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The Code of Best Practiceproducedby the Cadbury Committee on the
Financial Aspects of Corporate Governance (Cadbury Committee1992)
maybeviewedasanethical code in that it prescribes standardsof board
behaviour.The Code's specific recommendationswith regard to audit
committees appear to offera practicalmechanism for thepromotionof
ethicalbehaviour through the inhibition of potentially unethical influences
exertedbyexecutive directorsoverexternalauditors.The rationale for these
recommendations centres on the independence of audit committee
members, implying that independenceisaprerequisite forethicalbehaviour.
Thispaperquestions theassumptions regarding the role of independence
throughanexploration of conceptions of independenceheld by individuals
involved in the activities of audit committees inmajor UKpublic limited
companies.It suggeststhat audit committeesmayhaveanunarticulatedrole
inprovidinganarena for thedisplayof independenceby theparticipants.This
display formsa part of the ceremonialperformancewhichbuilds confidence
in corporate governancemechanisms.

...........................................................................................................................................................................................................

Introduction

The history of the modern corporation rests squarely

on the concept of limited liability. The regulatory

apparatus that surrounds corporate activity is a

necessary outcome of the separation of ownership

from control and the consequent problems of

accountability. Within this framework, financial

reporting and the audit function were developed

as methods of ensuring effective stewardship.

Concern about standards of financial reporting has

in part focused on the need to guarantee auditor

independence, protecting auditors from manage-

ment pressure to confirm biased or fraudulent

reports. This reflects the widespread assumption

that auditor independence is fundamental to the

integrity of financial reporting: if auditors are not

independent, their reports may not be objective

and this may undermine the public perception of

the value of their attestation (Power 1997: 132).
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The Cadbury Committee was established in

1990 to report on financial aspects of corporate

governance in the UK in the wake of concern

arising after the BCCI and Maxwell scandals. The

Committee reported in 1992, publishing a Code of

Best Practice `designed to achieve the necessary

high standards of corporate behaviour' (Cadbury

Committee 1992: 11). The Code has a clear ethical

dimension:

`The principles on which the Code is based are those

of openness, integrity and accountability' (Cadbury

Committee 1992: 16).

However, there are doubts about the efficacy of

the Code as a model of ethical corporate govern-

ance (Boyd 1996). Doig and Wilson (1998: 142)

observed that codes produced in reaction to a

controversy might focus on individual misconduct

rather than attempt to deal with underlying moral

problems.2 Brief et al. (1996) examined the effects

of the report of the US Treadway Commission on

Fraudulent Financial Reporting (1987) and con-

cluded that codes of conduct were insufficient to

combat fraudulent financial reporting but might

contribute to the development of an `ethical

climate'. Sorell and Hendry (1994: 11) discussed

the limitations of codes of ethics ± including

banality of expression, limited motivational power

and undue permissiveness ± but argued that codes

play an important role as they `identify moral risks

that are specific to certain kinds of business

activity'.

However, it could be argued that the Cadbury

Code has an ethical function in effectively high-

lighting the importance of independence to

corporate accountability. Substantial emphasis

is placed on independence within the Code and

accompanying Report, implying that indepen-

dence is a prerequisite for ethical behaviour in

the context of corporate governance. The Code

recommends that companies should establish

audit committees, sub-committees of the main

board comprised of non-executive directors

(NEDs). The rationale for this recommendation

relies on two important assumptions:

& that auditor independence is fundamental to

improving standards of financial reporting and

of corporate governance

& that independent non-executive directors can

protect auditor independence.

The Cadbury code

In discussing the contribution of NEDs to

corporate governance, Cadbury refers to the

`calibre' of such directors, linking this with an

emphasis on `independence of judgement', and

thus suggesting that independence of judgement is

a personal quality (Cadbury Committee 1992: 22).

However, subsequent sections of the Report

define independence as freedom from any com-

pany connection or relationship which might

interfere with the exercise of independent judge-

ment, and identify ways in which independence

may be reinforced by formal selection procedures

for non-executive directors and by limits to their

length of service. This conflation of the personal

quality of independence with the circumstances

which affect its potential to influence behaviour is

common to much of the discussion of auditor

independence.

