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Introduction
Scope of this ISA (NZ)

1. This International Standard on Auditing (New [Bed) (ISA (NZ)) deals with the
user auditor’s responsibility to obtain sufficiesgppropriate audit evidence when a
user entity uses the services of one or more semiganisations. Specifically, it
expands on how the user auditor applies ISA (N2 Revised) and ISA (NZ) 330
in obtaining an understanding of the user entitgiuding internal control relevant to
the audit, sufficient to identify and assess tlsigiof material misstatement and in
designing and performing further audit proceduesponsive to those risks.

2.  Many entities outsource aspects of their busings organisations that provide
services ranging from performing a specific tasklamthe direction of an entity to
replacing an entity’s entire business units or fioms, such as the tax compliance
function. Many of the services provided by suchaoigations are integral to the
entity’s business operations; however, not all ¢heervices are relevant to the audit.

3. Services provided by a service organisatiorr@levant to the audit of a user entity’s
financial statements when those services, anddht&als over them, are part of the
user entity’s information system, including relatedsiness processes, relevant to
financial reporting. Although most controls at thervice organisation are likely to
relate to financial reporting, there may be othamtmls that may also be relevant to
the audit, such as controls over the safeguardimgssets. A service organisation’s
services are part of a user entity’s informatiostesn, including related business
processes, relevant to financial reporting if theseices affect any of the following:

(&) The classes of transactions in the user estitgerations that are significant to
the user entity’s financial statements;

(b) The procedures, within both information tectogyl (IT) and manual systems,
by which the user entity’s transactions are ingiikt recorded, processed,
corrected as necessary, transferred to the gefestgér and reported in the
financial statements;

(c) The related accounting records, either in ed&@t or manual form, supporting
information and specific accounts in the user gstitinancial statements that
are used to initiate, record, process and reperutier entity’s transactions; this
includes the correction of incorrect informationdamow information is
transferred to the general ledger;

(d) How the user entity’s information system capsuevents and conditions, other
than transactions, that are significant to therfaial statements;

(e) The financial reporting process used to preghes user entity’s financial
statements, including significant accounting estesand disclosures; and

(H Controls surrounding journal entries, includimgpn-standard journal entries
used to record non-recurring, unusual transactorgljustments.

1 ISA (N2) 315 (Revised), “Identifying and Assesgirthe Risks of Material Misstatement through
Understanding the Entity and Its Environment.”

2 ISA (NZ) 330, “The Auditor’'s Responses to AssesRésks.”
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The nature and extent of work to be performedth®y user auditor regarding the
services provided by a service organisation dementhe nature and significance of
those services to the user entity and the relevahtteose services to the audit.

This ISA (NZ) does not apply to services preddy financial institutions that are
limited to processing, for an entity’s account held the financial institution,
transactions that are specifically authorised kg ¢htity, such as the processing of
cheque account transactions by a bank or the @ingesf securities transactions by a
broker. In addition, this ISA (NZ) does not apptythe audit of transactions arising
from proprietary financial interests in other a@e8t such as partnerships, corporations
and joint ventures, when proprietary interests ateounted for and reported to
interest holders.

Effective Date

6. This ISA (NZ) is effective for audits of finamtistatements for periods beginning on

or after 1 September, 2011.

Objectives
7. The objectives of the user auditor, when the eséity uses the services of a service
organisation, are:

(@) To obtain an understanding of the nature amphifisance of the services
provided by the service organisation and theiratfa the user entity’s internal
control relevant to the audit, sufficient to idéyntnd assess the risks of material
misstatement; and

(b) To design and perform audit procedures respertsi those risks.

Definitions
8. For purposes of the ISAs (NZ) , the followingnis have the meanings attributed

below:

(@) Complementary user entity controls — Controls ttiet service organisation
assumes, in the design of its service, will be engnted by user entities, and
which, if necessary to achieve control objectivese identified in the
description of its system.

(b) Report on the description and design of costral a service organisation
(referred to in this ISA (NZ) as a type 1 repor#) +eport that comprises:

() A description, prepared by management of theise organisation, of the
service organisation’s system, control objectived eelated controls that
have been designed and implemented as at a sfetdfie; and

(i) A report by the service auditor with the oljee of conveying reasonable
assurance that includes the service auditor’s opion the description of
the service organisation’s system, control objestiand related controls and
the suitability of the design of the controls tdiawe the specified control
objectives.

(c) Report on the description, design, and opegadifiectiveness of controls at a
service organisation (referred to in this ISA (N&) a type 2 report) — A report
that comprises:
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() A description, prepared by management of theise organisation, of the
service organisation’s system, control objectived eelated controls, their
design and implementation as at a specified dataroughout a specified
period and, in some cases, their operating effenégs throughout a
specified period; and

(i) A report by the service auditor with the oljee of conveying reasonable
assurance that includes:

a. The service auditor's opinion on the descriptiohn the service
organisation’s system, control objectives and eelatontrols, the
suitability of the design of the controls to aclddtie specified control
objectives, and the operating effectiveness ottmrols; and

b. A description of the service auditor’s teststloé controls and the
results thereof.

(d) Service auditor — An auditor who, at the requafsthe service organisation,
provides an assurance report on the controls eface organisation.

(e) Service organisation — A third-party organsat(or segment of a third-party
organisation) that provides services to user estinat are part of those entities’
information systems relevant to financial reporting

( Service organisation’s system — The policiesd aprocedures designed,
implemented and maintained by the service organis&b provide user entities
with the services covered by the service audit@pmort.

