ISA 402 marked up to ISA (NZ) 402

The purpose of this document is to clearly indicate all changes made to the International
Standard on Auditing when developing the International Standard on Auditing (New
Zealand) equivalent. Amended paragraphs are shown with new text underlined and

deleted text struck through.
This document has been prepared by staff for information purposes only.
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Introduction
Scope of this ISA(NZ)

1.  This International Standard on Auditing (New Zealand) (ISA_(NZ)) deals with the
user auditor’s responsibility to obtain sufficient appropriate audit evidence when a
user entity uses the services of one or more service erganizations.0rganisations.
Specifically, it expands on how the user auditor applies ISA (NZ) 315" and ISA (NZ)
330 in obtaining an understanding of the user entity, including internal control
relevant to the audit, sufficient to identify and assess the risks of material
misstatement and in designing and performing further audit procedures respehsive to
those risks.

| 2. Many entities outsource aspects of their business to —erganizations-ordgnisations that

provide services ranging from performing a specific task under the of an
entity to replacing an entity’s entire business units or functi6n§ h ‘as the tax
| compliance function. Many of the services provided by such aMgpsorganisations
are integral to the entity’s business operations; however, n hose services are

relevant to the audit.

I evant to the audit of a
he controls over them, are

| 3. Services provided by a service erganizationorganisatio
user entity’s financial statements when those ser
part of the user entity’s information systen¥§i
relevant to financial reporting. Alt

| of assets. A service erganization’s
information system, includi

’s services are part of a user entity’s
usiness processes, relevant to financial

the user entity’s operations that are significant to
atements;

(b) both information technology (IT) and manual systems,
he\user entity’s transactions are initiated, recorded, processed,
ecessary, transferred to the general ledger and reported in the

ements;

(© %rﬁela d accounting records, either in electronic or manual form, supporting

ation and specific accounts in the user entity’s financial statements that

rgrtsed to initiate, record, process and report the user entity’s transactions; this

ncludes the correction of incorrect information and how information is
transferred to the general ledger;

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

1 ISA (NZ) 315, “Identifying and Assessing the Risks of Material Misstatement through Understanding the

Entity and Its Environment.”
2 ISA(NZ) 330, “The Auditor’s Responses to Assessed Risks.”
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(e) The financial reporting process used to prepare the user entity’s financial
statements, including significant accounting estimates and disclosures; and

()  Controls surrounding journal entries, including non-standard journal entries
used to record non-recurring, unusual transactions or adjustments.

4.  The nature and extent of work to be performed by the user auditor regarding the
services provided by a service erganizatienorganisation depend on the nature and
significance of those services to the user entity and the relevance of those services to

the audit.
5. This ISA_(NZ) does not apply to services provided by financial institutiops that are
limited to processing, for an entity’s account held at the financial 1 tion,

transactions that are specifically autherizedauthorised by the entity§, such as the
processing of checkingcheque account transactions by a bank or cgSsing of
securities transactions by a broker. In addition, this ISA_(NZ) ply to the
audit of transactions arising from proprietary financial intereg 0 entities, such
as partnerships, corporations and joint ventures, when o% ary interests are

accounted for and reported to interest holders.

Effective Date

6. This ISA (NZ) is effective for audits of finaneigl % ents for periods beginning on
or after 1 September, 2011, &

Objectives

7. The objectives of the user auditor, When(the user entity uses the services of a service
organizationorganisation, are:
n

(@ To obtain an unde i the nature and significance of the services
provided by the_sg izationorganisation and their effect on the user
entity’s internal % rélevant to the audit, sufficient to identify and assess the
risks of matefi gtement; and

(b) To design rform audit procedures responsive to those risks.

Definitions \1
8. For oses @f the ISAs_(NZ), the following terms have the meanings attributed

Q mplementary user entity controls - Controls that the service
erganizationorganisation assumes, in the design of its service, will be implemented
by user entities, and which, if necessary to achieve control objectives, are
identified in the description of its system.

(b) Report on the description and design of controls at a service organisation
(referred to in this ISA (NZ) as a type 1 report) — A report that comprises:

() A description, prepared by management of the service
organizationorganisation, of the service erganization’sorganisation’s system,
control objectives and related controls that have been designed and
implemented as at a specified date; and




(©)

(d)

(€)

(f)
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(i) A report by the service auditor with the objective of conveying reasonable
assurance that includes the service auditor’s opinion on the description of
the service erganization’sorganisation’s system, control objectives and related
controls and the suitability of the design of the controls to achieve the
specified control objectives.

