74 (59.2 percent) of the 125 finan-

cial analysts felt that an ineffective audit committee had no adverse

effect on the credibility Of the corporation's financial statements,

and only 41 (32.8 percent) felt it had an adverse effect. However,

20 of the respondents in the former group explained that since there

was no practical means for them to ascertain whether the committee was

ineffective, there could not be any adverse effect:

The outsider has no way of knowing whether an audit committee

is effective or ineffective.

It is highly unlikely that external readers of the corpora—

tion's financial statements will be aware that the audit

committee of a particular company is ineffective.

It is impossible for anyone outside of the corporation to

determine whether the audit committee is effective or inef-

fective. It is unlikely that analysts or shareholders would

know who is on the committee.

I don't know how one tells the audit committee is ineffec-

tive. Speaking from the outside, I don't really even know

what it actually does.

In addition, 6 respondents indicated that there would be an adverse

effect if the ineffectiveness of the committee were known. For

example:

If recognized as ineffective, this amplifies the feeling of

a possible cover-up, indicating management's reluctance to

report in a straight-forward manner to its shareholders.

It makes one assume that the company has something to hide.
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The image of such a committee will be affected, and, when

generally realized, a credibility gap [between users of

financial statements and management] will emerge.

Some of those who felt that there was no adverse effect on financial

statements explained their position this way:

There is no way for an outsider to judge; also, the fact that

a watchdog has no teeth doesn't mean that "something" is

taking place.

We rely on the independence and competence of the [external]

auditors.

On the other hand, those who felt that the committee's

ineffectiveness had an adverse effect on the credibility of corporate

financial statements argued that it would create an atmosphere of

suspicion and misleading expectations on the part of investors toward

corporate management:

An ineffective committee is worse than no committee at all.

It is likely to arouse more adverse suspicions regarding the

credibility of financial statements since it could appear as

a deliberate smoke screen thrown up by management.

This situation may create a false sense of security.

To an analyst or outside shareholder, the impression devel-

oped would be a whitetuuflijob and would reflect the

ineffectiveness of nonofficer directors.

If this part of the corporation is ineffective, why might

this not be the case for the whole organization?

Apparently, the lack of information on the activities of the

audit committee and particularly on the absence of a practical means

by which external financial statement users can intelligently assess

its effectiveness probably has contributed to a rather mixed and

tenuous reactions from financial analysts as to the effect of the

committee on corporate financial reporting. For example, if the
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ineffectiveness of an audit committee were known, many of those who

believed that there would be no adverse effect might well take a

different position, as discussed earlier. Consequently, generalizations

from these data should be read with caution, and a careful examina-

tion of the data is recommended. In general, however, it can be said

that the annual financial statements, in the opinion of the financial

analysts, are more reliable for those corporations with audit com-

mittees than for those without. Also, it is uncertain whether an

ineffective audit committee has an adverse effect on the credibility

of the company's financial statements, especially in the absence of

evidence to support it. Yet it seems reasonable to infer that if

the ineffectiveness of the committee is known, there would be some

adverse effect on the credibility of financial reporting of the

corporation as a whole.
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CHAPTER VI

SUMMARY OF FINDINGS, CONCLUSIONS,

AND RECOMMENDATIONS

Introduction
 

This chapter focuses on the following areas: (1) summary of

findings, highlighting the research findings discussed in chapters

IV and V; (2) conclusions, based on the research data presented

throughout this study and particularly in chapters IV and V; (3) recom-

mendations, whose primary objective is to improve the committees'

overall usefulness and effectiveness; and (4) suggestions for further

research, pointing out the reasons and need for similar research in

the future.

Summary of Findings
 

The following summary highlights the research findings

discussed in chapters IV and V.

l. The size of the corporate audit committee is typically

small, ranging from the statutory minimum of 3 to 8 members, with an

average of less than 4 members per committee. Three—member committees

are the most common, probably reflecting the tendency of companies

to conform to the statutory minimum and perhaps the desire to keep

membership small in order to make in-depth discussions more effective

and efficient. Likewise, the size of the board of directors is also

generally small, ranging from 5 to 18 members, with the average being
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8. Nearly 85 percent of the boards have 5 to 10 members. There is

no apparent relationship between the size of the committee and the

size of the board, and there is also no observable committee or board

size pattern unique to any particular industry.

2. The number of meetings held annually by an audit committee

depends not only on the size and nature of business of the company in

which the committee operates, but also on the scope of the committee's

activities. Although the number of committee meetings held ranges

from zero to six, the committee generally meets once or twice a year.

Except in two cases, it meets with the external auditors at least

once, and sometimes as many as six times. Committees which meet

only once usually hold their meeting prior to the annual board of

directors meeting and before the publication of the annual financial

statements. Committees which meet more than once generally hold

their meetings prior to or during the annual audit, upon completion

of the audit, prior to the publication of quarterly or interim finan-

cial statements, and before the board's final approval of the annual

financial statements. Most of these meetings are held on a regularly

scheduled basis.

3. A great majority of the committees keep minutes of their

meetings and forward them to the board of directors and/or the chief

executive officers. In some cases, the minutes also are forwarded

to the external auditors and chief financial officers of the company.

Some committees make a verbal report to the board of directors, and

still others report only their major problems to the board.
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4. The proportion of company officers on their own audit

committees is less than 30 percent, reflecting the general compliance

of companies with the statutory requirement to have a majority of

nonofficer directors on their committees. About one-half of these

officers are chief executives who hold the position of chairman of the

board of directors or president, the remaining half are vice-chairmen

of the boards, vice—presidents (financial and other), secretary-

treasurers, and treasurers or controllers.

5. The principal occupations of nonofficer members of the

committees include business executives, lawyers, investment bankers

and dealers, and financial and business consultants. One-half of

these members are represented equally by lawyers and presidents of

other companies. The other half are represented primarily by

investment bankers and dealers, chairmen and vice-chairmen of boards

of directors, financial and business consultants, directors and

professional directors, and retired business executives.

6. Many individual members serve on more than one audit

committee, and some serve on as many as six. A great majority of

committee members have served for at least two years, and a few have

served for five or six years.

7. The majority of corporate chief executive officers, mem-

bers of audit committees, practicing chartered accountants, and

financial analysts feel that management representation on audit

committees is desirable. Those who have direct experience with the

committees, namely, chief executive officers, committee members, and

chartered accountants, favor it more than those who do not have such
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experience. The desire to have management representation probably

stems from (1) the need to avoid and prevent possible misunderstanding

and suspicion among management, committee members, and auditors, and

(2) the need to provide management with an opportunity to present its

opinions on the matters discussed and to facilitate in-depth discus-

sions because of its familiarity with the details of these matters.

8. Both the corporate chief executive officers and audit

committee members feel that it is not desirable to disclose the names

of committee members in the corporate annual report, although the

latter feel less strongly about it. The chartered accountants and

financial analysts, on the other hand, believe that such disclosure

is desirable, and the latter appear to feel more strongly about it

than the former.

