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Session Outline 

• What is the Yellow Book? 
• Ethical Principles 
• Independence 

– Threats and safeguards 
– Nonaudit services 
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What is the Yellow Book? 

• Generally Accepted Government Auditing 
Standards or “GAGAS” 

• Issued by the Comptroller General of the 
United States 

• Government Accountability Office (GAO) 
– Investigative arm of Congress 
– Independent and nonpartisan 
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Auditing Standards Hierarchy 

• Financial audits (AICPA) - SAS 
• Yellow Book audits (GAO) - GAGAS 
• Single Audits (OMB) – Circular A-133 / 2 CFR 

200 
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When is a Yellow Book Audit Required? 

• Single Audits  
• When required by grant agreements  
• State regulation 

– K-12 schools (MDE School Auditing Manual)  
– CMH Authorities (Mental Health Code) 
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Chapters of the Yellow Book 

1. Government Auditing: Foundation and Ethical 
Principles 

2. Standards for Use and Application of GAGAS 
3. General Standards (including Independence) 
4. Standards for Financial Audits 
5. Standards for Attestation Engagements  
6. Field Work Standards for Performance Audits  
7. Reporting Standards for Performance Audits  
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Introduction 

• Government auditing is essential in providing 
accountability to legislators, oversight bodies, 
those charged with governance, and the public.  

• Audits provide an independent, objective, 
nonpartisan assessment of the stewardship, 
performance, or cost of government policies, 
programs, or operations, depending upon the 
type and scope of the audit. 
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Purpose and Applicability of GAGAS 

• These standards are for use by auditors of 
government entities and entities that receive 
government awards and audit organizations 
performing GAGAS audits. 

• Provisions of laws, regulations, contracts, grant 
agreements, or policies frequently require audits 
be conducted in accordance with GAGAS.  

• This section describes the use of the following 
terms in GAGAS: Auditor, Audit Organization, 
Audit 
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Ethical Principles 

• The ethical principles presented in this section provide 
the foundation, discipline, and structure, as well as the 
climate that influence the application of GAGAS. This 
section sets forth fundamental principles rather than 
establishing specific standards or requirements. 
– The Public Interest 
– Integrity 
– Objectivity 
– Proper Use of Government Information, Resources and 

Positions 
– Professional Behavior 
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Ethical Principles – The Public Interest 

• The public interest is defined as the collective 
well-being of the community of people and 
entities the auditors serve. 

• Observing integrity, objectivity, and 
independence in discharging their professional 
responsibilities assists auditors in meeting the 
principle of serving the public interest and 
honoring the public trust. 

• A distinguishing mark of an auditor is acceptance 
of responsibility to serve the public interest. 
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Ethical Principles – Integrity 

• Integrity includes auditors conducting their work 
with an attitude that is objective, fact-based, 
nonpartisan, and non-ideological with regard to 
audited entities and users of the auditors’ 
reports. 

• Making decisions consistent with the public 
interest of the program or activity under audit is 
an important part of the principle of integrity. 
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Ethical Principles – Objectivity 

• Objectivity includes independence of mind 
and appearance when providing audits, 
maintaining an attitude of impartiality, having 
intellectual honesty, and being free of conflicts 
of interest. 

• The concepts of objectivity and independence 
are closely related. Independence 
impairments impact objectivity. 
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Proper Use of Government Information 

• Government information, resources, and 
positions are to be used for official purposes and 
not inappropriately for the auditor’s personal 
gain or in a manner contrary to law or 
detrimental to the legitimate interests of the 
audited entity or the audit organization. 

• Accountability to the public for the proper use 
and prudent management of government 
resources is an essential part of auditors’ 
responsibilities. 
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Ethical Principles – Professional Behavior 

• Professional behavior includes auditors 
putting forth an honest effort in performance 
of their duties and professional services in 
accordance with the relevant technical and 
professional standards. 
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Independence 

Conceptual Framework 

• In all matters relating to the audit work, the 
audit organization and the individual auditor, 
whether government or public, must be 
independent 

• It is impossible to define every situation that 
may impact independence, so GAGAS 
establish a conceptual framework to address it 
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Independence 

Conceptual Framework 

• Auditors should apply this conceptual 
framework to: 
– Audit organization 
– Specific engagements 
– Individual auditors 
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Independence 

Conceptual Framework 

• Framework: 
– Identify threats to independence 
– Evaluate the significance of threats identified 
– Apply safeguards as necessary to eliminate threats 

or reduce them to an acceptable level 
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Independence 