The Code has been criticised for failing to

address the fundamental problem of the NED role

within a unitary board structure, i.e. the need to

combine a contribution to the strategic role of the

board with a monitoring function in relation to

fellow executive directors. Critics have suggested

that this creates conflicts for the individual NED.

A further paradox is evident in the suggestion that

companies should encourage executive directors

to become NEDs on other boards (Cadbury

Committee 1992: 23±4). In other words, the same

individuals whose behaviour requires independent

monitoring in one company situation are deemed

suitable to act as independent monitors of the

executive directors of other companies. This

contradiction emphasises the difficulty of formu-

lating specific rules to deal with the difficulty of

`wearing two hats' (Ezzamel and Watson 1997).

It appears likely that this problem is dealt with

in practice through the development over time of

unwritten understandings within the dynamics of

board and committee relationships (Spira 1998a).

From an external perspective such relationships

may present an apparent threat to independence,
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and this makes the display of independence

particularly important if companies are to demon-

strate convincingly high standards of corporate

governance.

In summary, the Cadbury argument is that

higher standards of corporate governance can be

achieved through improvements in the quality of

financial reporting which will facilitate an in-

creased level of auditor independence. The Cad-

bury solution is to boost auditor independence by

a greater presence on company boards of inde-

pendent NEDs and by the establishment of audit

committees as sub-committees of the main board

charged with specific responsibilities relating to

financial reporting, audit and internal control

issues. Since executive directors may seek to

undermine the exercise of independent auditor

judgement, the audit committee is expected to

protect the external auditor by offering support in

any dispute over accounting policy, and by pro-

viding a channel of communication to the main

board through which auditor concerns can be

raised. The finance director will normally be

present at audit committee meetings and other

directors are usually entitled to attend. However,

Cadbury recommends that a private meeting

between audit committee members and the ex-

ternal auditors should also take place, and the

occurrence of this event is often reported in

company reports. Cadbury offers detailed sugges-

tions as to the remit and conduct of audit

committee meetings, but fails to provide a

convincing rationale for the assertion of a link

between NED independence and auditor indepen-

dence. The lack of clarity in the definition of

auditor independence contributes to the difficulty

of substantiating this link.

Conceptions of independence

Notions of independence appear to be shaped in

part by the claims to expertise of the accounting

profession. Porter (1995: 93) traced the shift

within the accounting profession from a view of

independence characterised as `elite disinterested-

ness' to independence as objectivity enshrined in

standardisation. Sikka and Willmott (1995) criti-

cally explored the profession's responses to

challenges to its `aura of independence'.3 Mautz

and Sharaf (1961) in their analysis of indepen-

dence distinguished clearly between independence

as the personal quality of an individual ± `honest

disinterestedness' ± the combination of integrity

and expert skill underpinning membership of a

profession, and independence as objectivity, free-

dom from bias or prejudice. Williams (1992: 106)

contrasted this approach with that of Antle

(1984), observing that, by linking independence

to economic self-interest, the meaning of the con-

cept had been changed from `a virtue possessed by

a practitioner' to `a commodity disembodied from

any particular practitioner at all.'

Within the literature on auditor independence, a

distinction is frequently made between indepen-

dence in fact and independence in appearance

(Wallman 1996, Falk and Frucot 1997). Bartlett

(1993) quoted definitions of independence in fact

and independence in appearance taken from US

auditing standards. The former relates to the

mental attitude of the auditor and is difficult to

establish or to demonstrate. The latter relates

to circumstances which could be perceived as

threatening independence, and which might be

controlled so as to display the necessary distancing

which is seen as fundamental to objectivity.

`To be independent, the auditor must be intellec-

tually honest; to be recognised as independent, he

must be free from any obligation to or interest in the

client, its management, or its owners.' (AICPA 1991,

quoted in Bartlett 1993: 55)

The relationship between these two conceptions

of independence is not always clear, as noted

above in the context of the Cadbury Report.4 Lee

acknowledged the difficulty of demonstrating

independence in fact:

`The corporate auditor may be independent in

thought and action, but it is only in rare circum-

stances that this can be seen. . .Thus, as well as being

mentally independent, it is also necessary that they

are seen to be independent by means of explicit and

public signals. . . The confidence of shareholders and

others in the honesty of corporate auditors and their

reports is likely to be focused on these visible signals

of their independence, rather than their relatively

hidden state of mind.' (Lee 1993: 99)
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Thus independence in fact may be rendered in-

effective in the public perception by circumstances

which compromise independence in appearance.