9. Only 6 of the 101 chief executive officers reported that

their companies had an audit committee prior to 1971, the year in

which the legal requirement came into force, and one company changed

its committee membership from all officers to a majority of nonofficers

to conform to the requirement of the Ontario act. The reason for

establishing such a committee was primarily to inject a third party

into the normal auditor-management relationship.

10. The audit committee is considered to be a flexible and

adaptive organizational unit that can serve a variety of purposes.

As such, there is a divergence of opinion on the exact order of

importance concerning its purposes. The two most important of the

eight purposes are: (l) to relieve the board of directors, as a

whole, of details regarding the review of the results of the
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independent audit; and (2) to serve as an independent review func—

tion of the company's Operations and its annual financial statements

before their submission to the board Of directors for approval. In

addition, the following purposes, listed in order Of importance,

are considered important:

a. TO give attention tO the internal control functions

Of the company;

b. TO relieve the board Of directors, as a whole, of

details regarding the review Of the annual financial

statements;

c. To give additional attention to the audit function

performed by the independent auditors; and

d. TO provide nonofficer directors with direct and more

personal contact with the independent auditors.

However, there is unanimous agreement that the following pur—

poses are not important:

TO relieve the board Of directors, as a whole, of

details regarding (l) the nomination of the inde-

pendent auditors, and (2) the arrangements for the

independent audit.

11. There is less disparity of Opinion regarding the ranking

of functions than the ranking Of purposes of the audit committee.

The three most important functions are:

a. Review with the independent auditors, on completion of

the audit, their experience, any restrictions on their

work, cooperation received, their findings, and their

recommendations;

b. Review with the independent auditors their evaluation

of the company's internal control systems; and

c. Review the corporate annual financial statements before

their submission tO the board of directors for approval.

In addition, the following functions, listed in order Of

importance, are considered significant:
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a. Review the scope of internal audit procedures with the

chief internal auditor;

b. Discuss with the independent auditors, before the

audit is completed, its scope, purpose, and the proce-

dures to be included;

c. Review interim financial reports to shareholders

before these reports are approved by the board of

directors; and

d. Review the reports of the internal audit staff.

However, nomination of the independent auditors is not con-

sidered to be an important function of the committee.

12. The three functions that are ranked as the most important

are performed by most of the audit committees. Also, some committees

probably perform all eight suggested functions, and a few committees

may even perform more than eight.

The most desirable number of duties a committee should take

on and still be expected to discharge properly depends on the circum—

stances in which it Operates. In view Of the fact that the size Of

the committee is usually small and it meets only a few times a year,

it is important to avoid burdening the committee with too many duties

which may divert its full attention from more important matters and

thereby may reduce its overall effectiveness.

13. The three functions that are ranked as the most important

are performed effectively by most Of the audit committees. It

appears that the statutory function--the review Of annual financial

statements—-is the most effective. Also, Other functions are per—

formed with some degree Of effectiveness. In general, the effective

performance Of these functions is rather high.
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14. The five contributing factors for an effective audit

committee, in the order of their relative importance, are: (1) compe-

tence Of the audit committee members; (2) a set of well-established

committee objectives; (3) full cooperation and support Of the

corporate chief executive Officer; (4) a set of well-established

functions of the committee; and (5) full cooperation and support

of the board Of directors.

15. An effective audit committee not only can contribute

tangible benefits or advantages to directors, external auditors,

users Of financial statements, and management, but also the majority

of committees have realized at least some of such benefits. The

four principal benefits are: (1) gives added assurance to users

Of financial statements as to the Objectivity Of corporate financial

statements; (2) reinforces the independence of the corporation's

external auditors; (3) results in increased attention to the audit

and control functions at the director's level; and (4) provides added

protection for the directors Of the corporation, especially for the

nonofficer directors, against potential litigation concerning the

due care they exercise in the fulfillment Of their responsibilities.

In addition, an effective committe can (1) enhance communication and

access between external auditors and directors and (2) provide

discipline value for external auditors, directors, and management.

16. In general, the audit committee plays an important role

in resolving a large number Of the major disagreements between the

external auditors and the management of the corporation. Examples

Of these disagreements are:
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Consolidation of subsidiaries, both domestic and

foreign;

Provision Of income tax liability in dispute;

Method of disclosure of effect of foreign currency

valuation;

Method of accounting for capital expenditure for

land develOpment; and

Accounting for depreciation, deferred expenses, and

presentation of extraordinary items.

17. Audit committees are considered generally effective in

fulfilling their responsibilities, especially by those who have

direct eXperience with the committees. There is also an expectation

that an audit committee will become more effective as the members

become more knowledgeable and experienced with the committees' pur-

poses and functions.

18. Audit committees are considered useful for a variety Of

corporations in addition tO those Offering securities tO the public.

19. In general, annual financial statements are more reliable

for those corporations with audit committees than for those without

them, despite the absence Of information on the committee's activities

and the lack Of a practical means Of ascertaining their effectiveness.

However, the impact Of an ineffective committee on the credibility

Of the company's financial statements apparently depends on the

financial statement users' knowledge Of such ineffectiveness. A

reasonable inference is that if the ineffectiveness Of the committee

is known, there would be some adverse effect.
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Conclusions
 

Conclusions Of a research study necessarily involve a distil-

lation from a mass of data to a few precise and salient statements.

They are deceptively simple and very Often susceptible to misinterpre—

tation unless the underlying research methodology, supporting data,

and, more important, the detailed discussions throughout the research

study are fully understood and kept in proper perspective. Therefore,

the following conclusions should be read with this caveat in mind.

1. Attitudes toward the mandatory corporate audit committee

range from strong Opposition and indifference by a few tO wholehearted

endorsement by the majority Of corporate chief executive Officers,

members Of audit committees, practicing chartered accountants, and

financial analysts.

2. The mandatory audit committee is generally considered

useful for a variety Of corporations. It is effective in fulfilling

its responsibilities as an independent body within the corporate

structure in reviewing annual financial statements and discussing

the related accounting, auditing, and financial matters with the

external auditors.

3. The committee is considered to be a very flexible and

adaptive organizational unit in terms of both its purposes and func-

tions. Most committees are used to serve a variety of purposes and

functions, in addition tO those required by the Ontario Business

Corporations Act Of 1971. The two most important purposes are: tO

relieve the board Of directors, as a whole, of details regarding the

review Of the results of the independent audit, and tO serve as an
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independent review function of the company's operations and its

annual financial statements before their submission to the board of -

directors for approval. Most committees perform effectively the

functions that are considered of primary importance: (1) review with

the independent auditors, on completion of the audit, their experi—

ence, any restrictions on their work, cooperation received, their

findings, and their recommendations; (2) review with the independent

auditors their evaluation of the company's internal control systems;

and (3) review the corporate annual financial statements before their

submission to the board of directors for approval. Many committees

also perform effectively other important functions: (1) review the

scope Of internal audit procedures with the chief internal auditor;

(2) discuss with the independent auditors, before the audit is com-

pleted, its scope, purposes, and the procedures tO be followed;

(3) review interim financial reports tO shareholders before these

reports are approved by the board Of directors; and (4) review the

reports of the internal audit staff.

