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Introduction
Scope of this ISA (N2)

1.  This International Standard on Auditing (New&ad) (ISA (NZ)) deals with the auditor’s
responsibility to communicate appropriately to thaharged with governance and
management deficiencies in internal cortiieat the auditor has identified in an audit of
financial statements. This ISA (NZ) does not impadditional responsibilities on the
auditor regarding obtaining an understanding oérimal control and designing and
performing tests of controls over and above theairements of ISA (NZ) 315 (Revised)
and ISA (NZ) 33F.1SA (NZ) 260° establishes further requirements and providesguiel
regarding the auditor’s responsibility to commutecaith those charged with governance
in relation to the audit.

2.  The auditoris required to obtain an understandf internal control relevant to the audit
when identifying and assessing the risks of materisstatement.In making those risk
assessments, the auditor considers internal camtvader to design audit procedures that
are appropriate in the circumstances, but noh®purpose of expressing an opinion on
the effectiveness of internal control. The auditay identify deficiencies in internal
control not only during this risk assessment predasd also at any other stage of the
audit. This ISA (NZ) specifies which identified da@éncies the auditor is required to
communicate to those charged with governance amagesment.

3.  Nothing in this ISA (NZ) precludes the auditorh communicating to those charged
with governance and management other internal @ontatters that the auditor has
identified during the audit.

Effective Date

4. This ISA(NZ) is effective for audits of finamtistatements for periods beginning on or
after 1 September, 2011.

Objective

5. The objective of the auditor is to communicabprapriately to those charged with
governance and management deficiencies in intezoatrol that the auditor has
identified during the audit and that, in the aud#@rofessional judgement, are of
sufficient importance to merit their respectiveeattons.

1

ISA (NZ) 315 (Revised), “Identifying and Assegsithe Risks of Material Misstatement through Untéerding
the Entity and Its Environment,” paragraphs 4 aid 1

ISA (NZ) 330, “The Auditor’s Responses to AsselsRésks.”
ISA (NZ) 260, “Communication with Those ChargefhaGovernance.”

ISA (NZ) 315 (Revised), paragraph 12. Paragra&®@®— A65 provide guidance on controls relevanthi
audit.
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Definitions

6.

For purposes of the ISAs (NZ), the followingtsrhave the meanings attributed below:
(@) Deficiency in internal control — This existsaevh

(i) Acontrolis designed, implemented or operateslich a way that it is unable
to prevent, or detect and correct, misstatemeriteifinancial statements on
a timely basis; or

(i) A control necessary to prevent, or detect andect, misstatements in the
financial statements on a timely basis is missing.

(b) Significant deficiency in internal control — deficiency or combination of
deficiencies in internal control that, in the aod# professional judgement, is of
sufficient importance to merit the attention ofse@harged with governanceef:
Para. A5)

Requirements

7.

10.

11.

The auditor shall determine whether, on thedasithe audit work performed, the
auditor has identified one or more deficienciesternal control(Ref: Para. A1-A4)

If the auditor has identified one or more defnaies in internal control, the auditor shall
determine, on the basis of the audit work performe&dether, individually or in
combination, they constitute significant deficieaec{Ref: Para. A5-A11)

The auditor shall communicate in writing sigecafint deficiencies in internal control
identified during the audit to those charged with@nance on a timely bas{Bef: Para.
A12-A18, A27)

The auditor shall also communicate to managéenaénan appropriate level of
responsibility on a timely basigef: Para. A19, A27)

(@ In writing, significant deficiencies in intein@ontrol that the auditor has
communicated or intends to communicate to thoseedavith governance, unless
it would be inappropriate to communicate directty management in the
circumstances; an@ef: Para. A14, A20-A21)

(b) Other deficiencies in internal control idergdiduring the audit that have not been
communicated to management by other parties ang thathe auditor’s
professional judgement, are of sufficient impor&ario merit management’s
attention.(Ref: Para. A22-A26)

The auditor shall include in the written comneation of significant deficiencies in
internal control:

(@) Adescription of the deficiencies and an exatemm of their potential effects; and
(Ref: Para. A28)

(b) Sufficient information to enable those chargiti governance and management to
understand the context of the communication. Itiqdar, the auditor shall explain
that: (Ref: Para. A29-A30)

(i) The purpose of the audit was for the auditoexpress an opinion on the
financial statements;
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(i) The audit included consideration of internabntrol relevant to the
preparation of the financial statements in ordeletsign audit procedures that
are appropriate in the circumstances, but not®purpose of expressing an
opinion on the effectiveness of internal controigla

(i) The matters being reported are limited togbaleficiencies that the auditor
has identified during the audit and that the auditas concluded are of
sufficient importance to merit being reported temsé charged with
governance.