Research into auditor independence has been

largely directed at identifying perceived threats to

independence of appearance, assessing their effects

and suggesting possible solutions. More recently,

US studies have focused explicitly on ethical

aspects of independence. Windsor and Ashkanasy

(1995) and Sweeney and Roberts (1997) explored

the influence of auditor's beliefs and cognitive

moral development on audit judgements. Both

studies concluded that audit firms have an

important role in inculcating ethical standards,

but both also recognised the complexity of the

issues involved and the limitations of a rule or

standards based approach.

Apart from varying interpretations of the mean-

ing of independence in the audit context, there have

been challenges to the underlying assumptions

about the relationship between auditor indepen-

dence and the integrity of financial reporting. The

presumption that improved auditor independence

leads to improved financial reporting has been

challenged by Grout et al. (1994), who demon-

strated that remedies introduced to deter prac-

tices seen as compromising independence did not

necessarily have the desired effect. They suggested

that a degree of auditor dependence on clients

might in fact improve the quality of financial

reports. On the other hand, Wolnizer (1987, 1995)

argued that the conventional accounting notion of

independence is incomplete since it is based only

on the mental attributes of the individual auditor

and on relationships between auditors and their

clients. He asserted that since the capability of

external verification of the content of accounting

statements is the key to objective financial

reporting, the presumption that any steps taken

to strengthen the independent status of auditors

will lead of themselves to more `objective'

financial statements is unfounded (1995: 54).

Power (1997) observed that independence per-

mits, enables and encourages auditors to act to

enforce regulations, and identified several cate-

gories of independence. Organisational indepen-

dence relates to the conditions surrounding the

auditor's relationship with the auditee and focuses

on auditor's willingness to act. Operational in-

dependence is concerned with the auditor's ability

to take action and can be further analysed as

informational independence and epistemic inde-

pendence. However, the nature of the audit

relationship requires that the auditor is always to

some extent informationally dependent. Power's

notion of epistemic independence develops

Wolnizer's argument by demonstrating that the

character of independently verifiable evidence is

not an intrinsic quality but depends on socially

negotiated agreement:

`Where clear rules of auditee conduct and robust

techniques for determining compliance with those

rules exist, the audit process is epistemically

independent of the auditee. The auditor may be

dependent on some information from the auditee

but the basis on which conclusions are drawn is

independent.' (Power 1997: 133)

Thus, where epistemic independence is limited,

rules will be indeterminate or ambiguous, and

auditor and auditee must necessarily negotiate to

establish the existence of compliance or breach.

Research on audit committees

Collier (1996) examined the history of audit

committees in the UK and observed that given

the limited evidence that they are effective, their

popularity constituted a `curious phenomenon'.

Spira (1998b) suggested a possible explanation:

audit committees appear to have a role beyond

that envisaged by Cadbury, enabling companies

to demonstrate concern for reassuringly high

standards of corporate governance and thus to

establish legitimacy and acquire resources. From

this perspective, the display of independence forms

an important part of audit committee activity.

Research into audit committees has not ex-

plored the issue of their independence extensively,

although a similar dichotomy to that between

independence in fact and in appearance has been

identified (Samet and Sherman 1984, Vicknair et

al. 1993). Reinstein and Weirich (1996) identified

potential bias among audit committee members

towards the auditors of their employing company
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with whom they had already established a

relationship, although the practical effect of such

bias remains unclear. Ezzamel and Watson (1997)

cast considerable doubt on the ability of audit

committees to fulfil Cadbury expectations with

regard to guaranteeing auditor independence,

observing that Cadbury did not provide sufficient

detail about the purpose of the audit committee or

about how such purpose is to be achieved in

practice. Beattie et al. (1997) provided evidence

that audit partners and finance directors view

audit committees as a major factor in enhancing

auditor independence but offered no indication of

why respondents believed audit committees to be

so important or how audit committees achieved

this enhancement. Chambers (1998: 14) observed

that Cadbury `sells the pass on defining indepen-

dence' of non-executive directors, leaving it for the

individual board to decide on specific cases.