4. The committee, in establishing a regular and direct

channel of communication between independent auditors and directors,

can contribute and indeed has contributed the following benefits or

advantages to a diversity Of parties such as corporate directors,

management, external auditors, and financial statement users:

a. gives added assurance to users Of financial state-

ments as to the Objectivity Of corporate financial

statements;

b. reinforces the independence Of the corporation's

external auditors;

c. results in increased attention to the audit and

control functions at the director's level;
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d. provides added protection for the directors of the

corporation, especially for the nonofficer directors,

against potential litigation concerning the due care

they exercise in the fulfillment of their responsi—

bilities;

e. enhances communication and access between external

auditors and directors; and

f. provides discipline value for external auditors,

directors, and management.

5. The effectiveness Of an audit committee apparently is

dependent primarily on such factors as the competence of its members

and a set Of well—established committee Objectives. Other important

factors are (1) full COOperation and support of the chief executive

Officer, (2) a set Of well—established committee functions, and

(3) full cooperation and support Of the board of directors.

6. The committee plays an important role in resolving a

large number of the major disagreements between the external auditors

and the management Of corporations.

7. The committee apparently has a positive effect on the

reliability Of the company's financial statements. On the Other

hand, an ineffective committee probably would have an adverse effect

on the credibility Of the company's financial statements if such

ineffectiveness were known to users Of the statements.

8. Management representation on the committee is considered

desirable, especially by those who have direct experience with the

committee. The desire for such representation probably stems from the

need to (I) avoid and prevent possible misunderstanding and conflicts

among management, committee members, and auditors, and (2) provide

management with a timely Opportunity to present its Opinion on the
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matters discussed and to facilitate in-depth discussions because of

its familiarity with the details of and its expertise on these

matters. For those committees without management representation,

necessary steps should be taken to minimize or avoid unnecessary con-

flicts and misunderstanding among management, committee members, and

external auditors that may be attributable to the lack of management

representation.

9. In general, the committee makes a positive contribution

 

t0 corporat e governance .

Recommendations
 

In view Of the highly positive reaction toward the mandatory

corporate audit committee and the new and evolving nature of the

committee, the following recommendations aim primarily at improving

the committee's overall usefulness and effectiveness.

1. Corporate directors, management, and auditors, both

external and internal, should have a clear and full understanding Of

the committee's purposes and functions. A careful, frank, and

extensive discussion by them on what the individual committee should

and can do, in light Of the environment in which it Operates, will

eliminate much Of the unnecessary confusion, conflicts, and misunder-

standing about the committee that may develop. It probably will

foster a more cooperative atmosphere, which would assure the effective

functioning Of the committee. Furthermore, it also will avoid the

likelihood Of burdening the committee with too many duties that may

divert its full attention from more important matters and thereby

impair its overall effectiveness.

F
r
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2. There should be adequate disclosure both internally and

externally regarding the committee. Presently, little is known to

outsiders of the company about the committee, let alone the activities

or effectiveness of a particular committee. Therefore, it is strongly

recommended that companies provide, in the annual reports, relevant

information about their committees, such as the names Of members,

their principal occupation or affiliation, and the committee's scope

of activities. Such disclosure will supply users of financial state-

 

ments with pertinent information on the nature and scope of the

committee's responsibilities; this is essential in enhancing user's

understanding, and perhaps their evaluation, of the duties and per-

formance Of the committee. Similarly, adequate and timely information

concerning the committee also should be disclosed internally to

members Of management tO keep them informed. TO avoid unnecessary

conflicts and misunderstanding by management regarding the nature and

scope Of the committee's Operations, especially in those situations

where there is nO management representation on the committee, key

members Of management should be provided with the agenda for and

minutes Of meetings and should be afforded a timely Opportunity to

discuss matters either with the committee alone, with the external

auditors, or both.

3. Since the overriding Object for establishing the com—

mittee is to provide reliable financial information about the company

to the investors and the public, it is important that the committee

review all financial information released tO investors. Therefore,

it is strongly recommended that quarterly or interim financial
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statements and prospectus statements also be under the scrutiny Of

the committee, in addition to the annual financial statements which

presently are reviewed.

4. Since the committee is both useful and beneficial to a

variety Of parties, including corporate directors, management,

external auditors, and users of financial statements, it is strongly

recommended that all corporations consider the establishment Of such

a committee. Naturally, this action should be taken only after suf-

ficient discussion to understand the capability and limitations Of

the committee by those who will most likely be involved in its activi-

ties, as discussed in 1 above.

5. At present, there appears tO be little or no enforcement

by government agencies tO ensure compliance with the audit committee

requirement by companies. Therefore, it is recommended that legisla-

tion or regulations be enacted tO require the disclosure Of compliance

with this requirement by filing a report with the appropriate govern-

ment agency and by disclosure in the corporate annual report or in

the auditor's report. This disclosure ideally should include the

relevant information discussed in 2 above. The additional requirement

probably will minimize management's temptation to exercise undue

influence on the proper functioning Of the committee.1 Furthermore,

the Ontario business Corporations Act Of 1971 should require the

committee tO review the auditor's report on the annual financial

statements to ensure that all important matters have received the

attention Of the committee. The fact that such a review is done in

practice does not make it unnecessary to incorporate this requirement

into the act.
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6. Consideration should be given to the mundane matter Of

compensation for committee members. While monetary reward is perhaps

not a deciding factor in whether a director will serve on a committee,

it is nonetheless important that a member be compensated as much as

possible for the time he devotes to committee activities.

7. A more important and probably the most difficult matter ifl?

that deserves consideration is the determination Of a proper balance 5

between the social costs and social benefits resulting from the com— Em;

mittee. If the social benefits exceed the social costs, the committee

is desirable. Although the full extent Of such costs and benefits may

be indeterminate due tO the inability of quantifying at least some Of

them, it is certainly desirable that attempts be made to ascertain

such a relationship to the greatest extent possible.

Suggestions for Further Research
 

Since this study is limited tO those Ontario corporations

that are subject to the audit committee requirement and with two years'

experience, and since the committee concept is new and evolving, it is

pertinent to suggest at this juncture that a similar study be made

in the near future, either in the same province or in other provinces,

and at the federal government level.



FOOTNOTE—-CHAPTER VI

Haskins and Sells, The Week in Review, 28 September 1973, pp. 4—5.

The main issues reported are the change of auditors and the

functioning Of the corporate audit committee of Cerro Corporation

in the United States. The company claims that the auditors have

gone beyond accounting disputes: '

 

”One Of the things Lybrand [the external auditor] talked about

was its claim that the audit committee of Cerro's board of

directors had not met with Coopers and Lybrand, nor with any of

the four accounting firms management was considering as replace-

ments. Lybrand's request to meet with the audit committee has

been denied. A Lybrand letter addressed tO the Cerro audit

 

 

committee had never been seen by the chairman Of that committee

[emphasis added]."

Since the Ontario Business Corporations Act Of 1971 grants the

auditor the right to meet with the committee "to consider any

matters the auditor believes should be brought to the attention

of the directors or shareholders," it seems unlikely that man-

agement would deny it as in the case discussed above. However,

unless such compliance is enforced by the Act or its regulations,

management may be tempted to exert pressure on the committee and

auditor tO follow its demand.
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QUESTIONNAIRE ON CORPORATE AUDIT COMMITTEES

'TO CORPORATE CHIEF EXECUTIVE OFFICERS

Please indicate whether your corporation had an audit committee prior to the

requirement by the Ontario Business Corporations Act, 1970.