*k%*

Application and Other Explanatory Material

Determination of Whether Deficiencies in Internal Gntrol Have Been ldentified(Ref:
Para. 7)

Al.

A2.

In determining whether the auditor has ideetifone or more deficiencies in internal
control, the auditor may discuss the relevant facid circumstances of the auditor’s
findings with the appropriate level of managemertis discussion provides an

opportunity for the auditor to alert managemenitadimely basis to the existence of
deficiencies of which management may not have Ipeeviously aware. The level of

management with whom it is appropriate to dischssfindings is one that is familiar

with the internal control area concerned and thatthe authority to take remedial action
on any identified deficiencies in internal contdol.some circumstances, it may not be
appropriate for the auditor to discuss the auditimtings directly with management, for
example, if the findings appear to call managemseimfegrity or competence into

guestion (see paragraph A20).

In discussing the facts and circumstanceseétiditor’s findings with management, the
auditor may obtain other relevant information fortfier consideration, such as:

. Management’s understanding of the actual or susgeauses of the deficiencies.

. Exceptions arising from the deficiencies that mamagnt may have noted, for
example, misstatements that were not preventedhéyrélevant information
technology (IT) controls.

. A preliminary indication from management of itspesse to the findings.

Considerations Specific to Smaller Entities

AS.

A4,

While the concepts underlying control actistia smaller entities are likely to be similar
to those in larger entities, the formality with whithey operate will vary. Further,
smaller entities may find that certain types oftoolractivities are not necessary because
of controls applied by management. For example,agament’s sole authority for
granting credit to customers and approving sigarftqourchases can provide effective
control over important account balances and traioses; lessening or removing the need
for more detailed control activities.

Also, smaller entities often have fewer empks/grhich may limit the extent to which
segregation of duties is practicable. However, small owner-managed entity, the
owner-manager may be able to exercise more efieotrersight than in a larger entity.
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This higher level of management oversight needsetdalanced against the greater
potential for management override of controls.

Significant Deficiencies in Internal Control (Ref: Para. 6(b), 8)

A5. The significance of a deficiency or a combiaatof deficiencies in internal control
depends not only on whether a misstatement haslpctaccurred, but also on the
likelihood that a misstatement could occur and pwogential magnitude of the
misstatement. Significant deficiencies may theefxist even though the auditor has
not identified misstatements during the audit.

A6. Examples of matters that the auditor may carsiddetermining whether a deficiency or
combination of deficiencies in internal control sttutes a significant deficiency
include:

The likelihood of the deficiencies leading to matlemisstatements in the financial
statements in the future.

The susceptibility to loss or fraud of the relagesdet or liability.

The subjectivity and complexity of determining ested amounts, such as fair
value accounting estimates.

The financial statement amounts exposed to theidatiies.

The volume of activity that has occurred or coutdw in the account balance or
class of transactions exposed to the deficiendebciencies.

The importance of the controls to the financialompg process; for example:

o General monitoring controls (such as oversighhahagement).

0 Controls over the prevention and detection ofdrau

0 Controls over the selection and application afiificant accounting policies.
o Controls over significant transactions with relapedties.

0 Controls over significant transactions outsideeh#ty’s normal course of
business.

0 Controls over the period-end financial reportinggess (such as controls
over non-recurring journal entries).

The cause and frequency of the exceptions detastadesult of the deficiencies in
the controls.

The interaction of the deficiency with other defiacies in internal control.

A7. Indicators of significant deficiencies in int@t control include, for example:

Evidence of ineffective aspects of the control emwnent, such as:

o Indications that significant transactions in whimhnagement is financially
interested are not being appropriately scrutinisgdhose charged with
governance.

o Identification of management fraud, whether or matterial, that was not
prevented by the entity’s internal control.
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o Management’s failure to implement appropriate raal@tion on significant
deficiencies previously communicated.

. Absence of a risk assessment process within tlty @rmtere such a process would
ordinarily be expected to have been established.

. Evidence of an ineffective entity risk assessmeotgss, such as management’s
failure to identify a risk of material misstatemémat the auditor would expect the
entity’s risk assessment process to have identified

. Evidence of an ineffective response to identifigghisicant risks (for example,
absence of controls over such a risk).

. Misstatements detected by the auditor’s procedivaswere not prevented, or
detected and corrected, by the entity’s internatro.

. Restatement of previously issued financial statest@reflect the correction of a
material misstatement due to error or fraud.

