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Independence
• In all matters relating to the GAGAS engagement, auditors
and audit organizations must be independent from an
audited entity
• Auditors and audit organizations maintain their
independence so that their opinions, findings, conclusions,
judgments, and recommendations will be impartial and will
be viewed as impartial by reasonable and informed third
parties
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Independence Cont’d
• Independence comprises the following:
Independence of mind:
• The state of mind that permits the conduct of an engagement without being
affected by influences that compromise professional judgment, thereby allowing an
individual to act with integrity and exercise objectivity and professional skepticism

Independence in appearance:
• The absence of circumstances that would cause a reasonable and informed third
party to reasonably conclude that the integrity, objectivity, or professional
skepticism of an audit organization or member of the engagement team had been
compromised
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Benchmark
• Auditors and audit organizations should avoid situations
that could lead reasonable and informed third parties to
conclude that the auditors and audit organizations are not
independent and thus are not capable of exercising
objective and impartial judgment on all issues associated
with conducting the engagement and reporting on the work
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Conceptual Framework
• Auditors should apply the conceptual framework at the
audit organization, engagement team, and individual
auditor levels to:
• Identify threats to independence
• Evaluate the significance of the threats identified, both
individually and in the aggregate
• Apply safeguards as necessary to eliminate the threats or reduce
them to an acceptable level
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Threats

Self‐interest
Threat

Self‐review
Threat

Undue
Influence
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Bias Threat

Management
Participation
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Familiarity
Threat

Structural
Threat
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Evaluating Threats
• Determine whether identified threats to independence are
at an acceptable level or have been eliminated or reduced
to an acceptable level, considering both qualitative and
quantitative factors to determine the significance of a threat
• Evaluated both individually and in the aggregate, as threats can
have a cumulative effect on auditors' independence
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Not Acceptable
• A threat to independence is not at an acceptable level if it
either:
• Could affect the auditors' ability to conduct an engagement without
being affected by influences that compromise professional
judgment; or
• Could expose the auditors or audit organization to circumstances
that would cause a reasonable and informed third party to
conclude that the integrity, objectivity, or professional skepticism of
the audit organization, or an auditor, had been compromised
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Safeguards
• When auditors determine that threats to independence are
not at an acceptable level, the auditors should determine
whether appropriate safeguards can be applied to eliminate
the threats or reduce them to an acceptable level
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Safeguards Cont'd
• Safeguards are actions or other measures, individually or in
combination, that auditors and audit organizations take that
effectively eliminate threats to independence or reduce
them to an acceptable level
• Safeguards vary depending on the facts and circumstances
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Multiple Safeguards
• Multiple safeguards may be necessary to address a threat
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Documentation
• Auditors should document the threats identified and the
safeguards applied to eliminate or reduce the threats to an
acceptable level
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GAO‐18‐568G
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Non‐audit Services
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Non‐audit Services
• Providing non‐audit services to audited entities may create
threats to the independence of auditors or audit
organizations
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Evaluation
• Before auditors agree to provide a non‐audit service to an
audited entity, they should determine whether providing
such a service would create a threat to independence,
either by itself or in aggregate with other non‐audit services
provided, with respect to any GAGAS engagement they
conduct
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Potential Safeguards
• Not including individuals who provided the non‐audit service
as engagement team members
• Having another auditor, not associated with the engagement,
review the engagement and non‐audit work as appropriate
• Engaging another audit organization to evaluate the results
of the non‐audit service
• Having another audit organization re‐perform the non‐audit
service to the extent necessary to enable that other
organization to take responsibility for the service
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SKE
• Before auditors agree to provide non‐audit services, they
should determine that the audited entity has designated an
individual who possesses suitable skill, knowledge, or
experience and that the individual understands the services
to be provided sufficiently to oversee them
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Oversee
• Indicators of management's ability to effectively oversee
the non‐audit service include management's ability:
• To determine the reasonableness of the results of the non‐
audit services provided; and
• To recognize a material error, omission, or misstatement in the
results of the non‐audit services provided
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Impact of Lack of SKE
• In cases where the audited entity is unable or unwilling to
assume these responsibilities, auditors should conclude that
the provision of these services is an impairment to
independence
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Management Responsibilities
• Management responsibilities involve leading and directing
an entity, including making decisions regarding the
acquisition, deployment, and control of human, financial,
physical, and intangible resources
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Examples
Setting policies and
strategic direction for the
audited entity

