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Abstract

The study sought to establish the role of audit committee financial expertise on financial performance of banking and
insurance firms in Nairobi Securities exchange. This study adopted an explanatory research design. The study target
population was banking and insurance firms listed on the Nairobi Securities Exchange for the period ranging from 2011-2016.
The study used a census sampling design. The study used secondary data collected from financial reports. Regression analysis
was used to address the objectives of the study. The results indicated a positive significant influence of audit committee
independence and financial expertise of audit committee on financial performance of banking and insurance companies. There
should be clarification by the Nairobi securities exchange showing the recommended number of independent auditors and
financial experts.
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1. Introduction

Financial performance is very essential to management and other stakeholders such as shareholders, debt holders and the
government as it is an outcome which has been achieved by an individual or a group of individuals in an organization related to its
authority and responsibility in achieving the goal legally, and conforming to the morale and ethic (Iswatia & Anshoria, 2007).

Audit Committee as a conception has now acquired mass blend as a mandatory element of corporate governance code
(Krishnan, 2005). According to Spira (2003) Instances of accounting and audit failures and heightened concern of investors about
the corporate reports of companies in the developed world led to the establishment of Treadway Commission in US, Cadbury
Committee in United Kingdom and McDonald Commission in Canada (Braiotta et al., 2013). The aforementioned committees
emphasized on the need for the establishment of audit committee as a board sub-committee comprising of independent directors to
ensure the credibility of financial statements. Audit committee was promoted on voluntary basis as part of corporate governance
reforms (Turley and Zaman, 2004), and gained significant acquaintance with the formation of specialized committees like Blue
Ribbon committee.

This precarious role of Audit Committee (AC) is believed to be a means of improving economic efficiency and stakeholders’
confidence in the banks through financial standard compliance (Abbott & Raghunandan, 2003b). However, to achieve this, audit
committee should possess some certain attributes which include independence of the committee, frequency of meetings, the size
of the committee and financial knowledge of the committee members (Mohiuddin & Karbhari, 2010). These attributes of the audit
committee are significant in addressing the short comings and weaknesses associated with the internal control system of the banks
and the errors and limitations associated with external audit function. This is because internal control and internal audit are less
independent of the management, while external auditors’ function is limited to the information available to them which is highly
influenced by management. However, audit committees are independent of the management and have sufficient authority over the
operations, transactions, documents and all the relevant records to perform their duties. Audit committee functions with these
attributes are expected to ascertain a true and fair view of the financial performance and position of banks and also enhance the
confidence of the investors and other stakeholders (Aanu, Odianonsen & Foyeke, 2014).

The banking and insurance sector in Kenya have been faced with various challenges among them rate capping and
technological disruption. The composition of audit committee however is not affected by such external factors. Even though there
are some studies related to developing countries, little or no evidence exist to the best of the researcher’s knowledge the topic.
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This study aims at establishing the relationships between audit committee financial expertise and financial performance of
banking and insurance firms in Nairobi Securities Exchange.

2. Review of Literature

The topic of audit committee financial expertise has been widely discussed by accounting researchers. Questions were also
raised by public investors whether the exchange requirements of financial reporting and financial expertise of audit committee
members have been well addressed (SEC, 2002). Raghunandan et al. (2001) find that committees comprised of at least one
member having an accounting or finance background are more likely to have longer meetings with the chief internal auditor;
provide private access to the chief internal auditor; and review internal audit proposals and results of internal auditing. Likewise,
the financial expertise of audit committee may also affect audit services.

Abbott et al. (2003) document that audit committee financial expertise is significantly, positively associated with audit fees.
Information content of audit committee financial expertise has already been documented. Defond et al. (2005) claim that a
positive market reaction to the appointment of financial experts assigned to audit committees is found however, there is no
reaction to non-financial experts assigned to audit committees. Davidson et al. (2004) show significant positive stock price
reaction when new members of audit committees have financial expertise.

Archambeault et al. (2008) find that there is a predicted positive relation between short term incentive compensation (short-
term stock option grants) for audit committee members and likelihood of restatement. The presence of audit committee financial
expertise could help the company from fraud prevention and therefore improve firm performance. In Australia, the ACGPR
explicitly requires that the AC include members who are all financially literate in that they are able to read and understand
financial statements and at least one member should have relevant experience and education qualifications (i.e. qualified
accountant or another finance professional with experience of financial and accounting matters) and that some members should
have an understanding of the firm’s industry (Australian Securities Exchange Corporate Governance Council 2007). Recent
research confirms that accounting expertise within boards that are characterized by strong governance contributes to greater
monitoring by the AC and leads to enhanced conservatism (Krishnan and Visvanathan 2008).