Report on the description, design, and operating effectiveness of controls at a

service erganizationorganisation (referred to in this ISA (NZ) as a type 2 report) —
A report that comprises:

(1) A description, prepared by management of the
organizationorganisation, of the service organization’sorganisati stem,

control objectives and related controls, their design and implementatiorpas at
a specified date or throughout a specified period and, i ws, their

operating effectiveness throughout a specified period,;

(i) A report by the service auditor with the objectlve ing reasonable
assurance that includes:

a.  The service auditor’s opinion on scrlptlon of the service
organization’sorganisation’s syst bjectives and related
controls, the suitability of the .- e controls to achieve the
specified control objectlves peratlng effectiveness of the

controls; and
b. A description of the rvice itor’s tests of the controls and the

results thereof. %
r Ywho, at the request of the service

Service auditor — A

erganizationorganisation, pr assurance report on the controls of a service
organization.0rganisatie

Service — A third-party erganizatienorganisation (or
segment of y erganizationorganisation) that provides services to user
entities that art of those entities’ information systems relevant to financial
reporti

Ser rganisation’s system — The policies and procedures

signe plemented and maintained by the service erganizationorganisation to
vide user entities with the services covered by the service auditor’s report.

Q ervice organizationorganisation — A service —erganizationorganisation used by

(h)

(i)

another service erganizationorganisation to perform some of the services provided
to user entities that are part of those user entities’ information systems relevant
to financial reporting.

User auditor — An auditor who audits and reports on the financial statements of a
user entity.

User entity — An entity that uses a service erganizatienorganisation and whose
financial statements are being audited.
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Requirements

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

9. When obtaining an understanding of the user entity in accordance with ISA (NZ) 315, |
the user auditor shall obtain an understanding of how a user entity uses the services of a
service erganizationorganisation in the user entity’s operations, including: (Ref: Para. A1-A2) ’

(@) The nature of the services provided by the service erganizatienorganisation and
the significance of those services to the user entity, including the effect thereof
on the user entity’s internal control; (Ref: Para. A3-A5)

(b) The nature and materiality of the transactions processed or accoupts or fi ial
reporting processes affected by the service erganizatienorganisatigh Ngef: Rara. A6) |

(c) The degree of interaction between the activiti service

erganizationorganisation and those of the user entity; and (RefRa
(d) The nature of the relationship between the user % and the service

erganizationorganisation, including the relevant contrastual terms for the activities
undertaken by the service erganizatienorganisation. a. A8-All)

10. When obtaining an understanding of interna ol”relevant to the audit in
accordance with ISA (NZ) 315* the use shall evaluate the design and |
implementation of relevant controls at useryentity that relate to the services
provided by the service erganizatienorgapisatiormyincluding those that are applied to the }
transactions processed by the servic ionorganisation. (Ref: Para. A12-A14)

11.  The user auditor shall determine w
significance of the services
effect on the user entity’
provide a basis for the jé

deqtl
12. If the user auditor j % 0 obtain a sufficient understanding from the user entity,

the user auditor, ptain that understanding from one or more of the following
procedures:
(@) Obtdmintna type 1 or type 2 report, if available;

(b)

sufficient understanding of the nature and
the service erganizatienorganisation and their |
ntrol relevant to the audit has been obtained to
and assessment of risks of material misstatement.

ntacting the service erganizationorganisation, through the user entity, to obtain
ific information;

I8Tting the service erganizatienorganisation and performing procedures that will

@ovide the necessary information about the relevant controls at the service

erganizationorganisation; or

(d) Using another auditor to perform procedures that will provide the necessary
information about the relevant controls at the service erganizationorganisation. (Ref: Para. |
A15-A20)

¥ ISA(NZ) 315, paragraph 11.
4 1SA (NZ) 315, paragraph 12.
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Using a Type 1 or Type 2 Report to Support the User Auditor s Understanding of the Service
| organizatienOrganisation

13. In determining the sufficiency and appropriateness of the audit evidence provided by a
type 1 or type 2 report, the user auditor shall be satisfied as to:

(@) The service auditor’s professional competence and independence from the
| service erganizationorganisation; and

(b) The adequacy of the standards under which the type 1 or type 2 report was
issued. (Ref: Para. A21)

14. If the user auditor plans to use a type 1 or type 2 report as audit evidenc upport

the user auditor’s understanding about the design and implementation of con at
| the service erganizatienorganisation, the user auditor shall: x)

(@) Evaluate whether the description and design of con the service
| organizationorganisation is at a date or for a period that i iate for the user
auditor’s purposes;

(b) Evaluate the sufficiency and appropriateness of theésevidence provided by the
report for the understanding of the user entity’s control relevant to the
audit; and

(c) Determine whether complementary us I trols identified by the service
erganizationorganisation are relevan thewser entity and, if so, obtain an
understanding of whether the user entityyhas designed and implemented such
controls. (Ref: Para. A22-A23)

isstatement
ccordance with ISA (NZ) 330, the user auditor

Responding to the Assessed Risks
| 15. In responding to assesse

shall:

(@) Determine w t@i lent appropriate audit evidence concerning the relevant
financial ertions is available from records held at the user entity;
and, if not

(b) Pe_r

r audit procedures to obtain sufficient appropriate audit
use another auditor to perform those procedures at the service
organisation on the user auditor’s behalf. (Ref: Para. A24-A28)