Yes [ ] If yes, please indicate the year in which the audit committee

was established and the primary reasons for its

establishment.

 

 

 

NO [ ] If no,

Have there been any significant changes in'the size, composition, responsibilities,

or other characteristic

please proceed to question 3.

s of your audit committee as a result of the Ontario

Business Corporations Act, l970,requirement?

Yes [ ] If yes, please list the changes.

 

 

 

No [ 1

Please indicate whether

another corporation?

Yes [ ] If yes,

you are

No l 1

Please indicate whether

company.

Yes

you are presently a member Of the audit committee of

please indicate the number of audit committees of which

a member. Number of audit committees

you are presently a member of the audit committee of your

I ] No l ]

This question seeks your frank evaluation Of the usefulness Of corporate audit

committees to corporate

in your Opinion, are us

for all corporatio

for only those cor

to the public

for no corporation

Other (please Spec

chief executive officers. Corporate audit committees,

eful - (please check one of the following).

us I ]

porations offering securities

5

ify)
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6. Please evaluate the following suggested purposes of a corporate audit committee,

and any you may wish to add, on the basis of what you think their importance

should be, by checking the apprOpriate space on the accompanying 4-point scale.

Importance Scale

Very Not Not Important

Purposes of the Audit Committee: important Important important at all
 

To relieve the board of directors, as a

whole, of details regarding -

The nomination of the independent

auditors I I I I I I I I

The arrangements for the independent

audit I ] I I I I I I

The review of the results of the

independent audit I I I I I I I I

The review of the annual financial

statements I I I I I I I I

To provide non-officer directors with

direct and more personal contact with

the independent auditors I I I I I I I I

To give additional attention to the audit

function performed by the independent

auditors I I I I I I I I

To give additional attention to the

internal control functions of the company [ ] [ ] [ ] [ I

To serve as an independent review function

of the company's Operations and its annual

financial statements before their sub-

mission to the board Of directors for

approval I I I I I I I ]

Other (please specify)
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7. For the following suggested functions of a corporate audit committee, and any

you may wish to add, please:

(a) evaluate them on the basis of what you think their importance should be,

by checking the appropriate Space on the accompanying 4-point scale

(b) evaluate the effectiveness (i.e. in terms of care and effort exercised)

with which each function is performed by your audit committee, by checking

the category "effective" or "ineffective". Please indicate the functions

not performed with a "N/A" in column b.

Functions of the Audit Committee:
 

Nominate the independent auditors

Discuss with the independent auditors,

before the audit is completed, its

SCOpe, purpose, and procedures to

be included

Review with the independent auditors,

on completion of the audit, their

experience, any restrictions on their

work, cooperation received, their

findings and their recommendations

Review with the independent auditors

their evaluation of the company's

internal control systems

Review interim financial reports to

shareholders before these reports

are approved by the board of

directors

Review the corporate annual financial

statements before their submission to

the board of directors for approval

Review the scope of internal audit

procedures with the chief internal

auditor

Review the reports Of the internal

audit staff

Other (please Specify)

 

 

 

 

 

 

(a) (b)

Is Performance of the

Importance Scale function generally

Very Not Not effective or

impor- Impor- impor- important ipgffective

_£3n£_ tant tent at all Effective Ineffective
  

I] I] I] II I] I]
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In general, corporate audit committees are effective in fulfilling their

responsibilities.

Agree [ ] Disagree [ ]

Please rank the following suggested factors for an effective corporate audit

committee, on the basis of what you think their relative importance should be

(1 - being the most important, 2 - being the second most important, and so on,

with 5 being the least important.)

Rank

Competence of the audit committee members I I

Full cooperation and support of the board of directors I I

Full COOperation and support Of the corporate chief executive Officer [ I

A set of well established Objectives of the audit committee [ I

A set of well established functions of the audit committee [ I

DO you feel that an effective audit committee can contribute the following

suggested benefits?

Yes No

Gives added assurance to users Of financial statements as

to the objectivity of corporate financial statements [ ] [ I

Reinforces the independence of the corporation's

external auditors I I I I

Results in increased attention to the audit and

control functions at the director's level [ I [ ]

Provides added protection for the directors of the

corporation, especially for the non-officer directors,

against potential litigation concerning the due care

they exercise in the fulfillment of their respon-

sibilities. I I I I

Other (please specify)

 

 

 

 

 

 

 



ll.

12.

13.

14.
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(a) Please indicate whether there have been major disagreements between the

external auditor and the management of the corporation in the past two years.

Yes [ ] (If yes, please also answer part (b) of this question)

NO [ I (If no, please proceed to question #12)

(b) Were these disagreements resolved by the corporate audit committee?

NO I]

Yes [ ] (If yes, please indicate the areas involved.)

Financial statement disclosure and reporting

Changes in accounting principles and practices

Audit matters (e.g., the SCOpe of audit,

audit report, etc.)

Other (please Specify)

Please comment briefly on the Specific disagreement(s) involved.

 

 

 

 

 

DO you feel that it is desirable to have Officers Of the company on the audit

committee Of their company?

Yes [ ] Please indicate the positions Of one or more Officers

you believe Should be on the audit committee.

Position of Officer:
 

!

 

NO [ ] Please state your reasons as explicitly as possible.

 

 

 

In general, how many times does the audit committee meet? It meets

times a year.

Are the meetings held on a regularly scheduled basis? Yes [ ] NO [ ]
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16.
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Do you feel that it is desirable to disclose the names of the corporate audit

committee members in the corporate annual report?

Yes [ I NO I I

If this questionnaire has omitted any matters relating to corporate audit

committees which you feel warrant attention, please comment on them below.

Thank you very much

Professor Wai P. Lam, B.Comm., M.B.A., C.A.

Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario N933P4
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QUESTIONNAIRE ON CORPORATE AUDIT COMMITTEES

TO MEMBERS OF AUDIT COMMITTEES

1. Please indicate the number of years you have been on this corporation's audit

committee.

years

2. Please indicate the number of other corporate audit committees of which you

are presently a member.

3. If you are an officer of this corporation, please indicate your present position

with the corporation (i.e., ”President," "Vice-President of finance,"

"Secretary," etc.)

Present position 

4. If you are not an Officer of this corporation, please indicate your principal

occupation, i.e., "Chairman of the board of directors," ”President," "Investment

banker," "Attorney," "University President," etc.

Principal occupation
 

5. Please evaluate the following suggested purposes of a corporate audit committee,

and any you may wish to add, on the basis of what you think their importance

Should be, by checking the apprOpriate Space on the accompanying 4—pOint scale.