(g) Subservice organisation — A service organigsatised by another service
organisation to perform some of the services peitb user entities that are
part of those user entities’ information systenevant to financial reporting.

(h) User auditor — An auditor who audits and report the financial statements of a
user entity.

(i) User entity — An entity that uses a serviceamigation and whose financial
statements are being audited.

Requirements

Obtaining an Understanding of the Services Providetly a Service Organisation,
Including Internal Control

9.

When obtaining an understanding of the usetyemtiaccordance with ISA (NZ) 315
(Revised) the user auditor shall obtain an understandinigoef a user entity uses the
services of a service organisation in the usetyentiperations, includingRef: Para. Al-
A2)

(&) The nature of the services provided by the senocganisation and the
significance of those services to the user entitgiuding the effect thereof on
the user entity’s internal contr@Ref: Para. A3-A5)

(b) The nature and materiality of the transactions @seed or accounts or financial
reporting processes affected by the service orgtaors (Ref: Para. A6)

3

ISA (NZ) 315 (Revised), paragraph 11.
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(c) The degree of interaction between the activitiethefservice organisation and
those of the user entity; agrkef: Para. A7)

(d) The nature of the relationship between the useityemnd the service
organisation, including the relevant contractuatme for the activities
undertaken by the service organisati@af: Para. A8-A11)

10. When obtaining an understanding of internal tnrelevant to the audit in
accordance with ISA (NZ) 315 (Revis€dihe user auditor shall evaluate the design
and implementation of relevant controls at the wssity that relate to the services
provided by the service organisation, including sthothat are applied to the
transactions processed by the service organisd@RenPara. A12-A14)

11. The user auditor shall determine whether acseifit understanding of the nature and
significance of the services provided by the senamyanisation and their effect on the
user entity’s internal control relevant to the audis been obtained to provide a basis
for the identification and assessment of risks afarial misstatement.

12. If the user auditor is unable to obtain a sight understanding from the user entity,
the user auditor shall obtain that understandimgnfone or more of the following
procedures:

(@) Obtaining a type 1 or type 2 report, if avaigab

(b) Contacting the service organisation, through wiser entity, to obtain specific
information;

(c) Visiting the service organisation and perforgiprocedures that will provide the
necessary information about the relevant contriolseaservice organisation; or

(d) Using another auditor to perform procedurest thall provide the necessary
information about the relevant controls at the mererganisation(Ref: Para. A15-A20)

Using a Type 1 or Type 2 Report to Support the Bselitor's Understanding of the Service
Organisation

13. In determining the sufficiency and approprianof the audit evidence provided by a
type 1 or type 2 report, the user auditor shabddesfied as to:

(@) The service auditor's professional competence armtkgdendence from the
service organisation; and

(b) The adequacy of the standards under which the lype type 2 report was
issued(Ref: Para. A21)

14. If the user auditor plans to use a type 1 pet® report as audit evidence to support
the user auditor’s understanding about the desnghimplementation of controls at
the service organisation, the user auditor shall:

(a) Evaluate whether the description and design of rotmtat the service
organisation is at a date or for a period thatpisrapriate for the user auditor’s
purposes;

*I1SA (NZ) 315 (Revised), paragraph 12.
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Evaluate the sufficiency and appropriateness ofetfidence provided by the
report for the understanding of the user entitgi®iinal control relevant to the
audit; and

Determine whether complementary user entity cositidentified by the service
organisation are relevant to the user entity angh,i obtain an understanding of
whether the user entity has designed and implerdenteh controls(Ref: Para.
A22-A23)

Responding to the Assessed Risks of Material Misseanent
In responding to assessed risks in accordarnite|8A (NZ) 330, the user auditor

15.

shall:

(@)

(b)

Determine whether sufficient appropriate aeglilence concerning the relevant
financial statement assertions is available frooom@s held at the user entity;
and, if not,

Perform further audit procedures to obtain isight appropriate audit
evidence or use another auditor to perform thosequures at the service
organisation on the user auditor’'s behg@gf: Para. A24-A28)

Tests of Controls

16. When the user auditor’s risk assessment inslatleexpectation that controls at the
service organisation are operating effectively, tleer auditor shall obtain audit
evidence about the operating effectiveness of tlsosérols from one or more of the
following procedures:

(@)
(b)
(€)

Obtaining a type 2 report, if available;
Performing appropriate tests of controls atdbevice organisation; or

Using another auditor to perform tests of colstiat the service organisation on
behalf of the user auditqref: Para. A29-A30)

Using a Type 2 Report as Audit Evidence that Cdstabthe Service Organisation Are
Operating Effectively

If, in accordance with paragraph 16(a), the aselitor plans to use a type 2 report
as audit evidence that controls at the servicernsg#ion are operating effectively,
the user auditor shall determine whether the senacditor’s report provides
sufficient appropriate audit evidence about theaifeness of the controls to support
the user auditor’s risk assessment by:

17.