Tests o
. »Whert the user auditor’s risk assessment includes an expectation that controls at the

| service erganizationorganisation are operating effectively, the user auditor shall obtain
audit evidence about the operating effectiveness of those controls from one or more of
the following procedures:

(@) Obtaining a type 2 report, if available;
| (b) Performing appropriate tests of controls at the service organisation; or

(c) Using another auditor to perform tests of controls at the service
| erganizationorganisation on behalf of the user auditor. (Ref: Para. A29-A30)
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Using a Type 2 Report as Audit Evidence that Controls at the Service Organisation Are
Operating Effectively

17. If, in accordance with paragraph 16(a), the user auditor plans to use a type 2 report
as audit evidence that controls at the service erganizationorganisation are operating
effectively, the user auditor shall determine whether the service auditor’s report
provides sufficient appropriate audit evidence about the effectiveness of the controls
to support the user auditor’s risk assessment by:

(@) Evaluating whether the description, design and operating effectiveness of
controls at the service erganizationorganisation is at a date or for a periof that is
appropriate for the user auditor’s purposes;

(b) Determining whether complementary user entity controls i
service erganizationorganisation are relevant to the user entity a
an understanding of whether the user entity has designed
controls and, if so, testing their operating effectiveness;

—
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(c) Evaluating the adequacy of the time period covereg

(d) Evaluating whether the tests of controls perfermedy the service auditor and the
% report, are relevant to the

results thereof, as described in the servige\a
assertions in the user entity’s finapeial staterhents and provide sufficient
appropriate audit evidence to sup e uSer auditor’s risk assessment. (Ref:

Para. A31-A39)
Type 1 and Type 2 Reports that Exclude\the %rvllces of a Subservice Organisation

18. If the user auditor plans to use or a type 2 report that excludes the services
provided by a subservice rganisation and those services are relevant to the
audit of the user entityg 1al statements, the user auditor shall apply the
requirements of this I@) ith respect to the services provided by the subservice
organizationorganisgliog. ara. A40)

Fraud, Non-Com Laws and Regulations and Uncorrected Misstatements in

Relation to Activities\at the Service OrganizationOrganisation

19. The auditer shall inguireenquire of management of the user entity whether the
ser izatienorganisation has reported to the user entity, or whether the user
| herwise aware of, any fraud, non-compliance with laws and regulations or

S

ected misstatements affecting the financial statements of the user entity. The

er-auditor shall evaluate how such matters affect the nature, timing and extent of

e user auditor’s further audit procedures, including the effect on the user auditor’s
conclusions and user auditor’s report. (Ref: Para. A41)

Reporting by the User Auditor

20. The user auditor shall modify the opinion in the user auditor’s report in accordance
with ISA (NZ) 705° if the user auditor is unable to obtain sufficient appropriate audit

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




21.

22.

(Ref: Para. Ad4)
*khk w
Application and Other Explanatory Material <‘ ; E
ViC anisation,
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evidence regarding the services provided by the service erganizatiororganisation
relevant to the audit of the user entity’s financial statements. (Ref: Para. A42)

The user auditor shall not refer to the work of a service auditor in the user auditor’s
report containing an unmodified opinion unless required by law or regulation to do so.
If such reference is required by law or regulation, the user auditor’s report shall
indicate that the reference does not diminish the user auditor’s responsibility for the
audit opinion. (Ref: Para. A43)

If reference to the work of a service auditor is relevant to an understanding of a
modification to the user auditor’s opinion, the user auditor’s report shall indi
such reference does not diminish the user auditor’s responsibility for t inion.

| Obtaining an Understanding of the Services Provided by a
Including Internal Control

Sources of Information (Ref: Para. 9)

| Al

A2.

Information on the nature of the services pro ervice erganizationorganisation

may be available from a wide variety of sQufges, as:

. User manuals.

. System overviews. E y

. Technical manuals.

. The contract or servi velagreement between the user entity and the service
organization:0rganigatign.

. Reports by izations—Organisations, internal auditors or regulatory
authorities© trols at the service erganizationorganisation.

. Repo rvice auditor, including management letters, if available.

Knowledge imed through the user auditor’s experience with the service

j orga¥sation, for example through experience with other audit engagements,
ma helpful in obtaining an understanding of the nature of the services
1% y the service erganizatienorganisation. This may be particularly helpful if the

s and controls at the service erganizationorganisation over those services are
ighly standardizedstandardised.

Nature of the Services Provided by the Service OrganizationOrganisation (Ref: Para. 9(a))
A3.

A user entity may use a Service erganizationorganisation such as one that processes
transactions and maintains related accountability, or records transactions and
processes related data. Service erganizatiensorganisations that provide such services
include, for example, bank trust departments that invest and service assets for
employee benefit plans or for others; mortgage bankers that service mortgages for
others; and application service providers that provide packaged software applications
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and a technology environment that enables customers to process financial and
operational transactions.

A4. Examples of service erganizatienorganisation services that are relevant to the audit
include:

. Maintenance of the user entity’s accounting records.
. Management of assets.