Threats 

• Threats to independence are circumstances 
that could impair independence 
– Threats are conditions to be evaluated using the 

conceptual framework 
– Threats do not necessarily impair independence 
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Independence 

Threats 

• Self-interest threat 
– the threat that a financial or other interest will 

inappropriately influence an auditor’s judgment or 
behavior 

19 



Independence 

Threats 

• Self-review threat 
– the threat that an auditor or audit organization 

that has provided nonaudit services will not 
appropriately evaluate the results of previous 
judgments made or services performed as part of 
the nonaudit services when forming a judgment 
significant to an audit 
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Independence 

Threats 

• Bias threat 
– the threat that an auditor will, as a result of 

political, ideological, social, or other convictions, 
take a position that is not objective 
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Independence 

Threats 

• Familiarity threat 
– the threat that aspects of a relationship with 

management or personnel of an audited entity, 
such as a close or long relationship, or that of an 
immediate or close family member, will lead an 
auditor to take a position that is not objective 
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Independence 

Threats 

• Undue influence threat 
– the threat that external influences or pressures 

will impact an auditor’s ability to make 
independent and objective judgments 
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Independence 

Threats 

• Management participation threat 
– the threat that results from an auditor’s taking on 

the role of management or otherwise performing 
management functions on behalf of the entity 
undergoing an audit 
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Independence 

Threats 

• Structural threat 
– the threat that an audit organization’s placement 

within a government entity, in combination with 
the structure of the government entity being 
audited, will impact the audit organization’s ability 
to perform work and report results objectively 
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Independence 

Safeguards 

• Safeguards are controls designed to eliminate 
or reduce to an acceptable level threats to 
independence: 
– Under the conceptual framework, the auditor 

applies safeguards that address the specific facts 
and circumstances under which threats to 
independence exist 

– In some cases, multiple safeguards may be 
necessary to address a threat 
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Independence 

Safeguards 

• Examples of safeguards include: 
– consulting an independent third party, such as a 

professional organization, a professional 
regulatory body, or another auditor 

– discussing independence issues with those 
charged with governance of the entity 
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Independence 

Safeguards 

• Examples of safeguards include: 
– disclosing to those charged with governance of 

the entity the nature of the audit and nonaudit 
services provided 

– involving another audit organization to perform or 
re-perform part of the audit 

– having a professional staff member who was not a 
member of the audit team review the work 
performed 
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Independence 

Safeguards 

• Safeguards within the entity’s systems and 
procedures: 
– an auditor may also be able to place limited 

reliance on safeguards that the entity has 
implemented internally 

– It is not possible to rely solely on such safeguards 
to eliminate threats or reduce them to an 
acceptable level 
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Independence 

Safeguards 

• Examples of safeguards within the entity’s 
systems and procedures: 
– an entity requirement that persons other than 

management ratify or approve the appointment 
of an audit organization to perform an audit 

– internal procedures at the entity that ensure 
objective choices in commissioning nonaudit 
services 
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Independence 

Safeguards 

• Examples of safeguards within the entity’s 
systems and procedures: 
– a governance structure at the entity that provides 

appropriate oversight and communications 
regarding the audit organization’s services 
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Independence 

Application 

• Auditors should evaluate threats both 
individually and in the aggregate 
– Threats can have a cumulative effect on 

independence  

• Some threats can be eliminated or reduced to 
an acceptable level, while others cannot 
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Independence 

Application 

• Threats to independence are not at an 
acceptable level if: 
– The threat could impact the auditor’s ability to 

perform an audit without being affected by 
influences that compromise professional 
judgment; or  

– A reasonable and informed third party would 
conclude that the auditor’s integrity, objectivity, or 
professional skepticism has been compromised 
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Independence 

Application 

• If threats to independence are not at an 
acceptable level: 
– Apply safeguards 
– Document the treats identified and safeguards 

applied 
– Evaluate both qualitative and quantitative factors 

to determine whether independence of both mind 
and appearance are maintained 
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Independence 

Application 

• If independence is impaired: 
– Decline to perform a prospective engagement 
– Terminate an audit in progress 
– Recall any reports issued in a period during which 

it is subsequently determined that independence 
was impaired 
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Independence 