(@)

(b)

(©)

Evaluating whether the description, design aekrating effectiveness of
controls at the service organisation is at a daferca period that is appropriate
for the user auditor’s purposes;

Determining whether complementary user entiontrols identified by the
service organisation are relevant to the user yemtitd, if so, obtaining an
understanding of whether the user entity has dedigind implemented such
controls and, if so, testing their operating effemmess;

Evaluating the adequacy of the time period ceddy the tests of controls and
the time elapsed since the performance of the eéstsntrols; and
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(d) Evaluating whether the tests of controls penked by the service auditor and the
results thereof, as described in the service ausliteport, are relevant to the
assertions in the user entity’s financial stateseanhd provide sufficient
appropriate audit evidence to support the usertatslirisk assessmen(Ref:

Para. A31-A39)

Type 1 and Type 2 Reports that Exclude the Serviced a Subservice Organisation

18.

If the user auditor plans to use a type 1 typa 2 report that excludes the services
provided by a subservice organisation and thosdcesr are relevant to the audit of
the user entity’s financial statements, the uselitaushall apply the requirements of
this ISA (NZ) with respect to the services provideyg the subservice organisation.

(Ref: Para. A40)

Fraud, Non-Compliance with Laws and Regulations andUncorrected Misstatements in
Relation to Activities at the Service Organisation

19.

The user auditor shall enquire of managemetheiser entity whether the service
organisation has reported to the user entity, oethdr the user entity is otherwise
aware of, any fraud, non-compliance with laws aedufations or uncorrected

misstatements affecting the financial statementthefuser entity. The user auditor
shall evaluate how such matters affect the nattineng and extent of the user
auditor’s further audit procedures, including th#e& on the user auditor’s

conclusions and user auditor’s rep@Ref: Para. A41)

Reporting by the User Auditor

20.

21.

22.

The user auditor shall modify the opinion ie tiser auditor’s report in accordance
with ISA (NZ) 705 if the user auditor is unable to obtain sufficiappropriate audit
evidence regarding the services provided by theigeorganisation relevant to the
audit of the user entity’s financial statemeifes: Para. A42)

The user auditor shall not refer to the workacfervice auditor in the user auditor’s

report containing an unmodified opinion unless rexliby law or regulation to do so.
If such reference is required by law or regulatittme user auditor’s report shall
indicate that the reference does not diminish ther @uditor’s responsibility for the

audit opinion(Ref: Para. A43)

If reference to the work of a service auditerreélevant to an understanding of a
modification to the user auditor’s opinion, the maeditor’s report shall indicate that
such reference does not diminish the user auditesponsibility for that opinion.

(Ref: Para. A44)

*k%*

5

ISA (NZ) 705, “Modifications to the Opinion inélindependent Auditor’s Report,” paragraph 6.

10
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Application and Other Explanatory Material

Obtaining an Understanding of the Services Providetly a Service Organisation,
Including Internal Control

Sources of Informatio(Ref: Para. 9)

Al

A2.

Information on the nature of the services pded by a service organisation may be
available from a wide variety of sources, such as:

. User manuals.
. System overviews.
. Technical manuals.

. The contract or service level agreement betweeruslee entity and the service
organisation.

. Reports by service organisations, the internal taeglifunction or regulatory
authorities on controls at the service organisation

. Reports by the service auditor, including managenstters, if available.

Knowledge obtained through the user auditorigpegience with the service
organisation, for example through experience wittepaudit engagements, may also
be helpful in obtaining an understanding of theureabf the services provided by the
service organisation. This may be particularly hélff the services and controls at
the service organisation over those services gitdyhstandardised.

Nature of the Services Provided by the Service Qisgdion(Ref: Para. 9(a))

AS.

A4.

A user entity may use a service organisatiochsas one that processes transactions
and maintains related accountability, or recordsdactions and processes related
data. Service organisations that provide such eesvinclude, for example, bank trust
departments that invest and service assets foroyelbenefit plans or for others;
mortgage bankers that service mortgages for otheid;application service providers
that provide packaged software applications andechriology environment that
enables customers to process financial and opegdtiansactions.

Examples of service organisation services d@natrelevant to the audit include:
. Maintenance of the user entity’s accounting records
. Management of assets.

. Initiating, recording or processing transactionageant of the user entity.

Considerations Specific to Smaller Entities

AS.

Smaller entities may use external bookkeepmyises ranging from the processing
of certain transactions (for example, payment ofrqpla taxes) and maintenance of
their accounting records to the preparation ofrtfieaancial statements. The use of
such a service organisation for the preparationtsofinancial statements does not

11
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relieve management of the smaller entity and tlobseged with governance of their
responsibilities for the financial statemehts.

Nature and Materiality of Transactions ProcessedHh®/Service OrganisatiqRref: Para. 9(b))

A6. A service organisation may establish policeasl procedures that affect the user

entity’s internal control. These policies and pidwes are at least in part physically
and operationally separate from the user entitg Jignificance of the controls of the
service organisation to those of the user entifyedds on the nature of the services
provided by the service organisation, including theture and materiality of the
transactions it processes for the user entity. drtan situations, the transactions
processed and the accounts affected by the sesxgagmisation may not appear to be
material to the user entity’s financial statemeist the nature of the transactions
processed may be significant and the user auditaly rdetermine that an
understanding of those controls is necessary igitbamstances.