. Initiating, recording or processing transactions as agent of the user entity.

Considerations Specific to Smaller Entities
A5. Smaller entities may use external bookkeeping services ranging frow; ing

of certain transactions (for example, payment of payroll taxes) a intepance of
their accounting records to the preparation of their financial s . ¥he use of
such a service erganizationorganisation for the preparation of Atssfinancial statements
does not relieve management of the smaller entity and those ith governance
of their responsibilities for the financial statements.®

Nature and Materiality of Transactions Processed by the i izationOrganisation
(Ref: Para. 9(b))

AB. A service erganizationorganisation may establ N and procedures that affect the
user entity’s internal control. These pofictes and procedures are at least in part
physically and operationally separate yfrom th&-user entity. The significance of the

controls of the service erganizationor those of the user entity depends on the
nature of the services provided b

organization-0rganisatio appear to be material to the user entity’s financial
@transactions processed may be significant and the user

auditor may detegmi an understanding of those controls is necessary in the

The Degree of Intéracti
the User Entity (Ref:Rara?9(c))

ificance of the controls of the service erganizatienorganisation to those of the user

entit depends on the degree of interaction between its activities and those of the
% tity. The degree of interaction refers to the extent to which a user entity is able to
gefects to implement effective controls over the processing performed by the service

organisation. For example, a high degree of interaction exists between the
activities of the user entity and those at the service erganizationorganisation when the user
entity autherizesauthorises transactions and the service erganizationorganisation processes
and does the accounting for those transactions. In these circumstances, it may be
practicable for the user entity to implement effective controls over those transactions.
On the other hand, when the service erganizatienorganisation initiates or initially records,

® ISA (NZ) 200, “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance

with International Standards on Auditing (New Zealand),” paragraphs 4 and A2-A3.
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processes, and does the accounting for the user entity’s transactions, there is a lower
| degree of interaction between the two erganizatiens.organisations. In these circumstances,
the user entity may be unable to, or may elect not to, implement effective controls over
these transactions at the user entity and may rely on controls at the service

organizationorganisation.
Nature of the Relationship between the User Entity and the Service Organisation (Ref: Para.
9(d))

A8. The contract or service level agreement between the user entity and the_service
| erganizationorganisation may provide for matters such as:

. The information to be provided to the user entity and responsibilitigs- for
initiating transactions relating to the activities undertake the), service
| organizationorganisation;
. The application of requirements of regulatory bodies ing the form of
records to be maintained, or access to them;

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

| e Whether the service erganizationorganisation
and, if so, whether such report would

oVide a report on its controls
type 2 report;

. Whether the user auditor has rightstof\access to the accounting records of the
| user entity maintained by thew,ServiC& organizationorganisation and other
information necessary for thegon the audit; and

direct communication between the user

. Whether the agreemen
auditor and the servic

organizationorganisation and the service auditor. These
ily create a direct relationship between the user auditor

, communications between the user auditor and the service
ually conducted through the wuser entity and the service
organizationorgagisdation. A direct relationship may also be created between a user
i service auditor, taking into account the relevant ethical and
1afity considerations. A user auditor, for example, may use a service auditor
orm procedures on the user auditor’s behalf, such as:

Tests of controls at the service erganizationorganisation; or

)  Substantive procedures on the user entity’s financial statement transactions and
| balances maintained by a service erganizationorganisation.

Considerations Specific to Public Sector Entities

A10. Public sector auditors generally have broad rights of access established by legislation.
However, there may be situations where such rights of access are not available, for

| example when the service erganizatienorganisation is located in a different jurisdiction. In
such cases, a public sector auditor may need to obtain an understanding of the
legislation applicable in the different jurisdiction to determine whether appropriate

10
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access rights can be obtained. A public sector auditor may also obtain or ask the user
entity to incorporate rights of access in any contractual arrangements between the user

entity and the service erganization.organisation. |

All. Public sector auditors may also use another auditor to perform tests of controls or
substantive procedures in relation to compliance with law, regulation or other
authority.

Understanding the Controls Relating to Services Provided by the Service Organisation (Ref: Para.
10)

Al2. The user entity may establish controls over the service organisation’s ices that
may be tested by the user auditor and that may enable the user auditor to concludethat
the user entity’s controls are operating effectively for some or the, related
assertions, regardless of the controls in place at the service izati
user entity, for example, uses a service erganizationorganisatiopfo
transactions, the user entity may establish controls over the %
payroll information that could prevent or detect materialNg
controls may include:

iom and receipt of
statements. These

. Comparing the data submitted to the seryiCey sgan
reports of information received from the se @ :
data has been processed. x

. Recomputing a sample of the payroll a
reviewing the total amount of the\payroll

ation—0rganisation with
norganisation after the

ounts for clerical accuracy and
r reasonableness.

Al3. In this situation, the user auditor
payroll processing that would
user entity’s controls are
transactions.