The literature separates managerial experience from governance experience i.e. serving on other ACs or boards. Having
experienced members on the AC contributes to significantly less misreporting and more effective monitoring (Raghunandan and
Rama 2007). Greater independent director experience and greater audit knowledge results in more reliable reports (DeZoort 1998)
The empirical evidence indicates that markets react more positively to the appointment of a new AC member who is an expert
(Davidson et al.2004; DeFond et al. 2005). Within the AC, the chair fulfills a key leadership role and hence should be the most
qualified person on the AC. Where the AC chair has sufficient auditing background, it is very likely that the AC chair and the
CFO will form a good working relationship. Although it is recognized that the chair of AC should have experience, Vafeas (2003)
finds contrary evidence that 76% of AC chair’s do not have any auditing experience. While experience arguably contributes to AC
effectiveness, when AC members have multiple directorships they can be overstretched and will not fulfill their fiduciary duties
effectively. Consequently, AC effectiveness is negatively impacted the more directorships AC members hold (Vafeas 2003).

The study by Bedard & Al (2004), states that there are three aspects to the expertise of the members of audit committees
namely: financial expertise, the expertise of government and finally the specific expertise in of the firm. Similarly, Dezoort and al
(2001) have found that the amount of experience of audit committee members as well as their knowledge of auditing is positively
associated with the likelihood that members support the listener in the discussion of the managerial firm. Braiotta (1999) provides
that members of the audit committee must have some skills in accounting and related fields. Likewise, Price Waterhouse indicates
that the expertise of the members of the Audit Committee in the field of accounting and finance is a key element of the
effectiveness of this committee. Similarly, Dezoort& al (2002) require that audit committees consist of at least three independent
members whose one of them has a high level of expertise in accounting and finance.

Rahmat, Iskandar, and Saleh (2009) has examined the audit committee characteristics in a financial and non-financial
distressed company. 146 public listed companies in Bursa Malaysia were the matched-pair samples. Results of logistic regressions
showed financially distress is caused by many audit committee financial experts. They explained that audit committee with
enough accounting and finance knowledge will monitor financial and operational reports more efficient. Bouaziz (2012) aimed to
identify the effect on financial performance with the presence of audit committees whereby financial expertise of audit committee
was one of the independent variables. He collected data of the sample size of 26 companies from official website of Financial
Market Council and scholarship and Hausman test has been conducted in this study. The conclusion of this research proved that
financial performance will be improved if audit committees consists many financial experts.

3. Research Methodology

This study adopted an explanatory research design. Explanatory research can be defined as a method or style of research in
which the principal objective is to know and understand the trait and mechanisms of the relationship and association between the
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independent and dependent variable. According to Cooper and Schindler (2003), an explanatory study uses theories or hypotheses
to account for the forces that caused a certain phenomenon to occur. They further say that it goes beyond description and attempts
to explain the reasons for the phenomenon.

The target population of the study was banking and insurance firms listed on the Nairobi Securities Exchange for the period
ranging from 2011-2016. Based on an analysis on the annual reports of listed companies, as at November 2016, there are 20
banking and insurance firms listed companies in the Nairobi Securities Exchange (NSE handbook, 2017).

Census sampling design was employed. Census sampling is a method of sampling where all objects or persons in the target
population are included for study. Census sampling suit this study since the target population was considered small. The sample
size comprised of banking listed firms which have consistently traded in NSE and without missing data. A total of 20 banking and
insurance firms were included in the study.

Secondary data was collected through extraction from financial reports. The reports included annual financial statements
reports of listed firms, annual investors’ reports, magazine and articles related to the financial performance of listed firms.
Secondary data required covered the period from year 2011 to year 2016.

4. Research Findings

The researcher conducted a multiple regression analysis as shown in Table 8 so as to determine the relationship between
financial expertise of audit committee and financial performance of banking and insurance firms in Nairobi securities exchange.

Table 1 Multiple Regression Coefficient

Standardized
Unstandardized Coefficients  Coefficients
Model B Std. Error Beta t Sig.

(Constant) .009 .066 027 037

Fmgncml Expertise of Audit 358 058 432 1012 025
Committee.

a. Dependent Variable: Financial Performance

According to the regression equation established, taking financial expertise of audit committee constant at zero, performance
rating would be 0.009. A unit increase in financial expertise of audit committee will lead to a 0.358 increase in financial
performance (ROA). The significance value is .025 less than p value of 0.05 thus statistically significant. We therefore reject the
null hypothesis that financial expertise of audit committee has no impact on financial performance of banking and insurance firms
in Nairobi securities exchange. Therefore, the study concludes that financial expertise of audit committee has an impact on
financial performance of banking and insurance firms. Bouaziz (2012) found that financial performance will be improved if audit
committees consists many financial experts. Additionally, Dezoort and Al (2001) found that the amount of experience of audit
committee members as well as their knowledge of auditing is positively associated with the likelihood that members support the
listener in the discussion of the managerial firm.

5. Conclusions and Recommendations

The results indicated a positive significant influence of audit committee independence and financial expertise of audit
committee on financial performance of banking and insurance companies. This can be interpreted to mean that the number of
independent audit committees and financial experts should be higher in order for a company to report a better performance. There
should be clarification by the Nairobi securities exchange showing the recommended number of independent auditors and
financial experts. This would ensure uniformity in all the audit committee across all firms listed under the NSE.
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