Government Auditors 

• Special rules for: 
– External auditor independence 
– Internal auditor independence 
– These rules apply to auditors in government 

entities whether they report to third parties 
externally, to senior management within the 
audited entity, or to both 
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Independence 

Nonaudit Services 

• Providing nonaudit services may create 
threats to an auditor’s independence 
– Auditors should consider and document potential 

threats from nonaudit services 
– A critical component is management’s ability to 

effectively oversee the nonaudit service to be 
performed 
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Independence 

Nonaudit Services 

• Providing nonaudit services may create 
threats to an auditor’s independence 
– The audited entity should designate an individual 

who possesses suitable skill, knowledge, or 
experience, and who understands the services to 
be performed sufficiently to oversee them 

– This individual is not required to possess the 
expertise to perform or re-perform the services 
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Independence 

Nonaudit Services 

• Auditors cannot assume a management 
responsibility: 
– Setting policies and strategic direction 
– Directing and accepting responsibility for the 

actions of the audited entity’s employees in their 
normal duties 

– Have custody of an audited entity’s assets 
– Reporting to those charged with governance on 

behalf of management 
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Independence 

Nonaudit Services 

• Auditors cannot assume a management 
responsibility: 
– Deciding which management recommendations to 

implement 
– Accepting responsibility for the management of an 

audited entity’s project 
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Independence 

Nonaudit Services 

• Auditors cannot assume a management 
responsibility: 
– Accepting responsibility for designing, 

implementing, or maintaining internal control 
– 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 
audit 
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Independence 

Nonaudit Services 

• Auditors cannot assume a management 
responsibility: 
– Developing an audited entity’s performance 

measurement system when that system is 
material or significant to the subject matter of the 
audit 

– Serving as a voting member of an audited entity’s 
management committee or board of directors 
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Independence 

Nonaudit Services 

• Auditors performing nonaudit services should 
ensure that management: 
– Assumes all management responsibilities 
– Oversees all nonaudit services by designating a 

individual (preferably within senior management) 
who possess suitable skill, knowledge, or 
experience 
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Independence 

Nonaudit Services 

• Auditors performing nonaudit services should 
ensure that management: 
– Evaluates the adequacy and results of all services 

performed 
– Accepts responsibility for the results of any 

nonaudit services 
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Independence 

Nonaudit Services 

• Document the understanding with 
management/those charged with governance 
in writing: 
– Objectives of the nonaudit service 
– Services to be performed 
– Audited entity’s acceptance of its responsibilities 
– The auditor’s responsibilities 
– Any limitations of the nonaudit service 
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Independence 

Nonaudit Services 

• Routine activities: 
– Relate directly to the performance of an audit 

(such as providing advice and responding to 
questions) 

– Typically insignificant in terms of time and cost, 
and do not result in a formal report or work 
product 

– Not considered nonaudit services and are exempt 
from the conceptual framework 
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Independence 

Nonaudit Services 

• Routine activities: 
– Providing advice on an accounting matter as an 

ancillary part of the overall financial audit 
– Researching and responding to technical 

questions on relevant tax laws as an ancillary part 
of providing tax services 

– Providing advice to the audited entity on routine 
business matters 
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Independence 

Nonaudit Services 

• Routine activities: 
– Educating the audited entity on matters within the 

technical expertise of the auditors  
– Providing information to the audited entity that is 

readily available to the auditors, such as best 
practices and benchmarking studies 
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Independence 

Nonaudit Services 

• Routine activities do not include: 
– Financial statement preparation 
– Cash to accrual conversions 
– Reconciliations 

• These are considered nonaudit services under 
GAGAS, and are subject to the conceptual 
framework 
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Independence 

Specific Nonaudit Services 

• Management responsibilities: 
– Creates management participation threats so 

significant that no safeguards could reduce them 
to an acceptable level  

– Auditor’s independence would be impaired with 
respect to that entity 

50 



Independence 

Specific Nonaudit Services 

• Preparing accounting records and financial 
statements: 
– Unacceptable nonaudit services: 

• Determining or changing journal entries, account 
codes, or other accounting records without 
management approval 

• Authorizing or approving transactions 
• Preparing or making changes to source documents 

without management approval 
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Independence 

Specific Nonaudit Services 

• Preparing accounting records and financial 
statements: 
– Unacceptable nonaudit services: 

• An auditor’s acceptance of responsibility for the 
preparation and fair presentation of financial 
statements would impair the auditor’s independence 
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Independence 