Despite these challenges, audit rhetoric continues

to affirm and perpetuate the assumed link between

auditor independence and financial reporting

quality, thereby providing the rationale for the

Cadbury requirement to establish audit commit-

tees as corporate governance mechanisms which,

in theory, enable NEDs to act to protect auditor

independence.

Audit committees and independence:
participants'stories

A study of the role of the audit committee (Spira

1995, 1998b) gives some insight into the concep-

tions of independence held by those involved with

the work of audit committees. To obtain a picture

of audit committee activity, interviews were

conducted with individuals performing particular

roles in relation to the audit committee. Audit

committee participants comprise audit committee

chairmen, finance directors, external auditors and

internal auditors.5 Interviewees had all undertaken

a variety of `participant' roles during their careers;

for example, external auditors had become inter-

nal auditors and finance directors had become

NEDs. Because of the range of experience of each

interviewee, it was possible to explore audit

committee experience in different types of com-

pany and over a lengthy time span. Respondents

reflected on this experience and drew comparisons

based on their varying roles and perspectives.

Between February 1994 and October 1996 twenty-

one respondents were interviewed. Twelve were

associated with five companies (`Runic', `Glen-

garry', `Scrimshaw', `Harrier' and `Hobson'). The

remaining nine had no specific company connec-

tion at the time of the interviews but had broad

ranging experience of audit committee participant

roles. Respondents gave accounts of audit com-

mittee participant experiences at a further twenty-

nine different companies mentioned individually

during interviews.6

In all participants' accounts of audit committee

activity a common thread of reference to `inde-

pendence' could be discerned. All respondents

described `independence' (or associated ideas of

`objectivity' and `personal integrity') as a char-

acteristic of audit committee members which was

fundamental to their understanding of audit

committee effectiveness. Two aspects of indepen-

dence were identified in participants' stories. The

first relates to a personal quality found in a

particular individual, equivalent to independence

in fact, and the second represents a notion of

distance and detachment which is assumed to be

essential to objective judgement, equivalent to

independence in appearance. In contrast to the

literature on auditor independence, interviewees

focused on independence in fact and expressed the

view that this was of far greater significance than

independence in appearance: indeed, interviewees

believed that an emphasis on the latter could

undermine the effectiveness of audit committee

activity. This focus is illustrated in the accounts

provided by three interviewees who were clearly

open to challenge as to their independence in

appearance.

At Glengarry, Martin Johnson, the audit

committee chair was the former finance director.

He acknowledged that there had been some

criticism by PIRC (Pensions Investment Research

Consultants) about his status as an independent

director but argued that his situation was unique

in that he `was involved in that difficult period7

and participated in setting up the control culture'

so his experience of the company was of particular
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value. Martin dismissed PIRC's criticism of his

anomalous position with the observation that

`they know I'm a very independent person'.

Independence as a personality trait was here used

to indicate `I am prepared to make a nuisance of

myself': indeed, Simon Middleton, the internal

auditor, described him causing considerable ten-

sion at audit committee meetings by `worrying at

issues like a dog with a bone'. His relationship

with company management clearly remained close

but the effect of this closeness seemed to be that he

was continuing to act as an executive influence,

rather than being influenced by management.

His involvement in such areas appeared to be

welcomed by the finance director, but since

Martin referred to him as his proteÂ geÂ , this could

perhaps be expected.

Martin Johnson presented himself as `hero'. He

described his career prior to his appointment at

Glengarry in great detail, emphasising that he had

always been in favour of audit committees and

had established one at every company where he

had been employed as finance director, long

before they became common. However, when

questioned about the apparent threat to his

independent status as a non-executive director of

Glengarry from his previous relationship with the

company as its finance director, he offered a

curious answer:

`It's sometimes forgotten that the finance director of

a big sprawling multinational group himself is

actually the most independent person ± he's not

actually in operations at all, he is effectively the

chairman and chief executive's right hand to make

sure you keep everybody honest.'