Importance Scale

Very Not Not important

Purposes of the Audit Committee: important Important important at all
 

To relieve the board of directors, as a

whole, of gggails regarding -

The nomination of the independent

auditors I I I I I I I I

The arrangements for the independent

audit I I I I I I I I

The review of the results of the inde-

pendent audit I I I I I I I I

The review Of the annual financial

Statements I I I I I I I I

To provide non-officer directors with

direct and more personal contact with

the independent auditors I I I I I I I I

To give additional attention to the

audit function performed by the inde-

pendent auditors .. I I I I I I I I

To give additional attention to the

internal control functions of the company I I I I I I I I

To serve as an independent review function

of the company's Operations and its annual

financial Statements before their submission

to the board of directors for approval I I I I I I I I

Other (please specify)

 

 

 

.II
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6. For the following suggested functigps of a corporate and]: «ommittee, and any

you may wish to add, please:

(a) evaluate them on the basis of what you think tb.1;

(b) evaluate the effectiveness

with which each function is pertnrmed by your

the category "effective" or "ineffective".

(I.e. In terms of care

not performed with a "N/A" in column b.

Functions of the Audit Committee:

Nominate the independent auditors

Discuss with the independent auditors,

before the audit is completed, its

scope, purpose,and procedures to

be included

Review with the independent auditors,

on completion of the audit, their

experience, any restrictions on

their work, cooperation received,

their findings and their recom-

mendations

Review with the independent auditors

their evaluation Of the company's

internal control systems

Review interim financial reports to

shareholders before these reports

are approved by the board of

directors

Review the corporate annual financial

Statements before their submission to

the board of directors for approval

Review the SCOpe Of internal audit

procedures with the chief internal

auditor

Review the reports of the internal

audit staff

Other (please specify)

Importance Eiflie

to, gtance should be,

by checking the appropriate space on the accompanying é-pnint scale

and effort exercised)

.udit committee, by checkint

Please indicate the functions

(a)

 

 

 

Very

impor- Impor-

tant tant

II II

II II

I I I I

I I I I

I I I I

II II

I I I I

I I I I

I I I I

II II 
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I

-—- --.—.——

(b)

Is performance ..

function generailv

 
Inozxr.
--mn_fl

Not effective or

important ineffective?

at all Effective

I I I I

I I I I

I I I I

l I I I

l I I I

I I I I

I i I I

l I l I

l I I I

I I I I

I I I I

I I I I

the
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This question seeks your frank evaluation of the usefulness of corporate audit

committees to corporate directors. Corporate audit committees, in your opinion,

are useful — (please check one of the following).

for all corporations I I

for only those corporations Offering securities

to the puhlic I I

for no corporations I I

Other (please specify)

 

 

 

In general, corporate audit committees are effective in fulfilling their

reSponsibilities.

Agree I I Disagree I I

Please rank the following suggested gggtors for an effective corporate audit

committee, on the basis Of what you think their relative importance Should be

(1 - being the most important, 2 ~ being the second most important, and so on,

with 5 being the least important.)

 

Rank

Competence Of the audit committee members I I

Full cooperation and support of the board of directors I I

Full cooperation and support of the corporate chief executive

Officer I I

A set of well established objectives of the audit committee I I

A set of well established functions of the audit committee I I

Do you feel an effcctive audit committee can contribute the following suggested

benefits?

Yes

Gives added assurance to users of financial Statements as

to the objectivity of corporate financial statements I I

Reinforces the independence of the corporation's external auditors [ I

Results in increased attention to the audit and control functions

at the director's level I I

Provides added protection for the directors of the corporation,

especially for the non-officer directors, against potential liti-

gation concerning the due care they exercise in the fulfillment

Of their responsibilities. I I

Other (please Specify)
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11. (a) Please indicate whether there have been major disagreements between the

external auditor and the management of the corporation in the past two

years.

Yes I ] (If yes, please also answer part (b) of this question.)

No I I (If no, please proceed to question #12.)

(b) Were these disagreements resolved by the corporate audit committee?

No I]

Yes [ ] (If yes, please indicate the areas involved.)

 

Financial statement disclosure and

reporting

 

Changes in accounting principle and

practices

 

 Audit matters (e.g., the scope of

audit, audit reports, etc.)

 

Other (please Specify)
 

Please comment briefly on the Specific disagreement(s) involved.

 

 

 

 

 

12. Do you feel that it is desirable to have officers of the company on the audit

committee of their company?

Yes I I Please indicate the positions of one or more officers you

believe should be on the audit committee

Position of officer:
 

 

No [ ] Please state your reasons as explicitly as possible.

 

 

 

13. In general, how many times does the audit committee meet? It meets

times a year.

14. Are the meetings held on a regularly scheduled basis?

Yes I I NO I I
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15. (a) Are minutes kept for each of the audit committee meetings?

 

 

 
 

 

 

Yes I I No I I

(b) Are the minutes forwarded to the v .

.es NO

Board of dilecturh I I I I

Corporate chief executive officer I I I I

Other (Specify) [ 1 I ]

16. Do you feel that it is desirabje L disclose the names vi the corporate audit

committee members in thv corporate annual report?

Yes [ I NO I I

17. If this questionnaire has omitted any matters relating to corporate audit

committees which you feel warrant attention. please Comment on them below.

Thank you very much

Professor Wai P. Lam, B. Comm., M.B.A., C.A.

Study on Corporate Audit Committees

University of Windscr

Windsor, Ontario NQR 3P4
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QUESTIONNAIRE ON CORPORATE AUDIT COMMITTEES

TO PRACTICING CHARTERED ACCOUNTANTS

1. Please indicate the number of corporate clients for which you now personally

serve as a partner which are required by the Ontario Business Corporations Act,

1970, to have audit committees.

number of clients
 

2. For the clients you have indicated in Question 1, please:

(a) Check the proportion of their audit committees which perform any of the

following suggested functions, and any you may wish to add.

(b) Evaluate the effectiveness (i.e., in terms of care and effort exercised)

with which their audit committees generally perform the functions desig-

nated in (a) above by checking the category "effective" or "ineffective".

Functions of the Audit Committee:
 

Nominate the independent auditors

Discuss with the independent

auditors, before the audit is

completed, its scope, purpose,

and procedures to be included.

Review with the independent

auditors, on completion of the audit,

their experience, any restrictions

on their work, cooperation received,

their findings and their recom-

mendations

Review with the independent

auditors their evaluation of the

company's internal control systems

Review interim financial reports to

shareholders before these reports

are approved by the board of

directors

Review the corporate annual finan-

cial statements before their sub-

mission to the board of directors

for approval

Review the sc0pe of internal audit

procedures with the chief internal

auditor

Review the reports of the internal

audit staff

Other (please Specify)

 

 

 

 

 

50% or

more

I l

(a)

Function is

performed by

less than

502 none

(b)

Is performance of the

function generally

effective or ineffective?

Effective Ineffective
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3. Please evaluate the following suggested functions of a corporate audit committee,

and any you may wish to add, on the basis of what you think their importance

Should be, by checking the appropriate Space on the accompanying 4-point scale.

