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Abstract

The audit committee plays a central role in corporate governance by overseeing financial
reporting, internal controls, and the external audit process. Its effectiveness is widely regarded
as a key determinant of financial transparency and organizational accountability. This study
examines the relationship between audit committee effectiveness and firm financial
performance, focusing on structural characteristics such as independence, financial expertise,
size, and meeting frequency. how an active and competent audit committee enhances the
quality of financial reporting, reduces earnings management, and strengthens internal control
systems. By improving monitoring mechanisms and promoting transparent disclosure
practices, effective audit committees can increase investor confidence and reduce agency costs.
These governance improvements may translate into better financial performance through
enhanced operational efficiency, lower cost of capital, and improved market valuation.
Keywords: Audit Committee Effectiveness; Firm Financial Performance; Corporate
Governance

Introduction

In modern corporate governance structures, the audit committee has emerged as a critical
mechanism for ensuring transparency, accountability, and integrity in financial reporting. As a
specialized subcommittee of the board of directors, the audit committee is primarily responsible
for overseeing the financial reporting process, monitoring internal control systems, and
coordinating with external auditors. Its effectiveness is increasingly viewed as a key factor
influencing both financial reporting quality and overall firm performance. The separation of
ownership and control in corporations creates agency conflicts between shareholders and
management. In such environments, the risk of earnings manipulation, financial misstatements,
and weak internal controls may increase. An effective audit committee serves as an
independent monitoring body that reduces these risks by scrutinizing accounting policies,
reviewing financial statements, and ensuring compliance with regulatory standards. Beyond its
compliance function, the audit committee can contribute strategically to firm performance.
Strong oversight enhances investor confidence, lowers information asymmetry, and may
reduce the firm’s cost of capital. Transparent reporting and sound risk management practices
supported by an active audit committee can improve operational efficiency and long-term
financial stability. Key characteristics often associated with audit committee effectiveness
include independence from management, financial expertise, appropriate size, and frequent
meetings. These structural attributes determine the committee’s ability to exercise meaningful
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oversight and challenge managerial decisions when necessary. However, the extent to which
audit committee effectiveness translates into measurable improvements in firm financial
performance remains an area of ongoing research. the relationship between audit committee
effectiveness and firm financial performance. By analyzing governance structures and financial
outcomes, assess whether strong audit committees serve not only as compliance mechanisms
but also as strategic drivers of sustainable corporate performance.

Key Determinants of Audit Committee Effectiveness
The effectiveness of an audit committee depends largely on its structural characteristics and
operational practices. Certain key determinants influence its ability to provide meaningful
oversight, ensure financial reporting integrity, and contribute to firm performance. Among the
most significant factors are independence, financial expertise, committee size, and frequency
of meetings.
1. Independence
Independence is widely regarded as the cornerstone of audit committee effectiveness. An
independent audit committee is composed primarily, or entirely, of non-executive directors
who have no material relationship with management.
Independence strengthens objective oversight and reduces the likelihood of managerial
influence over financial reporting decisions. Independent members are more likely to question
aggressive accounting practices, demand transparent disclosures, and challenge potential
irregularities.
Regulatory frameworks in many jurisdictions require audit committees to consist solely of
independent directors to enhance accountability and investor confidence. A lack of
independence may compromise oversight and weaken internal control monitoring.
2. Financial Expertise
Financial expertise significantly enhances the audit committee’s ability to evaluate complex
accounting issues. At least one member is often required to possess professional accounting or
financial qualifications.
Financially literate members can:

e Assess accounting policies and estimates

o Interpret audit reports and internal control findings

 ldentify red flags in financial statements

o Evaluate risk management processes
Without sufficient expertise, committee members may rely excessively on management
explanations, reducing the quality of oversight. Strong financial competence improves both
reporting reliability and governance outcomes.
3. Committee Size
The size of the audit committee influences its operational efficiency and diversity of
perspectives. A committee that is too small may lack sufficient expertise and workload
capacity, while an excessively large committee may face coordination challenges and slower
decision-making.
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An optimal size typically includes three to five members, allowing for a balance between
diverse skills and effective communication. Adequate representation enhances discussion
quality and strengthens collective judgment.

4. Frequency of Meetings

The number of meetings held annually reflects the diligence and commitment of the audit
committee. Frequent meetings provide greater opportunities to review financial statements,
assess internal controls, discuss audit findings, and address emerging risks.

Active committees that meet regularly are more likely to detect irregularities early and respond
promptly to financial reporting concerns. Infrequent meetings may signal weak oversight and
reduced engagement.

Audit committee effectiveness is shaped by a combination of independence, financial expertise,
appropriate size, and active engagement. These determinants collectively strengthen
monitoring mechanisms, enhance financial reporting quality, and reduce the likelihood of
earnings manipulation. When properly structured and actively functioning, the audit committee
serves as a critical pillar of corporate governance and sustainable financial performance.