. Evidence of management’s inability to oversee tteparation of the financial
statements.

A8. Controls may be designed to operate indiviguall in combination to effectively
prevent, or detect and correct, misstatemeRist example, controls over accounts
receivable may consist of both automated and maruatirols designed to operate
together to prevent, or detect and correct, msstants in the account balance. A
deficiency in internal control on its own may netsufficiently important to constitute a
significant deficiency. However, a combination efidiencies affecting the same account
balance or disclosure, relevant assertion, or compioof internal control may increase
the risks of misstatement to such an extent as/torgse to a significant deficiency.

A9. Law or regulation in some jurisdictions mayadsish a requirement (particularly for
audits of issuers) for the auditor to communicatébse charged with governance or to
other relevant parties (such as regulators) omaae specific types of deficiency in
internal control that the auditor has identifiedidg the audit. Where law or regulation
has established specific terms and definitionshfese types of deficiency and requires
the auditor to use these terms and definitionghepurpose of the communication, the
auditor uses such terms and definitions when conating in accordance with the legal
or regulatory requirement.

A10. Where the jurisdiction has established sped#rms for the types of deficiency in
internal control to be communicated but has nanaefsuch terms, it may be necessary
for the auditor to use judgement to determine th#erns to be communicated further to
the legal or regulatory requirement. In doing ke, auditor may consider it appropriate
to have regard to the requirements and guidant@siSA (NZ). For example, if the
purpose of the legal or regulatory requirement tsring to the attention of those charged
with governance certain internal control mattensloich they should be aware, it may be
appropriate to regard such matters as being géynerquivalent to the significant
deficiencies required by this ISA (NZ) to be comneated to those charged with
governance.

® ISA(NZ) 315 (Revised), paragraph A66.
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The requirements of this ISA (NZ) remain apable notwithstanding that law or
regulation may require the auditor to use spet#ims or definitions.

Communication of Deficiencies in Internal Control

Communication of Sgnificant Deficienciesin Internal Control to Those Charged with
Governance (Ref: Para. 9)

Al2.

Al3.

Al4.

Al5.

Communicating significant deficiencies in wrg to those charged with governance
reflects the importance of these matters, andtagsisse charged with governance in
fulfilling their oversight responsibilities. ISA @ 260 establishes relevant
considerations regarding communication with théseged with governance when all of
them are involved in managing the enfity.

In determining when to issue the written comination, the auditor may consider
whether receipt of such communication would benapartant factor in enabling those
charged with governance to discharge their ovetsigponsibilities. In addition, for
issuers in certain jurisdictions, those chargedth \gdvernance may need to receive the
auditor’s written communication before the datemroval of the financial statements in
order to discharge specific responsibilities imtien to internal control for regulatory or
other purposes. For other entities, the auditor is&ye the written communication at a
later date. Nevertheless, in the latter case, astditor’s written communication of
significant deficiencies forms part of the finald#ufile, the written communication is
subject to the overriding requwemerfrbr the auditor to complete the assembly of the
final audit file on a timely basis. ISA (NZ) 23@&#g#s that an appropriate time limit within
which to complete the assembly of the final autéti§ ordinarily not more than 60 days
after the date of the auditor’s repdrt.

Regardless of the timing of the written commgation of significant deficiencies, the
auditor may communicate these orally in the finstance to management and, when
appropriate, to those charged with governancedstatiem in taking timely remedial
action to minimise the risks of material misstateméoing so, however, does not
relieve the auditor of the responsibility to comnuate the significant deficiencies in
writing, as this ISA (NZ) requires.

The level of detail at which to communicatgnsiicant deficiencies is a matter of the
auditor’s professional judgement in the circumsgsnd-actors that the auditor may
consider in determining an appropriate level oadébr the communication include, for

example:

. The nature of the entity. For instance, the comeation required for a public
interest entity may be different from that for anfaublic interest entity.

. The size and complexity of the entity. For instatice communication required for
a complex entity may be different from that for amtity operating a simple
business.

. The nature of significant deficiencies that theitarchas identified.

ISA (NZ) 260, paragraph 13.
ISA (NZ) 230, “Audit Documentation,” paragraph.14
ISA (NZ) 230, paragraph A21.

10
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. The entity’s governance composition. For instanoere detail may be needed if
those charged with governance include members whaad have significant
experience in the entity’s industry or in the aféetareas.

. Legal or regulatory requirements regarding the comoation of specific types of
deficiency in internal control.