Functions of the Audit Committee:

Nominate the independent auditors

Discuss with the independent auditors,

before the audit is completed, its

scope, purpose, and procedures to be

included

Review with the independent auditors,

on completion of the audit, their

experience, any restrictions on their

work, c00peration received, their

findings and their recommendations

Review with the independent auditors

their evaluation of the company's

internal control systems

Review interim financial reports to

Shareholders before these reports are

approved by the board of directors

Review the corporate annual financial

statements before their submission to

the board of directors for approval

Review the scope of internal audit

procedures with the chief internal

auditor

Review the reports of the internal

audit Staff

Other (please Specify)

 

 

 

 

 

 

Very

important

I ]

Importance Scale

Important

Not

important

Not important

at all
 

I ]

 

I ] I I
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4. Please evaluate the following suggested pugposes of a corporate audit committee,

and any you may wish to add, on the basis of what you think their importance

should be, by checking the appropriate Space on the accompanying 4-point scale.

Importance Scale
 

Very Not Not important

Purposes of the Audit Committee: important Important important at all
 

To relieve the board of directors, as

a whole, of details regarding -

The nomination of the independent

auditors I I I I I I I I

The arrangements for the independent

audit I I I I I I I I

The review of the results of the

independent audit I I I I I I I I

The review of the annual financial

statements I I I I I I I I

To provide non-officer directors with

direct and more personal contact with

the independent auditors I I I I I I I I

To give additional attention to the

audit function performed by the inde-

pendent auditors I I I I I I I I

To give attention to the internal

control functions of the company I I I I I I I I

To serve as an independent review function

of the company's Operations and its

annual financial statements before their

submission to the board of directors for

approval. I 1 I 1 [ 1 I 1

Other (please Specify)

 

 

 

 

 

 

5. This question seeks your frank evaluation of the usefulness of corporate audit

committees to you as an independent auditor. Corporate audit committees, in

your opinion, are useful - (please check one of the following).

for all corporate clients I I

for only those corporate clients offering securities

to the public

H
I
—

b
—
l
l
-
d

for no corporate clients

Other (please Specify)
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In general, corporate audit committees are effective in fulfilling their

responsibilities.

Agree I I Disagree I I

Please rank the following suggested factors for an effective corporate audit

committee, on the basis of what you think their relative importance should be

(1 - being the most important, 2 - being the second most important, and so on,

with 5 being the least important).

Rank

Competence of the audit committee members I I

Full c00peration and support of the board of directors I I

Full cooperation and support of the corporate chief

executive officers I I

A set of well established objectives of the audit

committee I I

A set of well established functions of the audit

committee I I

(a) Do you feel that an effective audit committee can contribute the following

suggested benefits?

Yes ‘Ng

Gives added assurance to users of financial statements as

to the objectivity of corporate financial statements I I I I

Reinforces the independence of the corporation's external

auditors I I I I

Results in increased attention to the audit and control

functions at the director's level I I I I

Provides added protection for the directors of the corpo-

ration, especially for the non-officer directors, against

potential litigation concerning the due care they exercise

in the fulfillment of their responsibilities I I I I

Other (please Specify)

 

 

 

 

 

(b) Of the clients you now personally serve as a partner which do have audit

committees as required by the Ontario Business Corporations Act, how many

of these clients have realized the benefits described in 8(a)?

Most clients I I

Some clients I I

Few clients I ]

I INo clients
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9. (a) Please indicate whether there have been major disagreements between the external

auditor and the management of the corporation in the past two years.

Yes (If yes, please also answer part (b) of this question.)

No (If no, please proceed to question #10.)

(b) Were thesetdisagreements resolved by the corporate audit committee?

No

Yes (If answer yes, please indicate the areas involved.)

Financial statement disclosure and reporting

Changes in accounting principles and practices

Audit matters (e.g., the sc0pe of audit, audit reports, etc.)

Other (please specify)

Please comment briefly on the Specific disagreement(s) involved.

 

 

 

 

 

 

10. Do you feel that it is desirable to have officers of the company on the audit

committee of their company?

Yes I ] Please indicate the positions of one or more officers you

believe should be on the audit committee.

Position of officer:
 

 

No I I Please state your reasons as explicitly as possible.

 

 

 

 

 

11. On the average, how many times do you meet with the individual audit committees

of your dients during the year?

times

12- Do you feel that it is desirable to disclose the names of the corporate audit

committee members in the corporate annual report.

Yes I I NO I I



[
\
3

O “
J

13. If this questionnaire has omitted any matters relating to corporate audit

committees which you feel warrant attention, please comment on them below.

Thank you very much.

Professor Wai P. Lam, B. Comm., M.B.A.. (.1

Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario 3953?;
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QUESTIONNAIRE ON CORPORATE AUDIT COMMITTEES

TO FINANCIAL ANALYSTS

1. Please indicate whether you are presently a member of a corporate audit

committee?

Yes I ] Please indicate the number of audit committees of

which you are a member.

No [l

2. Please evaluate the following suggested purposes of a corporate audit committee,

and any you may wish to add, on the basis of what you think their importance

should be, by checking the apprOpriate space on the accompanying 4-point scale.

Purposes of the Audit Committee: 

To relieve the board of directors, as a

whole, of details regarding -

The nomination of the independent

auditors

The arrangements for the independent

audit

The review of the results of the

independent audit

The review of the annual financial

statements

To provide non—officer directors with

direct and more personal contact with

the independent auditors

To give additional attention to the

audit function performed by the inde-

pendent auditors

To give additional attention to the

internal control functions of the

company

To serve as an independent review func-

tion of the company's operations and

its annual financial statements before

their submission to the board of

directors for approval ’

Other (please Specify)

 

 

 

 

 

Importance Scale
 

Very Not Not important

important Important important at all
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3. This question seeks your frank evaluation of the usefulness of corporate audit

committees to financial analysts. Corporate audit committees, in your opinion,

are useful - (please check one of the following).

for all corporations I I

for only those corporations offering securities to the

public [ ]

for no corporations I I .21

Other (please Specify) I

“‘1

 

 

 

.‘
.
w

.

4. Please evaluate the following suggested functions of a corporate audit committee,

and any you may wish to add, on the basis of what you think their importance

should be, by checking the appropriate space on the accompanying 6-point scale.

Importance Scale

Very Not Not important

Functions of the Audit Committee: important Important important at all
 

Nominate the independent auditors I I I I I I I I

Discuss with the independent auditors,

before the audit is completed, its scOpe,

purpose, and procedures to be included I I I I I I I I

Review with the independent auditors,

on completion of the audit, their experi-

ence, any restrictions on their work,

cooperation received, their findings

and their recommendations I I I I I I I I

Review with the independent auditors

their evaluation of the company's

internal control systems I I I I I I I I

Review interim financial reports to

shareholders before these reports are

approved by the board of directors I I I I I I I I

Review the corporate annual financial

Statements before their submission to

the board of directors for approval I I I I I I I I

Review the sc0pe of internal audit proce-

dures with the chief internal auditor I I [ I I I I I

Review the reports of’the internal

audit Staff I I I I I I I I

Other (please Specify) I I I I I I I I
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In general, corporate audit committees are effective in fulfilling their

responsibilities.

Agree I ] Disagree I I

Do you feel that an effective audit committee can contribute the following

suggested benefits?

