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Background

Australian public sector audit committees are part of a governance process (Farrar, 2008) and assist in
the maintenance of reliable systems of financial and performance reporting and internal controls as
well as enhancing the internal auditor’s independence to provide unfettered advice (Cameron 2008,
2004). The Australian National Audit Office in its analysis of processes and practices described public
sector governance as ‘how an organisation is managed, its corporate and other structures, its culture,
and the way it deals with its stakeholders’ (Australian National Audit Office 2003, p. 6).

The distinguishing feature of governance in the public sector as compared to the private sector was
the emphasis on accountability, stewardship and prudent decision making. Effective public sector
governance focuses on the requirements of performance and compliance of the public sector body.
The relevance of the concepts of organisational performance and conformance to this paper is that the
former related to delivery of services to the community, whilst the latter related to governance which
conformed to legal requirements and community expectations of accountability, probity and
transparency.

Corporate governance is an extensive area within the academic literature, although the effectiveness
of audit committees in the public sector governance was limited. However, there was considerable
support and guidance for the operations of audit committees in the public sector, for example,
Association of Government Accountants (2008); Cameron (2008, 2004); Chartered Institute of Public
Finance and Accountancy (2004); Controller and Auditor-General, New Zealand (2008b); Department
of Local Government (2008b); Department of Local Government and Regional Development (2006);
HM Treasury (2007); Institute of Public Finance (2006) and National Audit Office (2007a, 2007). It
was also noted that the effectiveness of audit committees in local government had been examined in
both Wales and Scotland, by Davies (2009) and Crawford, Henry, McKendrick and Stein (2008)
respectively, with West and Berman (2003) having undertaken a national survey of the effectiveness
of local government audit committees in the United States of America. For public sector audit
committees in Australia, the starting point for audit committee and governance practices is the
Corporations Act, 2001 and Corporate Governance Principles and Recommendations (Australian
Stock Exchange 2007), supplemented by public sector governance standards and ethos. For example,
the Victorian Government has policies in relation to: (1) public sector governance (State Service
Authority 2007a, 2006a, 2005; Public
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Victoria 2004; Ombudsman, Victoria 2008). These policies were complemented by the perspectives
of the Auditor-General, Victoria on local government audit committees (Cameron 2008, 2004;
Pearson 2008).

Purpose

This paper addresses the gap in knowledge relating to the effectiveness of public sector audit
committees from a behavioural perspective (Cutting & Kouzmin 2000; Leung & Cooper 2003;
Marnet 2008). From the literature, there was a similarity of views in relation to the inputs of an audit
committee (charter, skills, activities, communications and induction and training) although it does
appear that there are some questions that are both important for public sector committees and as yet
unanswered. Those questions, which run to the heart of this paper, are the behavioural nuances of the
rigour of: debate, trust and effective communications; and the relationships with politicians and
management.

Literature review

From organisational behavioural perspective an audit committee has systems and processes to support
its activities but it is behaviours exhibited at the audit committee which make it effective and assist in
the decision making. It is relevant to differentiate between accountabilities of the audit committee and
its activities and McKinsey’s 7S Theory (Waterman et al. 1980) could thus be used as an alternative
mechanism to assess audit committee effectiveness. This theory linked the behavioural theory of
governance (Marnet 2008, 2007, 2005, 2004) and quantifiable relationships between measures of
corporate performance and solutions to agency problems, for example, independent directors, external
audits, accounting standards and shareholders (Bolton 2006; Chi 2005; Ertugrul 2005; Fridman 2004;
Kelly 2005; Popescu 2006). The significance and relevance of the McKinsey 7S Theory was that it
placed an equal emphasis on organisational components (structure, strategy and systems) and the
mechanisms (style, staff and skills) to undertake strategies and realise shared wvalues of the
organisation, which binds the organisation. Its significance was that it provided another interpretation
to view the complexity, interdependence and relationships between accountabilities and outcomes of
the audit committee. As noted, DeZoort et al. (2002) considered that audit committees are formed to
protect the interests of shareholders, as agency theory holds that management may not always act in
the interests of entity owners. Whilst the emphasis of the audit committee was on organisational risk,
some audit committees focus on financial reporting and external audit relationships, without clearly
focusing on measures and outcomes of organisational effectiveness.

Behavioural theory argues that multiple factors can impact the governance of organisations and
various participants including stakeholders (Cutting & Kouzmin 2000; Leung & Cooper 2003; Marnet
2008, 2007, 2005; Pech & Durden 2004). These factors included: (1) power and self-interest; (2)
decision making; (3) leadership; (4) organisational culture and values; and (5) group dynamics.
Marnet (2008, 2007) questioned the application of rationality in decision making within governance
models and concluded that “behavioural analysis appeared to explain some paradoxes on which the
rational approach founders, or at best provides arduous explanations” (Marnet 2008, p. 207). A
knowledge of such behaviours reflects an understanding of the composition of the board; decision-
making structures; and networks within the board (Young & Thyil 2008, p. 95). Cutting and Kouzmin
(2000) considered that boards can fail to serve the company effectively due to apathy, ignorance and
negligence of their fiduciary duties. They referred to the collapse of state banks in South Australia and
Victoria in the 1980s as two examples of the board of directors not knowing what was going on.
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The research from a behavioural perspective recognises the interrelationship between the formal
processes of an audit committee and the dimensions of informal relationships and power structures,
for example: Beasley et al. (2009); Bedard & Gendron (2009); Brennan & Solomon (2008);
Humphrey (2008); and Turley & Zaman (2007). The exponents of behavioural theory and its
application to corporate governance include: Cutting & Kouzmin (2000); Leung & Cooper (2003);
Marnet (2008, 2007, 2005, and 2004); Pech & Durden (2004). What emerges from the literature are
the following considerations which are influential in the local government audit committee research:
(1) audit committees have become an important mechanism for strengthening corporate governance;
(2) the corporate law reforms are aimed at improving accountability and the integrity of financial
reporting and performance reporting; (3) audit committees can be viewed as a mechanism to enhance
financial reporting, audit independence; and (4) can be a mechanism for the monitoring and the
protecting the interests of the community as the agents of the councillors. Ramsey (2001, p. 85-89)
considered that: (1) an effective audit committee should exist in both form and substance and be
active; (2) there is a functional relationship between the composition of the audit committee and
effectiveness with independence being the most important of these factors; and (3) members of the
audit committee should be financially literate.