The Degree of Interaction between the ActivitiethefService Organisation and the User
Entity (Ref: Para. 9(c))

A7. The significance of the controls of the servirganisation to those of the user entity

also depends on the degree of interaction betwseactivities and those of the user
entity. The degree of interaction refers to theekto which a user entity is able to and
elects to implement effective controls over thecpssing performed by the service
organisation. For example, a high degree of intena@xists between the activities of
the user entity and those at the service orgaarsatihen the user entity authorises
transactions and the service organisation processggioes the accounting for those
transactions. In these circumstances, it may betipahle for the user entity to
implement effective controls over those transastio®n the other hand, when the
service organisation initiates or initially recorgsocesses, and does the accounting for
the user entity’s transactions, there is a loweagreke of interaction between the two
organisations. In these circumstances, the usity emy be unable to, or may elect not
to, implement effective controls over these tratisas at the user entity and may rely
on controls at the service organisation.

Nature of the Relationship between the User Emtitgt the Service Organisatidref: Para.

9(d))

A8. The contract or service level agreement betwte user entity and the service

organisation may provide for matters such as:

. The information to be provided to the user entityd aesponsibilities for
initiating transactions relating to the activitiesdertaken by the service
organisation;

. The application of requirements of regulatory bede®ncerning the form of
records to be maintained, or access to them;

. The indemnification, if any, to be provided to thger entity in the event of a
performance failure;

® ISA (NZ) 200, “Overall Objectives of the Indepemd Auditor and the Conduct of an Audit in Accordan
with International Standards on Auditing (New Zealg” paragraphs 4 and A2-A3.

12
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. Whether the service organisation will provide aorépn its controls and, if so,
whether such report would be a type 1 or type 2ntep

. Whether the user auditor has rights of accessdatitounting records of the
user entity maintained by the service organisatéord other information
necessary for the conduct of the audit; and

. Whether the agreement allows for direct commurocatbetween the user
auditor and the service auditor.

There is a direct relationship between theisererganisation and the user entity and
between the service organisation and the servidécaiuThese relationships do not
necessarily create a direct relationship between uber auditor and the service
auditor. When there is no direct relationship betmvéhe user auditor and the service
auditor, communications between the user auditdrtha service auditor are usually
conducted through the user entity and the serwiganisation. A direct relationship
may also be created between a user auditor and/iaesauditor, taking into account
the relevant ethical and confidentiality considierad. A user auditor, for example,
may use a service auditor to perform procedurgb®miser auditor’s behalf, such as:

(a) Tests of controls at the service organisation; or

(b) Substantive procedures on the user entity’s firdratatement transactions and
balances maintained by a service organisation.

Considerations Specific to Public Sector Entities

A10.

All.

Public sector auditors generally have brogtts of access established by legislation.
However, there may be situations where such rightaccess are not available, for
example when the service organisation is located thfferent jurisdiction. In such
cases, a public sector auditor may need to obtainnaerstanding of the legislation
applicable in the different jurisdiction to detemaiwhether appropriate access rights
can be obtained. A public sector auditor may albtaio or ask the user entity to
incorporate rights of access in any contractuargements between the user entity and
the service organisation.

Public sector auditors may also use anothdit@uto perform tests of controls or
substantive procedures in relation to compliancéh waw, regulation or other
authority.

Understanding the Controls Relating to Servicesvigied by the Service Organisatigref: Para.

10)

Al2. The user entity may establish controls over $lervice organisation’s services that

may be tested by the user auditor and that mayletiad user auditor to conclude that
the user entity’s controls are operating effectivedr some or all of the related
assertions, regardless of the controls in placthetservice organisation. If a user
entity, for example, uses a service organisatiopréeess its payroll transactions, the
user entity may establish controls over the subomssand receipt of payroll
information that could prevent or detect materiasstatements. These controls may
include:

13
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. Comparing the data submitted to the service org#ors with reports of
information received from the service organisatafter the data has been
processed.

. Recomputing a sample of the payroll amounts foricdé accuracy and
reviewing the total amount of the payroll for reaableness.

A13. In this situation, the user auditor may parfdests of the user entity’s controls over
payroll processing that would provide a basis far tiser auditor to conclude that the
user entity’s controls are operating effectively the assertions related to payroll
transactions.

Al4. As noted in ISA (NZ) 315 (Revisell)n respect of some risks, the user auditor may
judge that it is not possible or practicable toanbtsufficient appropriate audit
evidence only from substantive procedures. Suds msay relate to the inaccurate or
incomplete recording of routine and significantsskes of transactions and account
balances, the characteristics of which often pehghly automated processing with
little or no manual intervention. Such automatedcpssing characteristics may be
particularly present when the user entity usesisemrganisations. In such cases, the
user entity’s controls over such risks are relevarthe audit and the user auditor is
required to obtain an understanding of, and touatal such controls in accordance
with paragraphs 9 and 10 of this ISA (NZ).

Further Procedures When a Sufficient Understandiagnot Be Obtained from the User
Entity (Ref: Para. 12)

A15. The user auditor’s decision as to which procedindividually or in combination, in
paragraph 12 to undertake, in order to obtain mfi@rmation necessary to provide a
basis for the identification and assessment ofrigies of material misstatement in
relation to the user entity’s use of the serviggaorsation, may be influenced by such
matters as:

. The size of both the user entity and the servigamsation;

. The complexity of the transactions at the usertyiind the complexity of the
services provided by the service organisation;

. The location of the service organisation (for exenphe user auditor may
decide to use another auditor to perform procedardke service organisation
on the user auditor’s behalf if the service orgainis is in a remote location);

. Whether the procedure(s) is expected to effectipetywide the user auditor with
sufficient appropriate audit evidence; and

. The nature of the relationship between the useityer@nd the service
organisation.