This seemed to imply that there was little

difference between his role as finance director

and as non-executive director, an unusual per-

spective on both roles.

Henry Morton, the audit committee chair at

Runic, met the independence challenge with a

humorous and self-deprecating approach.

Although Henry was an individual of considerable

standing within the business community, his

manner did not reflect this status. Referring to

the chairman of another company where he had

been a non-executive director, he observed:

`. . . I think he drew some comfort from the fact that

he had some fairly important non-executive direc-

tors around him ± not including me, I was one of the

less important. . . plenty of double-barrelled names

with lots of ministerial and other experience.'

The possible challenges to Henry's independence

came from the manner of his appointment to the

Runic board and his length of service. Henry's

relationship with the previous Runic chairman

who had appointed him had been close: they had

filled the same roles at another company, working

with the same audit team ± again, a relationship

which could be perceived as a threat to indepen-

dence. Henry's approach was to acknowledge this:

`. . .he [previous Runic chairman] used to chair it [the

audit committee], which was, I suppose, a little bit

naughty but I knew [him] quite well and I think

when he brought me in he started the audit

committee and although he chaired it I think he

did look to me to advise him, we were very close so

I think it worked alright but of course with the

chairman of the company also being chairman of the

audit committee some things could be steam-rollered

through if one has to honest about it. . .'

He commented on his length of service:

`I have an advantage in having been a non-exec here

for quite a long time ± now I believe the pensions

body [PIRC] at the moment are saying you become

an insider if you're here for more than ten years ±

I think I've been here for about ten years. I see their

point but also a company like [Runic] doesn't half

take a long time to understand what's going on.'

Alex Anderson, the Glengarry finance director,

was in a different position to that of Martin and

Henry as his role was that of an executive.

However, his relationship with the company's

auditors, PQ, raised issues of independence. Alex

had been a partner in PQ, leading the PQ audit

team for some time before leaving the firm and

joining Glengarry. Alex emphasised the advan-

tages of this situation:

`. . . well I'm gamekeeper turned poacher I suppose

. . .quite a number of people have left [PQ] at partner

level and moved to clients. . .it certainly doesn't

cause problems in terms of conflict. I have

absolutely no doubt where my responsibilities lie.

It does have huge advantages in that I understand
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exactly how [PQ] works and therefore when we're

looking to get the best people to do the work, . . .so

I'm very well placed to maximise value for share-

holders out of that relationship and do that in a very

productive and business like way. . . relationships

have worked very well here. I mean I knew people

well before I joined. . . from the client's point of view

again it's a lower risk appointment than going for

someone who may have shone in interviews and

assessments but you really don't know that much

about. . .'

These appear to be well-rehearsed arguments.

Hussey and Jack (1995) indicated that this

situation is not uncommon and that `personal

chemistry' between the finance director and audit

partner is a major factor in auditor appointments.

There is a fine balance to be struck between the

professional friendships that make a good work-

ing relationship possible and the personal friend-

ships which may be perceived as compromising

independence. It is difficult to see how the audit

committee can, in practice, influence the impact of

such relationships.

Each of these participants cited factors generally

viewed as threats to independence in appearance,

such as close relationships or length of service, as

being important to audit committee operations,

enabling those involved to do a better job through

close familiarity with the company concerned. In

each case it was argued that the objectivity of

judgement to be derived from independence in

appearance was not compromised through these

relationships, but was guaranteed by the personal

qualities of the individuals involved. This indi-

vidual quality ± independence in fact ± was

emphasised in these stories as providing even

greater assurance of independent and objective

judgement than the concept of independence in

appearance, which can be more clearly defined

and monitored.

The `performance'of independence: the
askingof questions

Although only three individuals have been dis-

cussed as illustrations of participants' conceptions

of independence, they are broadly representative

of the balance of emphasis expressed among

interviewees on independence in fact, rather than

the more readily demonstrable independence in

appearance. These stories also emphasise the

reputational aspect of independence. Participants

might therefore be expected to seek out oppor-

tunities to display their personal independence.

Audit committees appear to fulfil an important

role here, providing an arena for such displays.