Directing and accepting
responsibility for the
actions of the audited
entity's employees in the
performance of their
routine, recurring activities

Reporting to those charged
with governance on behalf
of management

Having custody of an
audited entity's assets

Deciding which of the
audit organization's or
outside third party's
recommendations to
implement
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Examples Cont'd
Accepting responsibility for
the management of an
audited entity's project

Accepting responsibility for
designing, implementing, or
maintaining internal control

Developing an audited
entity's performance
measurement system when
that system is material or
significant to the subject
matter of the engagement

Providing services that are
intended to be used as
management's primary basis
for making decisions that
are significant to the subject
matter of the engagement

Serving as a voting member
of an entity's management
committee or board of
directors
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Management Responsibilities Cont’d
• Management responsibilities that the auditors perform for
an audited entity are impairments to independence
• If the auditors were to assume management responsibilities for
an audited entity, the management participation threats created
would be so significant that no safeguards could reduce them to
an acceptable level
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Preparation Services
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Impair Independence
• Determining or changing journal entries, account codes or
classifications for transactions, or other accounting records
for the entity without obtaining management's approval
• Authorizing or approving the entity's transactions
• Preparing or making changes to source documents without
management approval
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Significant Threats
• Preparing financial statements in their entirety from a
client‐provided trial balance or underlying accounting
records creates significant threats to auditors'
independence
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Threats to Independence
• Recording transactions for which management has determined
or approved the appropriate account classification, or posting
coded transactions to an audited entity's general ledger
• Preparing certain line items or sections of the financial
statements based on information in the trial balance
• Posting entries that an audited entity’s management has
approved to the entity's trial balance
• Preparing account reconciliations that identify reconciling items
for the audited entity management's evaluation
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Evaluate Threats
Factors relevant in evaluating significance of threats
• The extent to which the outcome of the service could have a material
effect on the financial statements
• The degree of subjectivity involved in determining the appropriate
amounts or treatment for those matters reflected in the financial
statements
• The extent of the audited entity's involvement in determining
significant matters of judgment
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Unlikely to be Significant
• Providing clerical assistance, such as typing, formatting,
printing, and binding financial statements, is unlikely to
be a significant threat
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Preparation
• Management is responsible for the preparation and fair
presentation of the financial statements, even if the auditor
assisted in drafting those financial statements
• An auditor accepting responsibility for the preparation and
fair presentation of financial statements that the auditor
will subsequently audit or that will otherwise be the subject
matter of an engagement would impair the auditor's
independence
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Independence
Considerations for
Preparing Accounting
Records & Financial
Statements
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AICPA
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State & Local
Government Affiliates
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State & Local Government Interpretation
• State and Local Government Client Affiliates
• Issued: June 2019
• Effective: For years beginning after December 15, 2020
• Delayed 1‐year due to COVID‐19

• Background:
• Client affiliate definition not meaningful to governmental entities
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Application
• This interpretation applies to state and local government
entities that are FS attest clients
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Definition
• State and local government entities are entities whose generally
accepted accounting principles standard setter is GASB
Examples of state and local government entities include:
• General purpose governments and special purpose governments

Examples of general‐purpose governments include:
• States, counties, cities, towns, villages, and Indian tribes