Al6. A service organisation may engage a servickt@uto report on the description and
design of its controls (type 1 report) or on theatgption and design of its controls
and their operating effectiveness (type 2 repdigpe 1 or type 2 reports may be
issued under International Standard on Assurancgagements (New Zealand)
(ISAE (N2)) 3402 or under standards established by an authorisecamgnised

" ISA(NZ) 315 (Revised), paragraph 30.
8 ISAE (NZ) 3402, “Assurance Reports on Controla @hird-Party Service Organisation.”

14
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standards setting organisation (which may iderntigm by different names, such as
Type A or Type B reports).

Al7. The availability of a type 1 or type 2 reperill generally depend on whether the
contract between a service organisation and a erst#ly includes the provision of
such a report by the service organisation. A seraiganisation may also elect, for
practical reasons, to make a type 1 or type 2 tepaailable to the user entities.
However, in some cases, a type 1 or type 2 repaytmot be available to user entities.

Al18. In some circumstances, a user entity may outgoone or more significant business
units or functions, such as its entire tax planrang compliance functions, or finance
and accounting or the controllership function t@ @n more service organisations. As
a report on controls at the service organisatiory mat be available in these
circumstances, visiting the service organisatiory @ the most effective procedure
for the user auditor to gain an understanding otrods at the service organisation, as
there is likely to be direct interaction of managam of the user entity with
management at the service organisation.

A19. Another auditor may be used to perform procesluhat will provide the necessary
information about the relevant controls at the mererganisation. If a type 1 or type 2
report has been issued, the user auditor may essetivice auditor to perform these
procedures as the service auditor has an existtgfionship with the service
organisation. The user auditor using the work afther auditor may find the guidance
in ISA (NZ) 600 useful as it relates to understanding anothertau¢cluding that
auditor’'s independence and professional competemeedlvement in the work of
another auditor in planning the nature, extent &#mdng of such work, and in
evaluating the sufficiency and appropriatenesfiefaudit evidence obtained.

A20. A user entity may use a service organisatia in turn uses a subservice organisation
to provide some of the services provided to a estty that are part of the user entity’s
information system relevant to financial reportimpe subservice organisation may be a
separate entity from the service organisation oty rba related to the service
organisation. A user auditor may need to considentrols at the subservice
organisation. In situations where one or more swlise organisations are used, the
interaction between the activities of the usertgtnd those of the service organisation
is expanded to include the interaction betweenuer entity, the service organisation
and the subservice organisations. The degree ®firiteraction, as well as the nature
and materiality of the transactions processed &/ dbrvice organisation and the
subservice organisations are the most importambri&ador the user auditor to consider
in determining the significance of the service aigation’s and subservice
organisation’s controls to the user entity’s colstro

Using a Type 1 or Type 2 Report to Support the Bselitor's Understanding of the Service
Organisation(Ref: Para. 13-14)

A21. The user auditor may make enquiries abousémeice auditor to the service auditor’s
professional organisation or other practitioners anquire whether the service auditor

® ISA (NZ) 600, “Special Considerations — Audits ®foup Financial Statements (Including the Work of
Component Auditors,” paragraph 2, states: “An aurditay find this ISA (NZ), adapted as necessan
circumstances, useful when that auditor involvéeotuditors in the audit of financial statemehtt tare
not group financial statements ..."” See also pardgi®pof ISA (NZ) 600.
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is subject to regulatory oversight. The service itaudmay be practising in a

jurisdiction where different standards are followedespect of reports on controls at
a service organisation, and the user auditor magimbinformation about the

standards used by the service auditor from thedatarsetting organisation.

A type 1 or type 2 report, along with infornoat about the user entity, may assist the
user auditor in obtaining an understanding of:

(@) The aspects of controls at the service orgaars¢hat may affect the processing
of the user entity’s transactions, including the aésubservice organisations;

(b) The flow of significant transactions throughetlservice organisation to
determine the points in the transaction flow wheagerial misstatements in the
user entity’s financial statements could occur;

(c) The control objectives at the service orgarosathat are relevant to the user
entity’s financial statement assertions; and

(d) Whether controls at the service organisatioe awuitably designed and
implemented to prevent or detect processing ett@ascould result in material
misstatements in the user entity’s financial stztets

A type 1 or type 2 report may assist the user audi obtaining a sufficient
understanding to identify and assess the risksadénal misstatement. A type 1 report,
however, does not provide any evidence of the ¢ipgraffectiveness of the relevant
controls.

A type 1 or type 2 report that is as of a datdor a period that is outside of the
reporting period of a user entity may assist ther asiditor in obtaining a preliminary
understanding of the controls implemented at theice organisation if the report is
supplemented by additional current information frather sources. If the service
organisation’s description of controls is as ofadedor for a period that precedes the
beginning of the period under audit, the user aundmay perform procedures to
update the information in a type 1 or type 2 repguth as:

. Discussing the changes at the service organisatitn user entity personnel
who would be in a position to know of such changes;

. Reviewing current documentation and correspondeseged by the service
organisation; or

. Discussing the changes with service organisatiosopeel.

Responding to the Assessed Risks of Material Misséanent (Ref: Para. 15)

A24.

A25.