An important theme in participants' accounts

was the asking of questions. Questioning appears

to be an important feature of audit committee

work: audit committee members are expected to

ask questions (Ecton and Reinstein 1982, Sommer

1991), although Tricker (1978: 61) quotes a US

commentator who observed that the role of the

audit committee was very limited: `although

questions are asked, not much can be done about

the answers'.

Skill in questioning is seen as a prime quality in

an effective NED. Spencer (1983: 40) quoted an

interviewee: `the central role of the non-executive

director is the asking of awkward questions. His

other role is getting the answers. For this, a high

order of skill is needed, both social and technical'.

The US practitioner journal Directors & Boards

carries short articles about individuals who are

considered outstanding by their peers: Alden

(1996) wrote about Philip Caldwell who was

credited with a major impact at Digital Equipment

Corporation:

`The pressure he exerted through discerning ques-

tions asked as chairman of the audit committee and

in private sessions with management contributed

much to the pace and success of the recovery. . .He

was firm but polite in his incisive questions to

management and our independent auditors. He was

patient but would not tolerate easy answers. But at

the same time he did not dominate board or

committee discussions.' (1996: 77)

Three iterative levels of questioning may be

identified. The first focuses on questions that are

anticipated and to which answers may have

already been supplied to the questioner, often in

the form of written documentation. The asking

and answering of such questions is a form of

procedural ceremony which may be used to
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establish the relative positions of the questioner

and questionee and the context of subsequent

questions. At the second level, questions have also

been anticipated but answers, although readily

accessible, have not been pre-produced. At the

third level, questions have not been anticipated

and are hence more challenging: the provision of

satisfactory answers requires careful thought and

possibly further research.8 From the perspective

of the demonstration of independence, the level

of questioning is important. Some participants

expressed regret that NEDs did not ask searching

questions: Bernard Seaton, the internal auditor at

Runic, expressed considerable dissatisfaction with

the way the Runic audit committee operated and

was particularly disappointed in the lack of

questions.

The performance of questioning is as important,

for both questioner and those providing answers,

as the information conveyed. The audit committee

also provides an arena for NEDs to demonstrate

their independence through dissent:

`. . .I think most problems are because people just

don't read the papers or they're not inclined to ask

the next question after they've read the papers. . . he

(a member of the audit committee) is tremendously

useful and a real bulldozer, he really gives the

management a hard time on occasion. . .you sit

round the [Runic] board you hear [him] at great

length. . . (Henry Morton, audit committee chair,

Runic)

There is a hint here of a slightly antagonistic

personality tolerated because audit committee

participants and board members derive some

reassurance from this behaviour: this person can

be relied upon to ask the `difficult' questions that

others might shy away from. However, this

demonstration will take place within constraints.

Finch (1992: 199) commented:

`Apart from any lack of independence, a non-

executive director's eagerness to probe . . . may be

tempered by a perceived need to relate construc-

tively to executive directors and to avoid `̀ being seen

as a nuisance''.'

The asking of questions and receipt of a re-

sponse is part of a complex interaction. Either the

initial answer is considered to be satisfactory when

measured against some unspecified yardstick, or

unsatisfactory, in which case more reassurance

would be demanded through an iterative and

possibly negotiated process until an appropriate

level of consensus about satisfaction was reached.

At the extreme, if consensus cannot be reached,

the audit committee member may opt to resign

from the board ± the ultimate display of indepen-

dence in fact. The point at which a NED will

appear to be satisfied with answers received will

probably vary according to the level of perceived

risk in the issue involved.