Examples of special purpose governments include:
• Cemetery districts, school districts, universities and colleges, utilities, hospitals or
other health care organizations, public airports, public housing authorities, financing
authorities, public transportation systems, public employee retirement systems
(PERSs), post‐employment benefit plans, pension plans, public‐entity risk pools,
external investment pools, state tuition programs, and other special districts
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Clarification
• When an interpretation of the Independence Rule is applied
in a state or local government environment and the
interpretation uses terminology that is not applicable in this
environment, the member should use professional
judgment to determine if there is an equivalent term
• i.e. certain interpretations use the phrase “officer, director, or
owner of the attest client”
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Affiliate
• An affiliate of a FS attest client exists in all following:
• The entity is included in the FS attest client’s FS and the member or
member’s firm does not make reference to another auditor’s report
on the entity
• The entity is included in the FS attest client’s FS, the member or
member’s firm makes reference to another auditor’s report on the
entity, and
• The entity is material to the FS attest client’s FS as a whole
• The FS attest client has more than minimal influence over the entity’s
accounting or financial reporting process
• There is a rebuttable presumption that the FS attest client has more than
minimal influence over the accounting or financial reporting process of
funds and blended component units
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Affiliate Cont’d
• The entity is a material excluded entity, and the FS attest client
has more than minimal influence over the entity’s accounting or
financial reporting process
• The investor, which is either the FS attest client or an affiliate, has
an investment in an investee when the investor either:
• Controls the investee, unless the investment in the investee is trivial
and clearly inconsequential to the FS attest client’s FS as a whole
• Has significant influence over the investee and the investment in the
investee is material to the FS attest client’s FS as a whole
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Considerations
• An entity is intended to be broadly defined and can
include funds, component units, departments, agencies,
programs, organizational units, fiduciary activities,
custodial activities, employee benefit plans, and sub
organizational units of the preceding entities
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Investment Defined
Investment
• An investment is a security or other asset that an
investor, which is either the FS attest client or an
affiliate, holds primarily for the purpose of income or
profit and has a present‐service capacity based solely
on its ability to generate cash or to be sold to generate
cash
• Includes equity method investments
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Not Investments
Not considered investments for this interpretation:
• Interests obtained by an investor as a result of an action by a third party, such as
through a bequest or a grant, and that the investor does not intend to retain and
does not retain for more than a reasonable period of time given the temporary
nature of the investment
• Equity interests in joint ventures, partnerships, LLCs, or other types of entities
where the investor’s principal purpose is to directly enhance its ability to provide
governmental services
• Equity interests in component units where the investor’s principal purpose is to
directly enhance its ability to provide governmental services
• Interests that would otherwise be considered an entity
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Interpretation
• Financial interests in, and other relationships with, affiliates
of a FS attest client may create threats to a member’s
compliance with the Independence Rule
• Members should apply the Independence Rule and related
interpretations applicable to a FS attest client to their
affiliates with certain exceptions
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Nonaffiliates
• If the member encounters circumstances or relationships
that may create threats to independence, the member
should apply the Conceptual Framework for Independence
to evaluate whether threats are at an acceptable level
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Examples of Such Circumstances or Relationships
• A covered member’s immediate family member is in a key position with a nonaffiliate
that includes the FS attest client in its FSs and the nonaffiliate provides accounting staff,
shares financial information systems, or establishes internal controls over financial
reporting for the attest client
• The member or member’s firm is considering providing FIS design services to a
nonaffiliate in which the same FIS would also be used by the FS attest client
• A covered member has a financial interest in a nonaffiliate that includes the FS attest
client in its FS, and the nonaffiliate prepares the FS for the FS attest client
• The FS attest client participates in a public‐private partnership or joint venture that does
not meet the definition of an investment in paragraph .03c of this interpretation. A
covered member has a financial interest in an organization that is also involved with the
public‐private partnership or joint venture
• A covered member owns utility bonds issued by a nonaffiliate, and the FS attest client is
responsible for payment of the utility bond debt service
• A covered member owns conduit debt issued by the FS attest client on behalf of a
nonaffiliate. The conduit debt is not accounted for on the FS of the FS attest client, and
the debt service is paid by the nonaffiliate
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Exception
• The member and member’s firm may provide prohibited nonattest
services to material excluded entities and entities when making
reference to other auditor during the period of the professional
engagement or during the period covered by the FS provided that it is
reasonable to conclude that the services do not create a self‐review
threat with respect to the FS attest client because the results of the
nonattest services will not be subject to the covered member’s FS
attest procedures
• For any other threats created by the provision of the nonattest
services that are not at an acceptable level, the member should apply
safeguards to eliminate or reduce the threats to an acceptable level
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What Questions
Do You Have?
Melisa F. Galasso
Chief Executive
Melisa@galassolearningsolutions.com
https://galassolearningsolutions.com
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