Yes No

Gives added assurance to users of financial state-

ments as to the objectivity of corporate financial

Statements I I I I

Reinforces the independence of the corporation's

external auditors I I I I

Results in increased attention to the audit and

control functions at the director's level [ ] [ ]

Provides added protection for the directors of the

corporation, eSpecially for the non-officer

directors, against potential litigation concerning

the due care they exercised in the fulfillment of

their reSponsibilities I I I I

Other (please Specify)

 

 

 

Please rank the following suggested factors for an effective corporate audit

committee, on the basis of what you think their relative importance should be

(1 — being the most important, 2 - being the second most important, and so on,

with 5 being the least important.)

Rank

Competence of the audit committee members I ]

Full co0peration and support of the board of directors I I

Full c00peration and support of the corporate chief

executive officer I I

A set of well established objectives of the audit committee I I

A set of well established functions of the audit committee I I

Do you feel that the annual financial Statements are more reliable for those

corporations which have audit committees?

Yes I I NO I I

Please briefly state the reasons for your Opinion.

 

 

 

 

 

J

.
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I
n
n
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9. Do you feel that it is desirable to have officers of the company on the audit

committee of their company?

Yes [ I Please indicate the positions of one or more officers

you believe should be on the audit committee.

Position of Officer:
 

 

No I I Please state your reasons as eXplicitly as possible.

 

 

 

10. Do you feel that an ipeffective corporate audit committee has an adverse effect

on the credibility of the corporaticn‘s financial statements?

Yes I I No I I

Please briefly comment on your answer.

 

 

 

11. Do you feel that it is desirable to disclose the names of the corporate audit

committee members in the corporate annual report?

Yes I I NO I I

12. If this question has omitted any matters relating to corporate audit committees

which you feel warrant attention, please comment on them below.

Thank you very much

Professor Wai P. Lam, B. Comm., M.B.A., C.A.

Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario N98 3P4
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Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario N93 3P4

I am currently conducting dissertation research on audit committees of the

business corporations incorporated in the Province of Ontario. This research

is part of the requirements for my doctoral degree in accounting at Michigan

State University. I am enclosing a letter from the Canadian Institute of

Chartered Accountants concerning this research.

I would like you to participate in this research by answering the enclosed

questionnaire. Since only a small number of financial analysts were selected

from the Toronto Society of Financial Analysts for this study, your participa-

tion is essential to the success of my research.

This research seeks a better understanding of the role played by the corporate

audit committees and the extent of their contribution to corporate governance,

by gathering relevant information on audit committees from corporate chief

executive officers, audit committee members, chartered accountants, and finan—

cial analysts.

Corporate directors, officers, and other business-related professionals are

being held to increasingly high standards of accountability for the affairs

of the corporations with which they are associated. Since the corporate audit

committee concept has been suggested as a possible aid to a number of groups

in meeting their business responsibilities, I believe that empirical research

into the use of such audit committees is of great significance.

I assure you that any information you provide will be held strictly confidential
 

and that complete anonymity will be maintained in the discussion of the results

of this research.

Please return the completed questionnaire in the pre-stamped, self—addressed

envelope provided. The questionnaire is coded solely for the purpose of non-

response follow-up. To ensure anonymity, any identifying codes will be dis-

carded once the follow-up process is completed.

Thank you very much for your cooperation in this research.

Yours sincerely,

Wai P. Lam, B. Comm., M.B.A., C.A.

Associate Professor of Accounting
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Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario N9B 3P4

I am currently conducting dissertation research on audit committees of the

business corporations incorporated in the Province of Ontario. This research

is part of the requirements for my doctoral degree in accounting at Michigan

State University.

I would like you to participate in this research by answering the enclosed

questionnaire. Since only a small number of audit committee members were

included in this study, based upon the membership information provided by

the corporations, your participation is essential to the success of my research.

This research seeks a better understanding of the role played by the corporate

audit committees and the extent of their contribution to corporate governance,

by gathering relevant information on audit committees from corporate chief

executive officers, audit committee members, chartered accountants, and finan-

cial analysts.

Corporate directors, officers, and other business—related professionals are

being held to increasingly high standards of accountability for the affairs

of the corporations with which they are associated. Since the corporate audit

committee concept has been suggested as a possible aid to a number of groups

in meeting their business responsibilities, I believe that empirical research

into the use of such audit committees is of great significance.

I assure you that any information you provide will be held strictly_confidential

and that complete anonymity will be maintained in the discussion of the results

of this research.

 

Please return the completed questionnaire in the pre—stamped, self-addressed

enve10pe provided. The questionnaire is coded solely for the purpose of non-

reSponse follow-up. To ensure anonymity, any identifying codes will be dis-

carded once the follow-up process is completed.

Thank you very much for your cooperation in this research.

Yours sincerely,

Wai P. Lam, C.A., M.B.A.
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Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario N9B 3P4

June 22, 1973

I am currently conducting dissertation research on audit committees of the business

corporations incorporated in the Province of Ontario. This research is part of the

requirements for my doctoral degree in accounting at Michigan State University. I

am enclosing a letter from the Canadian Institute of Chartered Accountants con-

cerning this research.

I would like to request the partners of your firm who have had audit committee

experience to participate in this research by answering the enclosed questionnaires.

Since only a very small number of major accounting firms in Ontario were selected

for this study, your firm's participation is essential to its success.

This research seeks a better understanding of the role played by corporate audit

committees and the extent of their contribution to corporate governance, by

gathering relevant information on audit committees from corporate chief executive

officers, practicing chartered accountants, audit committee members, and financial

analysts.

Corporate directors, officers, practicing chartered accountants, and other business-

related professionals are being held to increasingly high standards of accountability

for the affairs of the corporations with which they are associated. Since the cor-

porate audit committee concept has been suggested as a possible aid to a number

of groups in meeting their business responsibilities, I believe that empirical

research into the use of such audit committees is of great significance.

I assure you that any information you provide will be held strictly_confidential

and that complete anonymity will be maintained in the discussion of the results

of this research.

 

Please return the completed questionnaires in the pre-stamped, self-addressed

envelopes provided. The questionnaires are coded solely for the purpose of non-

response follow-up. To ensure anonymity, any identifying codes will be discarded

once the follow-up process is completed.

Thank you very much for your kind cooperation in this research.

Yours sincerely,

Wai P. Lam, B. Comm., M.B.A., C.A.

Associate Professor of Accounting
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Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario N93 3P4

I am currently conducting dissertation research on audit committees of the

business corporations incorporated in the Province of Ontario. This research

is part of the requirements for my doctoral degree in accounting at Michigan

State University. I am enclosing a letter from the Canadian Institute of

Chartered Accountants concerning this research.

I would like you to participate in this research by answering the enclosed

questionnaire. Since only a small number of corporate chief executive

officers in Ontario were selected from the Financial Post's "Survey of

Industries - 1972" for this study, your participation is essential to the

success of my research.

This research seeks a better understanding of the role played by the corporate

audit committees and the extent of their contribution to corporate governance,

by gathering relevant information on audit committees from corporate chief

executive officers, audit committee members, chartered accountants, and finan-

cial analysts.

Corporate directors, officers, and other business-related professionals are

being held to increasingly high standards of accountability for the affairs

of the corporations with which they are associated. Since the corporate audit

committee concept has been suggested as a possible aid to a number of groups

in meeting their business responsibilities, I believe that empirical research

into the use of such audit committees is of great significance.