The questioning process may thus be viewed

as a means by which audit committee members

can demonstrate their independence in fact. The

outcome of the process will normally be a care-

fully managed consensus about issues raised ± a

confirmation that audit committee members are

reassured by the responses provided. This will be

reported to the main board who will be similarly

reassured that the audit committee has dealt with

matters on their behalf. Thus the independence of

audit committee members is `performed' in the

audit committee meeting by a process of ques-

tioning. The independence of audit committee

members enhances the value of consensus by

demonstrating that the parties involved have

arrived at agreement without coercion or influ-

ence, through a process of logical debate and

rational judgement. Audit committee members are

reassured, both by their self-presentation and by

the process which affirms that the committee is

properly undertaking its delegated tasks. This

reassurance is passed on to the main board

through the minutes of audit committee meetings

and through oral reports: in the published

financial statements the board can then report

that audit committee meetings have taken place,

passing on this reassurance to those beyond the

company.9

The audit committee andauditor
independence

Auditors may be expected to support mechanisms

which allow them to demonstrate their indepen-

dence: it is important to the individual auditor's
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reputation and to the maintenance of professional

expertise in defence of imposed regulation. There

is also some evidence that external auditors may

exert more influence over their clients than is

assumed in the Cadbury model. Eichenseher and

Shields (1985) observed that audit firms have

considerable incentives to encourage clients to

establish audit committees, since, at no cost to the

firm, they enhance perceived auditor indepen-

dence and may well protect from allegations of

fraud.10 Further evidence of the keen interest of

external auditors in the operation of audit

committees is the extensive production of advice

in this area for clients by large accountancy firms

and professional accountancy bodies. An audit

partner interviewed admitted: `We have a vested

interest in making sure audit committees work the

way we want'.

External auditors may also view audit com-

mittee activity as a means of demonstrating inde-

pendence. A particular opportunity is presented

by the private meeting between the external

auditors and the audit committee, which is

recommended as good practice. Such a meeting

acts as a public demonstration that the audit

committee functions to support the independence

of external auditor against possible pressure from

the executive management of the company. The

meetings are not normally minuted, as Max

Tinker, the finance director of Runic, described:

`. . . the fourth one (audit committee meeting in the

year) might be a meeting just between the audit

committee and the external auditors, but in fact they

had a meeting after our last audit committee, and

that's a private meeting. . .

At Glengarry, the finance director described such

meetings as `routine'. At Scrimshaw, the finance

director commented:

`Also we have a session we allow during the process

for anybody to be thrown out who's not a member,

so they will at certain times of the year choose to

talk to the auditors on their own and so it's not just

purely us saying `̀ Shut up, don't say that''. . .'

Bob Cunningham, a very experienced audit

committee chair and member of the Cadbury

Committee, laid great emphasis on the importance

of this private meeting, pointing out that he

considered it so important that he would normally

see the auditors privately before the audit com-

mittee meeting. He described the fact of the

meeting, and its demonstration that the external

auditors had a direct channel to the NEDs, as a

`prophylactic' deterrent to fraud and incompe-

tence. These stories indicate that, although Cad-

bury is unclear as to how the audit committee can

in practice support auditor independence, the

private meeting with the auditors is a common

feature (Ezzamel and Watson 1997). Although

possibly viewed as `routine' by participants, the

event itself forms an important part of the audit

committee activity which is reported to the main

board and thence to users of published financial

reports, providing reassurance that effective cor-

porate governance mechanisms are in place.

The link between auditor independence and the

quality of financial reporting is not as explicit as

the Cadbury Code assumes, but the Cadbury

requirement for companies to establish audit

committees does offer NEDs and auditors a

mechanism through which they may demonstrate

their independence. Although this is not directly

observed beyond audit committee meetings, the

public report of the existence of the committee

is designed to influence those who have or are

contemplating a relationship with the company.

Additionally, the activities of the audit committee

offer a further reassurance that the account of the

company's activities may be relied upon, and that

the auditors have, as a result of the protection of

the audit committee, been able to report indepen-

dently, free of any pressure from the management

of the company. There is evidence that such re-

assurance allows the company access to resources.

Tsui et al. (1994) demonstrated that bankers would

more readily advance loans where they perceived

that auditor independence was assured by the

existence of an audit committee.

The influence of displays of independence

through the audit committee can thus be traced.

However, the relationship between different con-

ceptions of independence is complex, and the

articulation between Power's theoretical notions

remains unexplored in practice. The distinction

between independence in fact and independence in

appearance may be subject to differing emphases,
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according to context. The focus of the literature

and of guidance to practitioners suggests that

independence in appearance is the prerequisite

that allows independence in fact to be exercised.

