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Dear Mr. Sylph,

Re: Exposure Draft — Proposed ISAE 3402 on Assurance Reports on Controls at a Third
Party Service Organization

As the representative organization of the European accountancy profession, FEE is pleased to
comment on the Exposure Draft — Proposed International Standard on Assurance Engagements
ISAE 3402 on Assurance Reports on Controls at a Third Party Service Organization (Proposed
ISAE 3402).

FEE supports the application of the clarity drafting conventions to Proposed ISAE 3402. However,
FEE strongly encourages IAASB to consider clarifying ISAE 3000 before issuing any further new
standards in this category. It would be better to base new standards on a redrafted, clarified ISAE
3000 because to do otherwise is likely to cause confusion among practitioners and others.

Our main comments are set out below followed by more detailed comments on the introduction,
requirements and other comments.

Main Comments
Overlap with ISAE 3000

Our concerns noted above about the risks associated with clarifying standards such as ISAE
3402 based on an old-style ISAE 3000 are amplified by the overlap between ISAE 3402 and
ISAE 3000. Many of the requirements of ISAE 3402 reflect specific requirements of other
standards, particularly ISAE 3000. Duplication in ISAE 3402 is necessary in order to make the
standard workable. However, while ISAE 3402 does include requirements aimed at reflecting
many elements of ISAE 3000 and certain other relevant IAASB standards, it omits entirely others
such as professional skepticism, engagement risk, the sufficiency and appropriateness of audit
evidence, controls at the assertion level (as well as the financial statement level) and detailed IT
controls (as well as the higher level control environment). Consistency and therefore
completeness of coverage have not been achieved.
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Scope

Service entities offer increasingly complex and customized products to a wide range of
customers with varying needs. The ISAE should therefore give greater emphasis to the individual
needs of user auditors. Individual needs are recognized in paragraph 15 (b) in the requirements
but further upfront recognition of these needs is warranted. The introductory paragraphs should
refer to the limited capacity of the ISAE to meet the needs of individual user entities, expressed in
full in the latter part of paragraph 15 (b).

Paragraph 2 should not state that the ISAE may also be applied, adapted as necessary in the
circumstances of the engagement, to report on engagements other than those relevant to
financial reporting by user entities; this will create an expectation that auditors will adapt the
standard to the circumstances described, but without providing practitioners with the necessary
means to do so. The ISAE as currently drafted cannot serve all such needs.

We therefore encourage IAASB to consider in more detail the auditing implications of more
complex arrangements between sophisticated users and service organizations, whose specific
needs fall outside the scope of the ISAE. We also addressed this issue in our comment letter on
Proposed ISA 402 of 30 April 2008.

Restricting the use of assurance reports

The Explanatory Memorandum notes that the ISAE is drafted on the assumption that a service
organization has many customers (user entities) but that, although each user entity and its auditor
receive a copy of the description of the system and the service auditor's assurance report, the
ISAE assumes no direct relationship between the service auditor and user entities or their
auditors.

In some jurisdictions, assurance reports on controls at third party service organizations are issued
on a ‘to whom it may concern basis’. For such jurisdictions, it is important that the conditional
nature of paragraph A28 is emphasised; only where criteria are restricted to intended users, or
are relevant only to a specific purpose, should the use of the assurance report be restricted. It
would help if the final phrase in A28 were more clearly and directly linked to the first sentence of
that paragraph. Suggested revised wording is included below in our comment on Paragraph A28
under Application and Other Explanatory Material.

In other jurisdictions, the use of such assurance reports is limited and reports would only be
issued following a three party engagement arrangement between the service organization, the
service auditor and the end user. In such jurisdictions, the wording in paragraph 15 (b) referring to
meeting the common needs of a broad range of issuer entities and their auditors may be
inappropriate unless caveated by the phrase, ‘where permitted’, or similar. The wording on
‘Intended Users and Purpose’ in Appendix 2 should be similarly caveated.