Specific Nonaudit Services 

• Preparing accounting records and financial 
statements: 
– Acceptable nonaudit services (subject to the 

conceptual framework): 
• Recording/posting transactions approved and coded by 

management 
• Preparing financial statements from the trial balance 
• Preparing reconciliations for management to evaluate 
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Independence 

Specific Nonaudit Services 

• Preparing accounting records and financial 
statements: 
– Acceptable nonaudit services (if documented 

following the framework) 
• Proposing standard, adjusting, or correcting journal 

entries provided management reviews and accepts the 
entries and the auditor is satisfied that management 
understands the nature of the proposed entries and the 
impact the entries have on the financial statements 
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Independence 

Specific Nonaudit Services 

• Internal audit assistance services provided by 
external auditors that always impair 
independence: 
– Setting internal audit policies or strategic direction 
– Performing procedures that form part of the 

internal control 
– Determining the scope of the internal audit 

function and resulting work 
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Independence 

Specific Nonaudit Services 

• Internal control monitoring as a nonaudit 
service: 
– Ongoing monitoring procedures performed on 

behalf of management are built into the routine, 
recurring operating activities of an organization 

– The management participation threat is so 
significant that no safeguards could reduce the 
threat to an acceptable level 
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Independence 

Specific Nonaudit Services 

• Information technology systems services that 
impair independence: 
– Designing or developing a system that will play a 

significant role in the management of an area that 
is subject to the audit 

– Making modifications to source code 
– Operating or supervising the operation of such a 

system 
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Independence 

Specific Nonaudit Services 

• Valuation services: 
– If the valuations would have a material effect on 

the financial statements, and the valuation 
involves a significant degree of subjectivity, the 
audit organization’s independence would be 
impaired 
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Independence 

Specific Nonaudit Services 

• Non tax disbursement: 
– Prohibited nonaudit services 

• Accepting responsibility to authorize payment of 
audited entity funds 

• Accepting responsibility for signing or cosigning audited 
entity checks 

• Maintaining an audited entity's bank account or 
otherwise having custody of an audited entity's funds  

• Approving vendor invoices for payment 
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Independence 

Specific Nonaudit Services 

• Benefit plan administration: 
– Prohibited nonaudit services 

• Making policy decisions on behalf of management 
• Interpreting the plan document on behalf of 

management without first obtaining management's 
concurrence 

• Making disbursements on behalf of the plan 
• Having custody of a plan’s assets 
• Serving as plan fiduciary as defined by ERISA 
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Independence 

Specific Nonaudit Services 

• Investment-advisory or management: 
– Prohibited nonaudit services 

• Making investment decisions on behalf of management 
or having discretionary authority over an audited 
entity's investments 

• Executing a transaction to buy or sell an audited entity's 
investment 

• Having custody of an audited entity’s assets, such as 
taking temporary possession of securities purchased by 
an audited entity 
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Independence 

Specific Nonaudit Services 

• Corporate finance-consulting or advisory: 
– Prohibited nonaudit services 

• Committing the audited entity to the terms of a 
transaction or consummating a transaction on behalf of 
the audited entity 

• Acting as a promoter, underwriter, broker-dealer, or 
guarantor of audited entity securities, or distributor of 
private placement memoranda or offering documents 

• Maintaining custody of an audited entity’s securities 
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Independence 

Specific Nonaudit Services 

• Executive/employee personnel matters: 
– Prohibited nonaudit services 

• Committing the audited entity to employee 
compensation or benefit arrangements 

• Hiring or terminating audited entity employees 
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Independence 

Specific Nonaudit Services 

• Business risk consulting: 
– Prohibited nonaudit services 

• Making or approving business risk decisions 
• Presenting business risk considerations to those 

charged with governance or others on behalf of 
management 
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Independence 

Documentation 

• Documentation of independence 
considerations: 
– Provides evidence of the auditor’s judgments in 

forming conclusions regarding compliance with 
independence requirements 

– Is required under the GAGAS quality control and 
assurance requirements 
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Independence 

Documentation 

• Documentation of independence 
considerations: 
– Threats to independence that require the 

application of safeguards, and the safeguards 
applied 

– Consideration of management’s ability to 
effectively oversee nonaudit services 

– Auditor’s understanding with the entity when 
performing nonaudit services 
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Questions? 
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We are available to help! 

 
Mark Kettner, CPA, CGFM, CGMA 

mark.kettner@rehmann.com  
(517) 841-4889  
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