Audit Committee and Financial Reporting Quality

Financial reporting quality is fundamental to investor confidence and efficient capital markets.
The audit committee plays a central role in safeguarding this quality by overseeing accounting
policies, monitoring internal controls, and ensuring transparent communication between
management and external auditors. An effective audit committee strengthens the credibility,
reliability, and comparability of financial statements.

1. Oversight of Financial Reporting Process

The audit committee is responsible for reviewing quarterly and annual financial statements
before they are issued. This review includes evaluating accounting policies, significant
estimates, and management judgments.

By questioning unusual transactions and assessing compliance with accounting standards, the
committee reduces the likelihood of material misstatements. Active oversight enhances
accuracy and ensures that financial reports fairly represent the company’s economic
performance.

2. Monitoring Internal Control Systems

Strong internal controls are essential for reliable financial reporting. The audit committee
supervises the design and effectiveness of these controls, including risk management systems
and fraud prevention mechanisms.

Regular assessment of internal audit findings and control deficiencies allows the committee to
address weaknesses promptly. Effective monitoring reduces errors, prevents manipulation, and
improves overall reporting integrity.

3. Relationship with External Auditors

The audit committee acts as the primary link between the board and external auditors. It
oversees auditor independence, reviews audit plans, and discusses significant findings.
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Direct communication with auditors, without management interference, enhances objectivity
and strengthens reporting credibility. When auditors raise concerns about accounting practices,
the committee ensures that appropriate corrective actions are taken.

4. Reduction of Earnings Management

Research suggests that effective audit committees are associated with lower levels of
discretionary accruals and earnings manipulation. Independent and financially knowledgeable
members are more likely to challenge aggressive accounting strategies.

By limiting opportunistic behavior, the committee contributes to more transparent and
consistent reporting practices.

5. Enhancement of Disclosure Quality

Beyond numerical accuracy, financial reporting quality also involves comprehensive and clear
disclosures. Audit committees review management discussion sections, risk disclosures, and
related-party transactions to ensure completeness and transparency.

Improved disclosure practices reduce information asymmetry and support informed decision-
making by stakeholders.

The audit committee significantly influences financial reporting quality through active
oversight, control monitoring, and collaboration with auditors. Its independence, expertise, and
diligence determine how effectively it can prevent misstatements and ensure compliance with
accounting standards. A strong audit committee not only enhances reporting credibility but also
reinforces corporate governance and long-term organizational stability.

Relationship Between Audit Committee Effectiveness and Earnings Management
Earnings management arises when managers use accounting discretion or operational decisions
to influence reported financial results. While some discretion is inherent in accrual accounting,
excessive or opportunistic manipulation can distort financial statements and mislead
stakeholders. The effectiveness of the audit committee plays a crucial role in constraining such
practices.

1. Monitoring and Oversight Function

An effective audit committee strengthens oversight of the financial reporting process. By
reviewing accounting policies, significant estimates, and unusual transactions, the committee
reduces managerial opportunities to manipulate earnings.

Independent and active committees are more likely to question aggressive revenue recognition
practices, unusual accrual adjustments, and changes in accounting methods. This monitoring
function directly limits discretionary accruals and opportunistic reporting behavior.

2. Independence and Reduced Managerial Influence

Audit committee independence is strongly associated with lower levels of earnings
management. Independent members are less influenced by executive interests and more
inclined to challenge questionable accounting practices.

When management faces pressure to meet earnings targets or avoid reporting losses, an
independent committee can provide counterbalance by prioritizing transparency and
compliance over short-term performance objectives.
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3. Financial Expertise and Detection of Manipulation

Financial expertise enhances the audit committee’s ability to detect earnings manipulation.
Members with accounting or auditing backgrounds can identify red flags such as abnormal
accrual patterns, inconsistent estimates, or deviations from industry norms.

Without adequate expertise, committees may lack the technical competence to evaluate
complex accounting judgments effectively, increasing the risk of undetected manipulation.

4. Frequency of Meetings and Active Engagement

Audit committees that meet frequently demonstrate higher levels of diligence. Regular
meetings allow detailed review of interim financial reports and ongoing discussions with
internal and external auditors.

Active engagement increases the likelihood of identifying irregularities early and discourages
management from engaging in opportunistic behavior.

5. Interaction with External Auditors

The relationship between the audit committee and external auditors is critical in limiting
earnings management. When auditors communicate concerns directly to the committee,
independent oversight ensures that corrective actions are taken.

Strong collaboration enhances audit quality and reduces the risk that management can override
accounting controls.

6. Empirical Perspective

Empirical research consistently indicates a negative relationship between audit committee
effectiveness and earnings management. Firms with independent, financially literate, and
diligent committees tend to exhibit lower discretionary accruals and more transparent reporting
practices.