I assure you that any information you provide will be held strictly confidential
 

and that complete anonymity will be maintained in the discussion of the results

of this research.

 

Please return the completed questionnaire in the pre-stamped, self—addressed

envelope provided. The questionnaire is coded solely for the purpose of non-

response follow-up. To ensure anonymity, any identifying codes will be dis-

carded once the follow—up process is completed.

Thank you very much for your cooperation is this research.

Yours sincerely,

Wai P. Lam, B. Comm., M.B.A., C.A.

Associate Professor of Accounting
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Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario N98 3P4

A few weeks ago I requested your participation in a study on corporate audit

committees in Ontario by responding to my questionnaire. Unfortunately, I

have not received a response from you.

Since your participation is essential to the success of this study, I again

ask for your kind cooperation in answering the enclosed questionnaire. I

would be very grateful if you would complete the questionnaire and return it

in the stamped return envelope provided.

To the best of my knowledge, this is the first major empirical study on

corporate audit committees in Canada. Consequently, your participation will

be especially needed in the search for a better understanding of the use of

the corporate audit committee concept. I am enclosing a letter from the

Canadian Institute of Chartered Accountants concerning this research.

Again, I assure you that any information you provide will be held strictly

confidential and that complete anonymity_will be maintained in the discussion

of the results of this study.

Thank you very much for your cooperation in this research.

Yours sincerely,

Wai P. Lam, B.Comm., M.B.A., C.A.

Associate Professor of Accounting
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Study on Corporate Audit Committees

University of Windsor

Windsor, Ontario N9B 3P4

July 23, 1973

In the previous two occasions I requested your cooperation concerning my

doctoral dissertation research on corporate audit committees in Ontario

by reSponding to my questionnaire. Unfortunately, I have not received a

response from you. Consequently I again ask for your help.

Your participation is still very much needed in order for this study to

show a reasonably representative and valid finding. I would be most

grateful if you would complete the enclosed questionnaire and return it

in the stamped envelOpe provided. I am enclosing a letter from the

Canadian Institute of Chartered Accountants concerning this research.

Again, I assure you that any information you provide will be held strictly

confidential and that complete anonymity will be maintained in the discus-

sion of the results of this study. The questionnaire is coded solely for

the purpose of nonreSponse follow-up. To ensure anonymity, any identifying

codes will be discarded once the follow—up process is completed.

  

May I take this Opportunity to eXpress my sincere appreciation for your

kind c00peration in my research.

Yours sincerely,

Wai P. Lam, B. Comm., M.B.A., C.A.

Associate Professor of Accounting



APPENDIX E

LETTERS OF THE CANADIAN INSTITUTE

OF CHARTERED ACCOUNTANTS

221



The(nnadmnlnqnuu~ ISOthnSIE

01(‘hartm-d Mrountants Toronto .383, Canada

LlnquulChnadKWI Dvahnne(4Ih)HhJ-IJJJ

lkx<7nnphfluessgnns Cahks (an(han

 

 

June 19, 1973

To Corporate Chief Executive Officers:

Professor Wai P. Lam, C.A., of the University of Windsor, is

currently conducting research regarding corporate audit committees,

and their role in Ontario corporations, in connection with his

dnotnrnl dissertation. A major part of this research is to

gather the most significant and relevant information on corporate

audit committees from corporate chief executive officers.

Professor Lam's research should provide valuable insights into

the theoretical and practical merits of the audit committee concept,

especially as little empirical research on this topic has yet been

conducted. Accordingly, I commend to your attention Professor Lam's

request for your participation in this project.

Yours sincerely,

I" ‘

I / ,l /‘ y ‘

z/fc/L WNW-"

A.K.Mnson,

Research Studies Director.

AKM/ads
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June 19, 1973

To Members of Corporate Audit Committees:

Professor Wai P. Lam, C.A., of the University of Windsor,

is currently conducting research regarding corporate audit

committees, and their role in Ontario corporations, in

connection with his doctoral dissertation. A major part of

this research is to gather the most significant and relevant

information on corporate audit committees from members of

corporate audit committees.

Professor Lam's research should provide valuable insights

into the theoretical and practical merits of the audit

committee concept, especially as little empirical research

on this topic has yet been conducted. Accordingly, I commend

to your attention Professor Lam's request for your participation

in this project.

Yours sincerely,

I " . I' ,/I///
. (‘4

0‘7
\_ “a

/ ' r r _/
if“ r a

I

A. K. Mason,

Research Studies Director.

AKM/ads
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June 101 1073

To Members of the Canadian Institute of Chartered Accountants:

Professor Wai P. Lam, C.A., of the University of Windsor,

is currently conducting research regarding corporate audit

committees, and their role in Ontario corporations, in

connection with his doctoral dissertation. A major part

of this research is to gather the most significant and

relevant information on corporate audit committees from

practising chartered accountants.

Professor Lam's research should provide valuable insights

into the theoretical and practical merits of the audit

committee concept, especially as little empirical research

on this topic has yet been conducted. Accordingly, I

commend to your attention Professor Lam's request for your

participation in this project.

Yours sincerely,

,,/,”I /' l. .N )

4 VII/V. _

.' ,<\ -\. /

4

A. K. Mason

Research Studies Director.

AKM/ads
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June 19, 1973

To Members of the Tbronto Society of Financial Analysts:

Professor Wai P. Lam, C.A., of the University of Windsor,

is currently conducting research regarding corporate audit

committees, and their role in Ontario corporations, in

connection with his doctoral dissertation. A major part

of this research is to gather the most significant and

relevant information on corporate audit committees from

members of the Toronto Society of Financial Analysts.

Professor Lam's research should provide valuable insights

into the theoretical and practical merits of the audit

committee concept, especially as little empirical research

on this topic has yet been conducted. Accordingly,I

commend to your attention Professor Lam's request for your

participation in this project.

Yours sincerely,

////‘
/ A»

); 1., ..

A. K. Mason

Research Studies Director.

AKM/ads
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Study On Corporate Audit Committees

University of Windsor

Windsor, Ontario N9B3P4

 
5.: ‘

Dear

i

I am a member of the Canadian Institute of Chartered Accountants. Presently,

I am completing my doctoral studies at Michigan State University.

I am writing to ask for your c00perati0n in connection with a research project

on corporate audit committees of the companies incorporated in the Province

of Ontario. The primary objective of this research is to seek a better

understanding of the role played by the corporate audit committees and the

extent of their contribution to corporate governance.

A major part of my research is to gather relevant information from the

members of the corporate audit committees. My specific request, therefore,

is to seek your assistance in identifying the directors of your company who

are currently serving on the audit committee. I have enclosed a listing of

the directors of your company, as listed in the Financial Post's "Survey of

Industries - 1972." Please identify the audit committee members by placing

a check mark after the directors' names, and return the listing in the pre-

stamped, self-addressed envelope provided.

I assure you that the information you provide will be held strictly confidential

and that it will be used solely for this research.
 

Yours sincerely,

Wai Ping Lam, C.A., M.B.A.
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