Al4. As noted in ISA (NZ
is not possible or4gra
substantive prdeedi
recording i
characteri

porform tests of the user entity’s controls over
asis for the user auditor to conclude that the

at ffectively for the assertions related to payroll

pre hen the user entity uses service -organizatiens_organisations. In such cases, the |
USERCItity s controls over such risks are relevant to the audit and the user auditor is

%‘ to obtain an understanding of, and to evaluate, such controls in accordance
Vith-paragraphs 9 and 10 of this ISA (NZ). |

Further Procedures When a Sufficient Understanding Cannot Be Obtained from the User
Entity (Ref: Para. 12)

A15. The user auditor’s decision as to which procedure, individually or in combination, in
paragraph 12 to undertake, in order to obtain the information necessary to provide a
basis for the identification and assessment of the risks of material misstatement in

" 1SA(NZ) 315, paragraph 30.

11
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relation to the user entity’s use of the service erganizationorganisation, may be
influenced by such matters as:

. The size of both the user entity and the service erganizationorganisation;

. The complexity of the transactions at the user entity and the complexity of the
services provided by the service erganizationorganisation;

. The location of the service —organization-organisation (for example, the user
auditor may decide to use another auditor to perform procedures at the service
organizationorganisation on the wuser auditor’s behalf if the _service

organizationorganisation is in a remote location);

. Whether the procedure(s) is expected to effectively provide the user audit ith
sufficient appropriate audit evidence; and K)

. The nature of the relationship between the user enti the service
organization-0rganisation.

A service —erganization-Organisation may engage a service % to report on the

description and design of its controls (type 1 report) or omthe description and design
of its controls and their operating effectiveness (typ ort). Type 1 or type 2

reports may be issued under International Stand rance Engagements (New
Zealand) (ISAE_(NZ)) 3402° or under standar ed by an autherizedauthorised

or recognizedrecognised standards setting organisation (which may identify
them by different names, such as Type Ao

The availability of a type 1 or ty
contract between a service
provision of such a repor

2 will generally depend on whether the
i anisation and a user entity includes the
service erganizationorganisation. A service
erganizationorganisation ma for practical reasons, to make a type 1 or type 2
report available to the user owever, in some cases, a type 1 or type 2 report

may not be available t@ ities.
In some circumstahces, r entity may outsource one or more significant business

units or functl h as its entire tax planning and compliance functions, or finance
and acco r”the controllership function to one or more service
izati |sat|ons As a report on controls at the serV|ce organization-0 rganlsatlo

C

interaction of management of the user entity with management at the service
ion-0rganisation.
nother auditor may be used to perform procedures that will provide the necessary

information about the relevant controls at the service erganizationorganisation. If a type

1 or type 2 report has been issued, the user auditor may use the service auditor to
perform these procedures as the service auditor has an existing relationship with the
service erganizationorganisation. The user auditor using the work of another auditor may

| 8

ISAE (NZ) 3402, “Assurance Reports on Controls at a Third-Party Service Organisation.”

12
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find the guidance in ISA (NZ) 600° useful as it relates to understanding another
auditor (including that auditor’s independence and professional competence),
involvement in the work of another auditor in planning the nature, extent and timing
of such work, and in evaluating the sufficiency and appropriateness of the audit
evidence obtained.

A user entity may use a Service erganizationorganisation that in turn uses a subservice
organizationorganisation to provide some of the services provided to a user entity that are
part of the user entity’s information system relevant to financial reporting. The
subservice organizationorganisation may be a separate entity from the service

auditor may need to consider controls at the subservice erganizationorganisa In
situations where one or more subservice erganizationsorganisations“4g the
interaction between the activities of the user entity and those ¢’ service
erganizationorganisation is expanded to include the interaction betw: User entity, the

service erganizationorganisation and the subservice erganizationsgrgaMigations. The degree
of this interaction, as well as the nature and materiality of the @ ions processed by
the service organizationorganisation and the subservice erganizationsOrganisations are the
most important factors for the user auditor to consider mining the significance of

the service erganization’sorganisation’s and subservi€e cRgntsation’sorganisation’s controls

to the user entity’s controls. x
Using a Type 1 or Type 2 Report to Support the Usemduditor s Understanding of the Service

OrganizationOrganisation (Ref: Para. 13-14)
A21.

A22.

quiridagnqufries about the service auditor to the service
: Q‘c ganisation or other practitioners and

teg™auditor is subject to regulatory oversight. The
ising in a jurisdiction where different standards
on controls at a service erganizatienorganisation, and
nformation about the standards used by the service

The user auditor may make in
auditor’s professional

inguireenguire whether the se
service auditor may be préicik

are followed in respect0fwep
the user auditor %

auditor from the risetting erganization.organisation.
Atype 1lor epert, along with information about the user entity, may assist the

user auditak in‘gbtaifiing an understanding of:

@ e asp@ets of controls at the service erganizatienorganisation that may affect the
ssing of the user entity’s transactions, including the use of subservice

organisations;
he flow of significant transactions through the service erganizationorganisation

to determine the points in the transaction flow where material misstatements in
the user entity’s financial statements could occur;

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

® ISA (NZ) 600, “Special Considerations — Audits of Group Financial Statements (Including the Work of

Component Auditors,” paragraph 2, states: “An auditor may find this ISA (NZ), adapted as necessary in the

circumstances, useful when that auditor involves other auditors in the audit of financial statements that are

not group financial statements ...” See also paragraph 19 of ISA (NZ) 600.