The development of control objectives

FEE agrees with the proposal in the Explanatory Memorandum to exclude control objectives from
the ISAE. However, the IAASB could encourage IFAC member bodies to develop such control
objectives together with industry bodies, to help service auditors comply with the requirements of
paragraph 12 (b) (iii).

Type A engagements and reports

Type A engagements appear to be rare and have limited value to users and their auditors. In
order to avoid misunderstanding and misinterpretation of Type A reports, additional material on
the very limited nature of the assurance provided would be helpful. For example, the fifth
paragraph in Example 2 of a Type A report in Appendix 2 should emphasise to the reader that no



procedures on the effectiveness of controls were performed. We strongly recommend the
inclusion of the sentence:

‘We did not perform any procedures regarding the operating effectiveness of controls included in
the description, and accordingly do not express an opinion thereon’,

in the scope paragraph of all example Type A reports, and again, either in the service auditor’s
responsibilities paragraph, or in the opinion paragraph (but not both) depending on what is
acceptable in the relevant jurisdiction.

Treatment of the impact of outsourcing on an entity’s internal control

The focus of the ISAE in paragraphs 1, 2 and elsewhere, is on controls at service organizations
relevant to financial reporting by user entities. It is important that the ISAE makes it clear that this
refers not only to those narrow components of internal control at the service organization that are
‘directly’ relevant to financial reporting by the user entity, but also to wider aspects such as the
high level control environment at the service organization, encompassing the tone at the top, for
example. These components of the service organization’s systems are highly relevant to any
consideration of internal control as a whole, as well as to the auditors of user entities. References
to ‘relevant to financial reporting’ should be replaced by references to ‘relevant to the audits of
user organizations ’. This is important to ensure that auditors remain cognizant of the depth and
breadth of controls relevant to audits of financial statements.

Other Comments
Comments on Introduction

The focus of the ISAE is on controls at third party service organizations relevant to financial
reporting by user entities. The auditor is required to make reference to the inherent limitations of
these controls in the assurance report (paragraph 56 (e)). It is therefore appropriate to refer to
these inherent limitations in the Introduction as follows:

Internal control provides a third party service organization with reasonable, but not absolute
assurance about achieving specific control objectives relevant to its user entities. Their
achievement is affected by limitations inherent to internal control including human error. Inherent
limitations of internal control are dealt with in more details in ISA 315 ldentifying and Assessing
the Risks of Material Misstatement Through Understanding the Entity and Its Environment.
Comments on Objectives

Paragraph 8

ISAE 3402 has been written for application to assertion-based engagements, which is not
reflected appropriately in the objective. The objective should be amended as follows:

The objectives of the service auditor are to:

(a) Obtain reasonable assurance, based on suitable criteria, that in all material respects
management’s assertion regarding the following matters are free of material misstatement:

(i)  the description of the system is fairly presented in accordance with the criteria
presented;

(ii) the controls are suitably designed to provide reasonable assurance that the stated
control objectives will be achieved;



(iii) when included in the scope of the engagement, the controls operated effectively.
(a) Report in accordance with the service auditor’s findings.
Comments on Requirements
Paragraph 15 (a) (i). assessing the suitability of criteria

We agree that suitable criteria should be developed to present how the service organization’s
system, made available to user entities, has been designed and implemented for different
classes of transactions; however:

e many service organizations now offer a very wide variety of services to meet different user
needs, beyond traditional specialized services such as payroll and management of pension
plans;

e suitable criteria need to be sufficiently specific to meet the requirements of this ISAE and
proposed ISA 402. This implies that any given set of criteria need to be applied to a
homogeneous population of classes of transactions processed by the service organization; a
set of criteria capable of covering heterogeneous classes is unlikely to be sufficiently
specific;

e in a number of jurisdictions there is little experience with such assurance reports; this has on
occasion given rise to misunderstandings between service and user auditors where
generalized reports have been misinterpreted and/or mis-marketed as covering the
individual needs of individual user auditors.