Whether the use of a service organisationem®es a user entity’s risk of material
misstatement depends on the nature of the serpicegded and the controls over
these services; in some cases, the use of a samgeeaisation may decrease a user
entity’s risk of material misstatement, particward the user entity itself does not
possess the expertise necessary to undertakeutertactivities, such as initiating,
processing, and recording transactions, or doeshage adequate resources (for
example, an IT system).

When the service organisation maintains matefements of the accounting records
of the user entity, direct access to those recoralg be necessary in order for the user
auditor to obtain sufficient appropriate audit @nde relating to the operations of
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controls over those records or to substantiateséiretions and balances recorded in
them, or both. Such access may involve either physnspection of records at the
service organisation’s premises or interrogatiomemiords maintained electronically
from the user entity or another location, or bdtfhere direct access is achieved
electronically, the user auditor may thereby obtwdence as to the adequacy of
controls operated by the service organisation tlvercompleteness and integrity of
the user entity’s data for which the service orgation is responsible.

In determining the nature and extent of aeditlence to be obtained in relation to
balances representing assets held or transactiaestaken by a service organisation
on behalf of the user entity, the following procezsiimay be considered by the user
auditor:

(@) Inspecting records and documents held by tke erstity: the reliability of this
source of evidence is determined by the nature exteint of the accounting
records and supporting documentation retained &yfler entity. In some cases,
the user entity may not maintain independent detaiécords or documentation
of specific transactions undertaken on its behalf.

(b) Inspecting records and documents held by #dreice organisation: the user
auditor’s access to the records of the servicemsgton may be established as
part of the contractual arrangements between tlee @stity and the service
organisation. The user auditor may also use anatinditor, on its behalf, to gain
access to the user entity’s records maintained®gervice organisation.

(c) Obtaining confirmations of balances and tratsas from the service
organisation: where the user entity maintains iedéent records of balances
and transactions, confirmation from the serviceanrgation corroborating the
user entity’s records may constitute reliable awglitdence concerning the
existence of the transactions and assets concdfoecgxample, when multiple
service organisations are used, such as an investmemager and a custodian,
and these service organisations maintain indepénéenrds, the user auditor
may confirm balances with these organisations ideorto compare this
information with the independent records of ther @sgity.

If the user entity does not maintain independeabrds, information obtained in
confirmations from the service organisation is rheie statement of what is
reflected in the records maintained by the seroeigmnisation. Therefore, such
confirmations do not, taken alone, constitute ddaaudit evidence. In these
circumstances, the user auditor may consider whethealternative source of
independent evidence can be identified.

(d) Performing analytical procedures on the recondstained by the user entity or
on the reports received from the service orgamisatihe effectiveness of
analytical procedures is likely to vary by assertand will be affected by the
extent and detail of information available.

Another auditor may perform procedures thatsubstantive in nature for the benefit
of user auditors. Such an engagement may involee pgrformance, by another
auditor, of procedures agreed upon by the usetyesmtid its user auditor and by the
service organisation and its service auditor. Theirigs resulting from the procedures
performed by another auditor are reviewed by thex asiditor to determine whether
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they constitute sufficient appropriate audit evicenlIn addition, there may be
requirements imposed by governmental authorities through contractual
arrangements whereby a service auditor performgymed procedures that are
substantive in nature. The results of the appbcatf the required procedures to
balances and transactions processed by the semgeaisation may be used by user
auditors as part of the evidence necessary to supipair audit opinions. In these
circumstances, it may be useful for the user auditml the service auditor to agree,
prior to the performance of the procedures, toahdit documentation or access to
audit documentation that will be provided to therusuditor.

In certain circumstances, in particular wheumsar entity outsources some or all of its
finance function to a service organisation, the aselitor may face a situation where
a significant portion of the audit evidence resid®sthe service organisation.
Substantive procedures may need to be performéueatervice organisation by the
user auditor or another auditor on its behalf. Avise auditor may provide a type 2
report and, in addition, may perform substantivecpdures on behalf of the user
auditor. The involvement of another auditor doed mtier the user auditor’s
responsibility to obtain sufficient appropriate @uevidence to afford a reasonable
basis to support the user auditor's opinion. Accwly, the user auditor’s
consideration of whether sufficient appropriateiaedidence has been obtained and
whether the user auditor needs to perform furtbhbstntive procedures includes the
user auditor’s involvement with, or evidence ofg tldirection, supervision and
performance of the substantive procedures perfolmgexhother auditor.

Tests of ControlgRef: Para. 16)

A29.

A30.

The user auditor is required by ISA (NZ) 83® design and perform tests of controls
to obtain sufficient appropriate audit evidencet@ashe operating effectiveness of
relevant controls in certain circumstances. Indbietext of a service organisation, this
requirement applies when:

(@) The user auditor's assessment of risks of nahtemisstatement includes an
expectation that the controls at the service oggdinn are operating effectively
(that is, the user auditor intends to rely on therating effectiveness of controls
at the service organisation in determining the matdiming and extent of
substantive procedures); or

(b) Substantive procedures alone, or in combinatiath tests of the operating
effectiveness of controls at the user entity, capmovide sufficient appropriate
audit evidence at the assertion level.

If a type 2 report is not available, a usedisar may contact the service organisation,
through the user entity, to request that a seimbtor be engaged to provide a type 2
report that includes tests of the operating effectess of the relevant controls or the
user auditor may use another auditor to perforncguares at the service organisation
that test the operating effectiveness of thoserotstA user auditor may also visit the
service organisation and perform tests of relecantrols if the service organisation
agrees to it. The user auditor’s risk assessmeatbased on the combined evidence
provided by the work of another auditor and ther aslitor’s own procedures.