13
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(d) Whether controls at the service erganizatienorganisation are suitably designed and
implemented to prevent or detect processing errors that could result in material
misstatements in the user entity’s financial statements.

A type 1 or type 2 report may assist the user auditor in obtaining a sufficient
understanding to identify and assess the risks of material misstatement. A type 1 report,
however, does not provide any evidence of the operating effectiveness of the relevant
controls.

A23. A type 1 or type 2 report that is as of a date or for a period that is outside of the
reporting period of a user entity may assist the user auditor in obtaining a prefiminary
| understanding of the controls implemented at the service erganizationorganisiiol if the

report is supplemented by additional current information from other sources. % the
| service erganization’sorganisation’s description of controls is as of a date period
that precedes the beginning of the period under audit, the user i perform
procedures to update the information in a type 1 or type 2 repo
| . Discussing the changes at the service erganizationorga with user entity
personnel who would be in a position to know of sde
. Reviewing current documentation and corr. issued by the service
organizationorganisation; or
. Discussing the changes with service ' anisation personnel.

isation increases a user entity’s risk of
material misstatement depends on t e of the services provided and the controls

| over these services; in some C use of a service erganizationorganisation may
decrease a user entity’s ri magerial misstatement, particularly if the user entity
itself does not possess the,expertiSe necessary to undertake particular activities, such
as initiating, proce sd recording transactions, or does not have adequate
resources (for ex system).

| A25. When the service organisation maintains material elements of the
accountin the user entity, direct access to those records may be necessary

in order for r auditor to obtain sufficient appropriate audit evidence relating to

the atlons of controls over those records or to substantiate transactions and
bala orded in them, or both. Such access may involve either physical
; t| of records at the service erganization’sorganisation’s premises or interrogation
rds maintained electronically from the user entity or another location, or both.
ere direct access is achieved electronically, the user auditor may thereby obtain

| idence as to the adequacy of controls operated by the service erganizatienorganisation
over the completeness and integrity of the user entity’s data for which the service

| erganizationorganisation is responsible.

A26. In determining the nature and extent of audit evidence to be obtained in relation to

balances representing assets held or transactions undertaken by a service

| organizationorganisation on behalf of the user entity, the following procedures may be
considered by the user auditor:

(@) Inspecting records and documents held by the user entity: the reliability of this
source of evidence is determined by the nature and extent of the accounting

14
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records and supporting documentation retained by the user entity. In some cases,
the user entity may not maintain independent detailed records or documentation
of specific transactions undertaken on its behalf.

(b) Inspecting records and documents held by the service erganizationorganisation:
the user auditor’s access to the records of the service erganizationorganisation may
be established as part of the contractual arrangements between the user entity
and the service erganizationorganisation. The user auditor may also use another |
auditor, on its behalf, to gain access to the user entity’s records maintained by

the service erganizatienorganisation.

(c) Obtaining confirmations of balances and transactions —from ervice
erganizationorganisation: where the user entity maintains indepengdent recorgs of

balances and transactions, confirmation from the service rganisation
corroborating the user entity’s records may constitute reli
concerning the existence of the transactions and assets
when multiple service erganizationsorganisations are use
manager and a custodian, and these service ergasigatior
independent records, the user auditor may [

organizationsorganisations in order to co e
independent records of the user entity.

. For example,
an investment
isations maintain

If the user entity does not maintain indépengde cords, information obtained in
confirmations from the service ienorgeisation is merely a statement of
what is reflected in the recegds maintained by the service organization
organisation. Therefore, such c tions do not, taken alone, constitute
reliable audit evidence. In theSe cigcumstances, the user auditor may consider
whether an alternative s independent evidence can be identified.

(d) Performing analytic edures on the records maintained by the user entity or
the service organizationorganisation: the effectiveness |

on the reports reg€ived
of analytical pro % is likely to vary by assertion and will be affected by the

extent and detajho ormation available.

A27. Another audi rform procedures that are substantive in nature for the benefit
of user additors. Slch an engagement may involve the performance, by another
auditor, of pre res agreed upon by the user entity and its user auditor and by the
serv apizatienorganisation and its service auditor. The findings resulting from the |
‘l" performed by another auditor are reviewed by the user auditor to
()

whether they constitute sufficient appropriate audit evidence. In addition,

gre/may be requirements imposed by governmental authorities or through
contractual arrangements whereby a service auditor performs designated procedures

at are substantive in nature. The results of the application of the required procedures
to balances and transactions processed by the service erganizatienorganisation may be |
used by user auditors as part of the evidence necessary to support their audit opinions.
In these circumstances, it may be useful for the user auditor and the service auditor to
agree, prior to the performance of the procedures, to the audit documentation or access
to audit documentation that will be provided to the user auditor.