Alternative views, as demonstrated in this paper,

argue that independence in fact is fundamental

and will counter circumstances which compromise

independence in appearance. Independence in

appearance does not guarantee the existence of

independence in fact, but it is easier to demon-

strate and monitor and may for this reason be the

principal focus of regulatory provisions.

Conclusion

Cadbury assumes not only that independence of

NEDs will promote ethical behaviour but that

executive directors will exhibit a tendency to

behaviour that is unethical. The paradox of

Cadbury's encouragement to executive directors

to take up non-executive positions on other

boards demonstrates the illogicality of this posi-

tion. Despite high profile examples like the

Maxwell case, there is little evidence of a direct

association between company collapse following

`clean' audit reports ± apparent audit failure ± and

unethical behaviour. The stories of participants in

this study suggest that incompetence rather than

fraud was probably a major factor in such

situations.

Although Cadbury poorly articulates the role of

the audit committee with respect to independence,

this paper suggests that the committee may have

an important function as an arena within which

displays of independence may take place. Such

displays, while providing no guarantee of ethical

behaviour, sustain the reputations of the indi-

viduals involved, validate audit committee activ-

ities and reassure the main board that the tasks

delegated to the audit committee have been

carried out.

For audit committee participants in this study,

the only conceptions of independence that were of

practical importance were the individual personal

quality, independence in fact, and the rules that

might establish the distance which underpins

independence in appearance. They did not reflect

on the independence of evidence in the audit

context. They were principally concerned with the

reputational aspects of independence at an in-

dividual level and how the personal quality of

independence could be displayed or performed.

Despite the importance of independence in

concerns about corporate governance and ac-

countability, the achievement of total auditor

independence may well be impossible for psycho-

logical reasons (Bazerman et al. 1997), and is

perhaps even undesirable (Grout et al. 1994).

Independence may be an example of a `regulative

ideal' similar to McSweeney's characterisation of

representational faithfulness in accounting: it is

`. . .ultimately elusive but the desire for it as a

foundation may be necessary' (McSweeney 1997:

707). From this perspective, the objective of the

Cadbury Code in securing auditor independence

may be viewed as aspirational rather than capable

of actual achievement.

The Cadbury recommendations with regard to

audit committees appear to offer a practical

mechanism for the promotion of ethical behaviour

through the inhibition of potentially unethical

influences exerted by executive directors over

external auditors. However, the lack of evidence

to demonstrate audit committee effectiveness

observed by Collier (1996) suggests that this

display of independence may be an insufficient

guarantee of ethical behaviour. The value of the

Cadbury Code, as with ethical codes in general,

may lie in its identification of areas of concern and

its expression of standards to which those involved

in corporate reporting activity should aspire,

rather than in the detailed prescription of appro-

priate behaviour.

Notes

1. The very helpful comments of Leonard Minkes

and Michael Page are gratefully acknowledged.

2. Certainly the arguments adduced to promote

adherence to the Code do not attempt to link

moral precepts to business activity, referring more

pragmatically to the efficient operation of capital

markets and avoidance of the threat of imposed

regulation (Cadbury 1992: 16).
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3. The recent establishment of the Independent

Standards Board in the US with a remit to

determine a conceptual framework for indepen-

dence represents one such response.

4. The Guide to Professional Ethics published by the

Institute of Chartered Accountants in England and

Wales (ICAEW) does not make this distinction

explicit, but initially stresses the fundamental role

of individual integrity before describing a series of

potential threats to auditor independence and

offering guidance on their practical avoidance or

minimisation (ICAEW 1997).

5. The sample could best be described as opportun-

istic, given difficulties of access at board level in

major UK plcs (Pahl and Winkler 1974, Brannen

1987).

6. All names have been changed.

7. This referred to a recent high-profile crisis which

had led to significant board changes at Glengarry.

8. In a similar analysis, Thain and Leighton (1994)

identified five levels of director dissent.

9. A more detailed account of this process is given in

Spira (1998b).

10. Beattie et al. (1997) confirmed support from

auditors for audit committees, in contrast to the

account given by Cousins and Sikka (1993) of a

1989 Parliamentary debate where the accounting

profession strongly opposed the introduction of

statutory audit committees.
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