10

ISA (NZ) 330, paragraph 8.
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Using a Type 2 Report as Audit Evidence that Cdstabthe Service Organisation Are
Operating EffectivelyRef: Para. 17)

A31.

A32.

A33.

A type 2 report may be intended to satisfyrieeds of several different user auditors;
therefore tests of controls and results describetie service auditor’s report may not
be relevant to assertions that are significanha user entity’s financial statements.
The relevant tests of controls and results areuewedl to determine that the service
auditor’s report provides sufficient appropriatelidevidence about the effectiveness
of the controls to support the user auditor’s ressessment. In doing so, the user
auditor may consider the following factors:

(&) The time period covered by the tests of cdstamd the time elapsed since the
performance of the tests of controls;

(b) The scope of the service auditor’s work andsevices and processes covered,
the controls tested and tests that were perforraed,the way in which tested
controls relate to the user entity’s controls; and

(c) The results of those tests of controls andstice auditor’s opinion on the
operating effectiveness of the controls.

For certain assertions, the shorter the petmared by a specific test and the longer
the time elapsed since the performance of thettesiess audit evidence the test may
provide. In comparing the period covered by theet@oreport to the user entity’s
financial reporting period, the user auditor mapaade that the type 2 report offers
less audit evidence if there is little overlap betw the period covered by the type 2
report and the period for which the user auditéends to rely on the report. When
this is the case, a type 2 report covering a piageat subsequent period may provide
additional audit evidence. In other cases, the wmeditor may determine it is
necessary to perform, or use another auditor timper tests of controls at the service
organisation in order to obtain sufficient apprapgi audit evidence about the
operating effectiveness of those controls.

It may also be necessary for the user auddoobtain additional evidence about
significant changes to the relevant controls atdbevice organisation outside of the
period covered by the type 2 report or determingitehal audit procedures to be
performed. Relevant factors in determining whatitaltal audit evidence to obtain
about controls at the service organisation thatewsgerating outside of the period
covered by the service auditor’s report may inciude

. The significance of the assessed risks of materiastatement at the assertion
level,

. The specific controls that were tested during titerim period, and significant
changes to them since they were tested, includivapges in the information
system, processes, and personnel;

. The degree to which audit evidence about the operatffectiveness of those
controls was obtained;

. The length of the remaining period,;

. The extent to which the user auditor intends toucedfurther substantive
procedures based on the reliance on controls; and
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. The effectiveness of the control environment anchitoang of controls at the
user entity.

A34. Additional audit evidence may be obtained, Btample, by extending tests of
controls over the remaining period or testing teerwentity’s monitoring of controls.

A35. If the service auditor’s testing period is quetely outside the user entity’s financial
reporting period, the user auditor will be unalderély on such tests for the user
auditor to conclude that the user entity’s contrale operating effectively because
they do not provide current audit period evidentéhe effectiveness of the controls,
unless other procedures are performed.

A36. In certain circumstances, a service providgdthe service organisation may be
designed with the assumption that certain contnolsbe implemented by the user
entity. For example, the service may be designdt thie assumption that the user
entity will have controls in place for authorisitgnsactions before they are sent to
the service organisation for processing. In sugltuation, the service organisation’s
description of controls may include a descriptidrirmse complementary user entity
controls. The user auditor considers whether ticosgplementary user entity controls
are relevant to the service provided to the usgtyen

A37. If the user auditor believes that the serauaditor’s report may not provide sufficient
appropriate audit evidence, for example, if a sEnduditor’s report does not contain a
description of the service auditor’s tests of colstrand results thereon, the user
auditor may supplement the understanding of theiserauditor’s procedures and
conclusions by contacting the service organisatimough the user entity, to request a
discussion with the service auditor about the s@pukresults of the service auditor’s
work. Also, if the user auditor believes it is nesa&ry, the user auditor may contact the
service organisation, through the user entity, équest that the service auditor
perform procedures at the service organisationerAdttively, the user auditor, or
another auditor at the request of the user auditay, perform such procedures.

A38. The service auditor’s type 2 report identifiesults of tests, including exceptions and
other information that could affect the user autitoonclusions. Exceptions noted by
the service auditor or a modified opinion in thevg® auditor’s type 2 report do not
automatically mean that the service auditor’s tgpeeport will not be useful for the
audit of the user entity’s financial statementsaissessing the risks of material
misstatement. Rather, the exceptions and the ngitterg rise to a modified opinion
in the service auditor’s type 2 report are congden the user auditor’s assessment of
the testing of controls performed by the servicditan In considering the exceptions
and matters giving rise to a modified opinion, tneer auditor may discuss such
matters with the service auditor. Such communicai® dependent upon the user
entity contacting the service organisation, andaiolitg the service organisation’s
approval for the communication to take place.