A28. In certain circumstances, in particular when a user entity outsources some or all of its
finance function to a service organizatienorganisation, the user auditor may face a |
situation where a significant portion of the audit evidence resides at the service

15



ISA 402 marked up to ISA (NZ) 402

organizationorganisation. Substantive procedures may need to be performed at the
service organizationorganisation by the user auditor or another auditor on its behalf. A
service auditor may provide a type 2 report and, in addition, may perform substantive
procedures on behalf of the user auditor. The involvement of another auditor does not
alter the user auditor’s responsibility to obtain sufficient appropriate audit evidence to
afford a reasonable basis to support the user auditor’s opinion. Accordingly, the user
auditor’s consideration of whether sufficient appropriate audit evidence has been
obtained and whether the user auditor needs to perform further substantive procedures
includes the user auditor’s involvement with, or evidence of, the direction, supervision
and performance of the substantive procedures performed by another auditor.

Tests of Controls (Ref: Para. 16)
| A29. The user auditor is required by ISA (NZ) 330* to design and perfor wontrols

to obtain sufficient appropriate audit evidence as to the oper ctiveness of
| relevant controls in certain circumstances. In the context of a g e arganisation, this
requirement applies when:

(@) The user auditor’s assessment of risks of materia
| expectation that the controls at the service gzgani?stion
effectively (that is, the user auditor intends o he operating effectiveness

aN183 i

isstatement includes an

(b) Substantive procedures alone, i pination with tests of the operating
effectiveness of controls at t
audit evidence at the assertio

A30. If a type 2 report is nof a

| organizationorganisation, t théyuser entity, to request that a service auditor be
engaged to provide a ty ort that includes tests of the operating effectiveness of

the relevant contrgls e”user auditor may use another auditor to perform
procedures at the€eryi anizatienorganisation that test the operating effectiveness of

audltor may also visit the service erganizatienorganisation and
nt controls if the service erganizationorganisation agrees to it. The
assessments are based on the combined evidence provided by the

ype 2 report may be intended to satisfy the needs of several different user auditors;

erefore tests of controls and results described in the service auditor’s report may not
be relevant to assertions that are significant in the user entity’s financial statements.
The relevant tests of controls and results are evaluated to determine that the service
auditor’s report provides sufficient appropriate audit evidence about the effectiveness
of the controls to support the user auditor’s risk assessment. In doing so, the user
auditor may consider the following factors:

10 ISA (NZ) 330, paragraph 8.
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(@ The time period covered by the tests of controls and the time elapsed since the
performance of the tests of controls;

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

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

provide. In comparing the period covered by the type 2 report to the use
financial reporting period, the user auditor may conclude that the ty, repart offers
less audit evidence if there is little overlap between the period cov the type 2
report and the period for which the user auditor intends to rely ort. When
this is the case, a type 2 report covering a preceding or subseq pexiod may provide
additional audit evidence. In other cases, the user audit determine it is
necessary to perform, or use another auditor to perform, fests of ‘€ontrols at the service
organizationorganisation in order to obtain sufficient late audit evidence about

the operating effectiveness of those controls.

It may also be necessary for the user audit tin additional evidence about
significant changes to the relevant cong@ls a service organizationorganisation
outside of the period covered by the type @, report or determine additional audit
procedures to be performed. Relevan orsin determining what additional audit

evidence to obtain about control e Service organizationorganisation that were
operating outside of the period the service auditor’s report may include:

. The significance of SS risks of material misstatement at the assertion

level;

. The specific a were tested during the interim period, and significant
changes tohe ace they were tested, including changes in the information

s, and personnel;

hich audit evidence about the operating effectiveness of those
control§was obtained,;

. length of the remaining period,;
0 extent to which the user auditor intends to reduce further substantive

rocedures based on the reliance on controls; and

. The effectiveness of the control environment and monitoring of controls at the
user entity.

Additional audit evidence may be obtained, for example, by extending tests of
controls over the remaining period or testing the user entity’s monitoring of controls.

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

17
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A36. In certain circumstances, a service provided by the service erganizationorganisation may
be designed with the assumption that certain controls will be implemented by the user
entity. For example, the service may be designed with the assumption that the user
entity will have controls in place for authorising transactions before they are sent to
the service erganizationorganisation for processing. In such a situation, the service
organizatien’sorganisation’s description of controls may include a description of those
complementary user entity controls. The user auditor considers whether those
complementary user entity controls are relevant to the service provided to the user
entity.

A37. If the user auditor believes that the service auditor’s report may not providg sufficient
appropriate audit evidence, for example, if a service auditor’s report does not ¢ i

to request a discussion with the service auditor about the §
service auditor’s work. Also, if the user auditor believes pcessary, the user
auditor may contact the service erganizationorganisation, througfi the user entity, to
request that the service auditor perform es at the service

erganizationorganisation. Alternatively, the user aud ther auditor at the request

of the user auditor, may perform such procedusgs.