The following wording should be added to paragraph 15 (a):

“Suitable criteria should be applied to homogeneous classes of transactions and related services,
as determined by the characteristics of the transactions. Where service organizations provide a
very wide variety of services covered by a single assurance report, the report should be
structured in a manner which reflects this requirement, by including discrete descriptions of
services which are not homogeneous, for example.”

Paragraphs 25 and 31: using the work of an internal audit function or external expert

We are aware that it is not the intention of the IAASB to promote divided responsibility between
the service organization auditor and the internal audit function or external expert. However, the
references to the description of internal audit's work (paragraph 25), the service auditor’s external
expert’'s work (paragraph 31), and the service auditor's procedures with respect to that work as
currently proposed in paragraphs 25 and 31 could be interpreted differently. In order to avoid any
possible perception of such a division of responsibilities, paragraphs 25 and 31 should be clearly
linked to paragraph 57, which states that the description of the work of the internal audit function
or external expert is included in a separate section after the opinion paragraph.

Paragraphs 40 and 41: obtaining evidence on the effectiveness of controls

Paragraph 40 refers to deviations being within expected rates of deviation. There is a need for
guidance on how this paragraph relates to automated controls and manual controls. No
deviations might be expected for automated controls, as deviations would indicate that either the
controls had been overridden or that there had been a failure in the design of the control. In either
case the auditor could not conclude that controls are operating effectively throughout the period.
Paragraph 40 should only apply to manual controls whereas paragraph 41 should be applicable
to both automated and manual controls.



Paragraph 41 uses the phrases ‘in extremely rare circumstances’, and ‘high degree of certainty’.
While we understand the IAASB’s caution in determining when a deviation in a sample is truly an
anomaly, the combination of these words seems excessive. Therefore, we suggest deleting the
word ‘extremely’, and replacing the word ‘high’, with the word ‘appropriate’. Alternatively, the
IAASB might consider distinguishing between deviations in automated and manual control
systems.

Comments on Application and Other Explanatory Material
Paragraph A28

In line with the suggestion above under the heading Restricting the use of assurance reports,
concerning the conditional nature of paragraph A28, we recommend the following wording:

“... In those circumstances, the criteria used for engagements to report on controls at a service
organization are relevant only for the purposes of providing information about the service
organization’s systems, including controls, to those who have an understanding of how the
system is used for financial reporting by user entities; in such circumstances the service auditor’s
assurance report states that it is intended only for use by existing users and their financial
statement auditors.”

Responses to Questions
The IAASB would welcome views on the following:

1. The proposal that the ISAE be written for application to assertion-based engagements.
In particular, the IAASB would welcome any views on whether there are situations in
which it would not be possible or practicable for management of the service
organization to provide an assertion.

FEE is supportive of Proposed ISAE 3402 being written for application to assertion-based
engagements. In situations where it is impossible, impractical or unreasonable for management
to provide such assertions, the auditor would not accept the engagement, in accordance with
ethical and other standards.

2. The inclusion in the proposed ISAE of a number of requirements based on ISAs
dealing with matters such as using the work of the internal audit function, sampling,
documentation, and using the work of a service auditor’s expert. In particular, has the
IAASB identified all such matters as are relevant? And should these matters be dealt
with in proposed ISAE 3402 or in ISAE 30007

We refer to our comments made in the introductory remarks to this letter and to our main
comment on the overlap with ISAE 3000.

3. Whether ISAE 3000 should be amended with respect to auditor’s external experts as
outlined above.

Yes, consideration should be given to making appropriate amendments to ISAE 3000 with regard
to external experts when that ISAE is clarified.

4. The proposed requirements regarding the minimum elements of suitable criteria.

We refer to our Comments on Requirements on paragraph 15 (a) (i).



5. Whether the description of tests of controls included in a Type B report should
include the disclosure of sample sizes determined by the service auditor only when a
deviation from controls is found.

Yes, Type B reports should only disclose sample sizes when deviations from controls are found.
If you have any further questions about our views on these matters, please do not hesitate to

contact us.

Yours sincerely,

L

Jacques Potdevin
President

Ref.:AUD/JP/HB-SH
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