Communication of deficiencies in internal contrémtified during the audit

A39. The user auditor is required to communicatewriting significant deficiencies
identified during the audit to both management #no$e charged with governance on
a timely basig! The user auditor is also required to communicatsmanagement at

1 ISA (NZ) 265, “Communicating Deficiencies in Int@al Control to Those Charged with Governance and

Management,” paragraphs 9-10.
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an appropriate level of responsibility on a timébBsis other deficiencies in internal
control identified during the audit that, in theeuswuditor’s professional judgement,
are of sufficient importance to merit managemeattention' Matters that the user
auditor may identify during the audit and may cominate to management and those
charged with governance of the user entity include:

. Any monitoring of controls that could be implemahtby the user entity,
including those identified as a result of obtainantype 1 or type 2 report;

. Instances where complementary user entity conammsnoted in the type 1 or
type 2 report and are not implemented at the uséyeand

. Controls that may be needed at the service orgaomsthat do not appear to
have been implemented or that are not specificayered by a type 2 report.

Type 1 and Type 2 Reports that Exclude the Serviced a Subservice OrganisatiorRef: Para.

18)

A40. If a service organisation uses a subservigarosation, the service auditor’s report

may either include or exclude the subservice oggdiun’s relevant control objectives
and related controls in the service organisatide'scription of its system and in the
scope of the service auditor’'s engagement. Thesertethods of reporting are known
as the inclusive method and the carve-out metresghectively. If the type 1 or type 2
report excludes the controls at a subservice osgéion, and the services provided by
the subservice organisation are relevant to thet aidthe user entity’s financial
statements, the user auditor is required to agmyréquirements of this ISA (NZ) in
respect of the subservice organisation. The natndeextent of work to be performed
by the user auditor regarding the services providgda subservice organisation
depend on the nature and significance of thoseicemwto the user entity and the
relevance of those services to the audit. The egipdn of the requirement in
paragraph 9 assists the user auditor in determitteg effect of the subservice
organisation and the nature and extent of worketpdrformed.

Fraud, Non-Compliance with Laws and Regulations andUncorrected Misstatements in
Relation to Activities at the Service Organisatiorn(Ref: Para. 19)

A41. A service organisation may be required undher terms of the contract with user

entities to disclose to affected user entities fayd, non-compliance with laws and
regulations or uncorrected misstatements attritbeitéd» the service organisation’s
management or employees. As required by paragr@phthe user auditor makes
enquiries of the user entity management regardihgther the service organisation
has reported any such matters and evaluates whatiyematters reported by the
service organisation affect the nature, timing artént of the user auditor’s further
audit procedures. In certain circumstances, the asditor may require additional

information to perform this evaluation, and mayuest the user entity to contact the
service organisation to obtain the necessary irdtion.

12

ISA (NZ) 265, paragraph 10.
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Reporting by the User Auditor (Ref: Para. 20)

A42. When a user auditor is unable to obtain sigfficappropriate audit evidence regarding

the services provided by the service organisatelavant to the audit of the user
entity’s financial statements, a limitation on gwpe of the audit exists. This may be
the case when:

. The user auditor is unable to obtain a sufficiemtlarstanding of the services
provided by the service organisation and does rateha basis for the
identification and assessment of the risks of nterisstatement;

. A user auditor’s risk assessment includes an eapent that controls at the
service organisation are operating effectively #reluser auditor is unable to
obtain sufficient appropriate audit evidence alibetoperating effectiveness of
these controls; or

. Sufficient appropriate audit evidence is only aafalié from records held at the
service organisation, and the user auditor is wnédblobtain direct access to
these records.

Whether the user auditor expresses a qualifiedi@pior disclaims an opinion
depends on the user auditor’s conclusion as to hehdhe possible effects on the
financial statements are material or pervasive.

Reference to the Work of a Service Audikef: Para. 21-22)

A43.

Ad4.

In some cases, law or regulation may requirefarence to the work of a service
auditor in the user auditor’s report, for examgte, the purposes of transparency in
the public sector. In such circumstances, the asditor may need the consent of the
service auditor before making such a reference.

The fact that a user entity uses a servicarosgtion does not alter the user auditor’s
responsibility under ISAs (NZ) to obtain sufficieappropriate audit evidence to
afford a reasonable basis to support the useratgdibpinion. Therefore, the user
auditor does not make reference to the servicet@iglreport as a basis, in part, for
the user auditor’s opinion on the user entity'sfinial statements. However, when the
user auditor expresses a modified opinion becatisenmodified opinion in a service
auditor’s report, the user auditor is not precludeam referring to the service
auditor’s report if such reference assists in @rpig the reason for the user auditor’s
modified opinion. In such circumstances, the uselitar may need the consent of the
service auditor before making such a reference.
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ACCOMPANYING ATTACHMENT: SIMILARITY TO THE INTERNAT  IONAL
STANDARDS ON AUDITING

This conformity statement accompanies but is ndtgddSA (NZ) 402.
Conformity with International Standards on Auditing

This International Standard on Auditing (New Zealp(SA (NZ)) conforms to International
Standard on Auditing ISA 408udit Considerations Relating to an Entity Usin§ervice
Organisation issued by the International Auditing and AssueaBtandards Board (IAASB),
an independent standard-setting board of the latemmal Federation of Accountants (IFAC).

Paragraphs that have been added to this ISA (N da not appear in the text of the
equivalent ISA) are identified with the prefix “NZ”

This ISA (NZ) incorporates terminology and defiaits used in New Zealand.
Compliance with this ISA (NZ) enables compliancéwBA 402.

Comparison with Australian Auditing Standards

In Australia the Australian Auditing and Assurar8tandards Board (AUASB) has issued
Australian Auditing Standard ASA 402udit Considerations Relating to an Entity Using a
Service Organisatian

ASA 402 conforms to ISA 402.