A38.The service auditor’s type 2 report identifiegSyesults, of tests, including exceptions and
other information that could affect the user auditor’s conclusions. Exceptions noted by

the service auditor or a modified opini the' service auditor’s type 2 report do not
automatically mean that the servicghaudifor’s type 2 report will not be useful for the
audit of the user entity’s fi i ements in assessing the risks of material
misstatement. Rather, the e t nd the matter giving rise to a modified opinion
in the service auditor’s ty are considered in the user auditor’s assessment of
the testing of controls by the service auditor. In considering the exceptions
and matters givin % modified opinion, the user auditor may discuss such

ice"auditor. Such communication is dependent upon the user

service erganizationorganisation, and obtaining the service
ion’s approval for the communication to take place.

Communic

A39. Jhg ditor is required to communicate in writing significant deficiencies
@ ie@ during the audit to both management and those charged with governance on
y basis.* The user auditor is also required to communicate to management at
an appropriate level of responsibility on a timely basis other deficiencies in internal

ontrol identified during the audit that, in the user auditor’s professional
judgmentjudgement, are of sufficient importance to merit management’s attention.*
Matters that the user auditor may identify during the audit and may communicate to
management and those charged with governance of the user entity include:

iciencies in internal control identified during the audit

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

Management,” paragraphs 9-10.
2 ISA (NZ) 265, paragraph 10.
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. Any monitoring of controls that could be implemented by the user entity,
including those identified as a result of obtaining a type 1 or type 2 report;

. Instances where complementary user entity controls are noted in the type 1 or
type 2 report and are not implemented at the user entity; and

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

Type 1 and Type 2 Reports that Exclude the Services of a Subservice Organisation (Ref: Para.

18)

service auditor’s report may either include or exclude service
organization’sorganisation’s relevant control objectives and rel trols in the
service erganization’sorganisation’s description of its system affdwin“the scope of the
service auditor’s engagement. These two methods of repr known as the
inclusive method and the carve-out method, respectivelyAlf thetypé 1 or type 2 report

excludes the controls at a subservice erganizationorgani nd the services provided
e audit of the user entity’s

by the subservice erganizationorganisation are releyatt

financial statements, the user auditor is require % e requirements of this ISA

(NZ) in respect of the subservice izati satfon. The nature and extent of
reg

work to be performed by the user audi ing the services provided by a
subservice erganizatienorganisation depgnd on nature and significance of those
services to the user entity and t vagee of those services to the audit. The

application of the requirement in [
the effect of the subservice anisation and the nature and extent of work

to be performed.
Fraud, Non- Compllance WI d Regulations and Uncorrected Misstatements in

Relation to Activities at mgm%Organlsatlo (Ref: Para. 19)

e service —ergam%anen— rganlsatlo has reported any such matters and

‘ e Whether any matters reported by the service erganizationorganisation affect

@ndture, timing and extent of the user auditor’s further audit procedures. In certain

circumstances, the user auditor may require additional information to perform this

evaluation, and may request the user entity to contact the service organisation to
obtain the necessary information.
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Reporting by the User Auditor (Ref: Para. 20)

A42.

When a user auditor is unable to obtain sufficient appropriate audit evidence regarding
the services provided by the service erganizatienorganisation relevant to the audit of the
user entity’s financial statements, a limitation on the scope of the audit exists. This
may be the case when:

. The user auditor is unable to obtain a sufficient understanding of the services
provided by the service erganizationorganisation and does not have a basis for the
identification and assessment of the risks of material misstatement;

e A user auditor’s risk assessment includes an expectation that control§ at the
service erganizationorganisation are operating effectively and the user atsitor is
unable to obtain sufficient appropriate audit evidence abo perating
effectiveness of these controls; or

. Sufficient appropriate audit evidence is only available from held at the
service erganizationorganisation, and the user auditor is Ble %0 obtain direct
access to these records.

Whether the user auditor expresses a qualified opipi r disclaims an opinion

depends on the user auditor’s conclusion as to the possible effects on the

financial statements are material or pervasive.
Reference to the Work of a Service Auditor (Ref: P %

A43.

auditor in the user auditor’s reportg for ‘eXample, for the purposes of transparency in

In some cases, law or regulation ma uired reference to the work of a service
the public sector. In such circumstaRoes, the user auditor may need the consent of the

The fact that a user entit a.Service erganizationorganisation does not alter the user
auditor’s responsibilit ISAs_(NZ) to obtain sufficient appropriate audit

evidence to afford
the user auditor
part, for the user‘au

ake reference to the service auditor’s report as a basis, in
’s opinion on the user entity’s financial statements. However,
expresses a modified opinion because of a modified opinion in a

mo inion. In such circumstances, the user auditor may need the consent of the

when the use
service al% port, the user auditor is not precluded from referring to the service
audi repor?’if such reference assists in explaining the reason for the user auditor’s
@- itor before making such a reference.
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