However, the strength of this relationship may vary depending on regulatory enforcement,
institutional environment, and overall corporate governance quality.

Audit committee effectiveness serves as a significant constraint on earnings management.
Through independent oversight, financial competence, and active monitoring, the committee
reduces opportunities for opportunistic accounting behavior. By limiting earnings
manipulation, an effective audit committee enhances financial reporting quality, strengthens
investor confidence, and supports sustainable firm performance.

Impact on Firm Financial Performance Indicators (ROA, ROE, Tobin’s Q)

Audit committee effectiveness not only strengthens financial reporting quality but also
influences measurable firm performance outcomes. Effective oversight reduces agency costs,
improves transparency, and enhances investor confidence, which can be reflected in both
accounting-based and market-based performance indicators such as Return on Assets (ROA),
Return on Equity (ROE), and Tobin’s Q.

1. Return on Assets (ROA)

ROA measures how efficiently a firm utilizes its assets to generate profits. An effective audit
committee improves internal control systems and risk management practices, which enhances
operational efficiency and resource allocation.
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By reducing financial misstatements and preventing fraud, the committee contributes to more
accurate performance reporting and improved asset utilization. Firms with strong governance
structures often demonstrate stable and sustainable ROA due to disciplined oversight and
strategic monitoring.
2. Return on Equity (ROE)
ROE reflects the firm’s ability to generate returns for shareholders. Transparent financial
reporting and reduced earnings manipulation strengthen investor trust and may lower the cost
of capital.
When audit committees effectively monitor managerial actions, they limit excessive risk-
taking and ensure prudent financial decision-making. This balanced approach supports
sustainable profitability and can positively influence ROE over time.
However, while strong oversight may reduce short-term earnings manipulation, it may also
prevent artificial inflation of profits. Therefore, the relationship between audit committee
effectiveness and ROE reflects genuine performance improvements rather than temporary
accounting adjustments.
3. Tobin’s Q (Market-Based Performance)
Tobin’s Q compares the market value of a firm to the replacement cost of its assets and is
widely used as a measure of market valuation. Market participants often reward firms with
strong governance structures and transparent reporting practices.
Effective audit committees enhance financial credibility, reduce information asymmetry, and
signal lower governance risk to investors. As a result, firms with strong audit committee
characteristics may experience higher market valuation, reflected in improved Tobin’s Q ratios.
4. Long-Term Value Creation
Beyond individual financial metrics, audit committee effectiveness contributes to long-term
value creation by strengthening corporate governance, improving compliance, and reducing
reputational risk.
Sustained performance improvements arise from:

e Lower agency costs

o Improved operational controls

o Better risk management

o Increased investor confidence
5. Moderating Factors
The impact of audit committee effectiveness on financial performance may vary depending on
institutional environment, firm size, industry characteristics, and regulatory enforcement. In
strong regulatory contexts, the positive association between governance quality and financial
performance is often more pronounced.
Audit committee effectiveness positively influences both accounting-based and market-based
performance indicators. By enhancing transparency, limiting earnings manipulation, and
strengthening internal controls, effective committees contribute to improved ROA, ROE, and
market valuation measures such as Tobin’s Q. Ultimately, strong audit committees serve not
only as compliance mechanisms but also as strategic contributors to sustainable firm
performance.

1100



Page]. 101

CORPS & PSYCHISME
P-ISSN : 2496-4476 E-ISSN : 2273-157
Volume 13/ Issue 1/ 2026

Conclusion

Audit committee effectiveness plays a pivotal role in strengthening corporate governance and
enhancing firm financial performance. As a central oversight body, the audit committee ensures
the integrity of financial reporting, monitors internal control systems, and facilitates
independent communication with external auditors. Its structural characteristics, including
independence, financial expertise, appropriate size, and active engagement, determine the
quality of its monitoring function. The analysis indicates that effective audit committees
significantly reduce earnings management and improve financial reporting quality. By limiting
managerial opportunism and reinforcing transparency, they lower agency costs and strengthen
stakeholder confidence. These governance improvements extend beyond compliance,
contributing to measurable performance outcomes such as improved Return on Assets (ROA),
Return on Equity (ROE), and enhanced market valuation reflected in Tobin’s Q. While the
strength of this relationship may vary depending on regulatory and institutional environments,
the overall evidence supports the view that audit committee effectiveness is closely linked to
sustainable financial performance. Firms with well-structured and diligent audit committees
are better positioned to manage risks, maintain reporting credibility, and achieve long-term
value creation. the audit committee should be viewed not merely as a regulatory requirement
but as a strategic governance mechanism. Strengthening its independence, expertise, and
engagement can enhance both financial transparency and organizational performance,
ultimately supporting the stability and efficiency of capital markets.
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