Discussion

The attributes and responsibilities of audit committees and these were represented are influenced by
the principles of integrity, accountability and impartiality, as well as leadership from the audit
committee and trust relationships between the council, the audit committee and management. Whilst
strategies and structures are important to support the functions of public sector audit committees, the
litmus test are the behaviours practised and articulated at the audit committees.

Wayne (2003) explained audit committee effectiveness by populating audit committees on a matrix of
trust and oversight to form his four perspectives of audit committee effectiveness (pp. 76-83). The
limitation of this perspective is that it does not recognise that audit committees can evolve over time,
due in part to: (1) a response to changes in legislation and regulations; (2) the emergence of new risks
and their impact upon the council; (3) new members of the audit committee with different skills; and
(4) changing management attitudes. The evidence in this thesis leads to the conclusion that audit
committees are not static and evolve and grow in competence over time. As such, Bloom’s (1956)
taxonomy of learning, coupled with the principles of trust and audit committee behaviours, provides
an alternative interpretative lens in which to contextualise audit committee effectiveness. In thinking
about audit committee effectiveness, the issues of competency, capability and capacity emerged
during the research and especially the distinction between the audit committees in rural and regional
councils as compared to metropolitan councils. Levels of competency can be viewed from two
perspectives, namely: the level of complexity of the issues discussed at the audit committee and
member’s degree of skill in contributing to the audit committee. The research in relation to
competency originates from the action verbs developed by Bloom with ‘learning objectives beginning
at knowledge and advancing to comprehension, application, synthesis and evaluation’ (cited in
Gebbie 2010, p. 210). In relation to an audit committee, inexperienced audit committee members
could be considered to be ‘novices’, but may need support from more experienced audit committee
members and management. A ‘proficient’ audit committee member would have higher level skills and
competencies and an ‘expert’ audit committee member would perform his or her functions without
any direction.

The idea of using metaphors as a vehicle for discussion is not new, as Lakoff and Johnson (1980)
showed that metaphors can be used in all ‘types of analysis, because they are embedded in
conversations and texts that both constitute and characterise so much of everyday life’ (Reidy 2006, p.
25). Grant and Oswick (1996) considered that metaphors ‘shape the way we think and the way we
see’ and they ‘play a highly influential role in shaping organisational theory and analysis’ (p.17).
When assessing the skills of audit committee members, one could assess the level of: (1) primary
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skills; (2) range of skills; (3) maintenance of skills; and (4) competence. Primary skills could be held
to mean, the assessment of the principal skills that are required for an audit committee member to
satisfactorily perform in the role. The range of skills could be those skills above the minimum
requirement for the audit committee member. The maintenance of skills could relate to the level of
continuous professional development and competency could relate to the ability to perform the role of
an audit committee member, after assessing primary skills, range of skills and level of skill
maintenance.

There are two further factors which impact the capacity, competence and capabilities of an audit
committee, namely, the level of trust and oversight relationships. The oversight relationship can range
on a continuum from ‘symbolic’ to ‘substantive’ and reflect the level of maturity of relationships with
the audit committee. It can also refer to the level of diligence of members, for example, preparing for
the meeting by reading and reflecting upon the papers and following through on commitments and
attendance at meetings. Herzberg, Mausner and Snyderman (1959) and Schein (1970) considered
these to be ‘hygiene factors’, whereas the contribution to audit committee effectiveness comes from
members sharing information, participating in discussions, asking relevant questions and translating
their wider professional and personal experiences into a relevant context. The level of trust, namely
the attributes of: integrity, loyalty, openness, consistency and competence (Robbins 2003, p. 336)
contribute to audit committee effectiveness, which extends Schein’s (1984) seminal work on the
culture of visual artefacts and values and basic assumptions, which support the culture.

Conclusions

The research in this paper supports the prevailing governance theories (agency, institutional,
managerial hegemony, resource dependence & stewardship) and notes the increasing importance of
behavioural theory to explain the actions and outcomes of audit committees. These theories provide
the interpretative lenses in which to assess the effectiveness of public sector audit committees.

Financial probity, the adherence to independence to avoid conflict of interests and conformance to
ethical practices are the tenants of effective governance. Audit committees can be one of the
mechanisms to monitor the risks of the public sector and the executive management team especially
where “self-interest” conflicts with the governance requirements of legislation, societal norms and
community expectations.

An effective audit committee can provide a behavioural oversight of governance processes, although
one cannot legislate for integrity and honesty. It is suggested that the audit committee can be the
monitoring mechanism for the council as its agent, notwithstanding that politicians cannot abrogate
their responsibilities and accountabilities. The presence of an effective and contributing audit
committee negates a politician from listening, or subverting positive actions by the audit committee
and provides a signal to the external auditor of organisational risks. Stakeholders will always be more
receptive to the creation of structured and credible systems which serve to remove temptation rather
than one that attempts to bludgeon people into a state of compliance.
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