Al6. Management and those charged with governarsgeatneady be aware of significant
deficiencies that the auditor has identified duting audit and may have chosen not to
remedy them because of cost or other considerafldresresponsibility for evaluating
the costs and benefits of implementing remediabacests with management and those
charged with governance. Accordingly, the requinetreparagraph 9 applies regardless
of cost or other considerations that managementhars® charged with governance may
consider relevant in determining whether to rem&ash deficiencies.

Al7. The fact that the auditor communicated a $iggmt deficiency to those charged with
governance and management in a previous audit mmesliminate the need for the
auditor to repeat the communication if remedialcachas not yet been taken. If a
previously communicated significant deficiency remsa the current year’s
communication may repeat the description from tleeipus communication, or simply
reference the previous communication. The auditay msk management or, where
appropriate, those charged with governance, whgitfréficant deficiency has not yet
been remedied. A failure to act, in the absenca m@itional explanation, may in itself
represent a significant deficiency.

Considerations Specific to Smaller Entities

A18. In the case of audits of smaller entities atditor may communicate in a less structured
manner with those charged with governance thahdrcase of larger entities.

Communication of Deficienciesin Internal Control to Management (Ref: Para. 10)

A19. Ordinarily, the appropriate level of manageirsrthe one that has responsibility and
authority to evaluate the deficiencies in internahtrol and to take the necessary
remedial action. For significant deficiencies, #ppropriate level is likely to be the chief
executive officer or chief financial officer (or @galent) as these matters are also
required to be communicated to those charged venemgpance. For other deficiencies in
internal control, the appropriate level may be apfjenal management with more direct
involvement in the control areas affected and wiith authority to take appropriate
remedial action.

Communication of Significant Deficiencies in Intathi€ontrol to Managemeirmef: Para. 10(a))

A20. Certain identified significant deficienciesimernal control may call into question the
integrity or competence of management. For exantipdee may be evidence of fraud or
intentional non-compliance with laws and regulasithy management or management
may exhibit an inability to oversee the preparabbadequate financial statements that
may raise doubt about management’s competencerdiogty, it may not be appropriate
to communicate such deficiencies directly to managd.

11
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ISA (NZ) 250 establishes requirements and iges/ guidance on the reporting of
identified or suspected non-compliance with laws magulations, including when those
charged with governance are themselves involvedsirh non-compliance.
ISA (NZ) 240 establishes requirements and provguégance regarding communication
to those charged with governance when the auddasridtentified fraud or suspected
fraud involving management.

Communication of Other Deficiencies in Internal @ohto ManagemenRef: Para. 10(b))

A22.

A23.

A24.

A25.

A26.

During the audit, the auditor may identify etldeficiencies in internal control that are
not significant deficiencies but that may be of fisidnt importance to merit
management’s attention. The determination as tahlwbther deficiencies in internal
control merit management’s attention is a mattepmifessional judgement in the
circumstances, taking into account the likelihoodd apotential magnitude of
misstatements that may arise in the financial states as a result of those deficiencies.

The communication of other deficiencies iremfal control that merit management’s
attention need not be in writing but may be orahéné the auditor has discussed the
facts and circumstances of the auditor’s findingth wnanagement, the auditor may
consider an oral communication of the other deficies to have been made to
management at the time of these discussions. Argyda formal communication need
not be made subsequently.

If the auditor has communicated deficiencresiernal control other than significant
deficiencies to management in a prior period andagament has chosen not to remedy
them for cost or other reasons, the auditor ne¢dapeat the communication in the
current period. The auditor is also not requiredrépeat information about such
deficiencies if it has been previously communicatatianagement by other parties, such
as_the internal auditers function or regulatorsnéty, however, be appropriate for the
auditor to re-communicate these other deficiendiethere has been a change of
management, or if new information has come to tiditar’s attention that alters the
prior understanding of the auditor and managemegarding the deficiencies.
Nevertheless, the failure of management to rem#ur aleficiencies in internal control
that were previously communicated may become aifgignt deficiency requiring
communication with those charged with governandeether this is the case depends on
the auditor’s judgement in the circumstances.

In some circumstances, those charged withrganee may wish to be made aware of the
details of other deficiencies in internal contrbktauditor has communicated to
management, or be briefly informed of the naturénefother deficiencies. Alternatively,
the auditor may consider it appropriate to infohose charged with governance of the
communication of the other deficiencies to managdnie either case, the auditor may
report orally or in writing to those charged witbvgrnance as appropriate.

ISA (NZ) 260 establishes relevant consideraticegarding communication with those
charged with governance when all of them are instblin managing the entity.

10

11

ISA (NZ) 250, “Consideration of Laws and Regulation an Audit of Financial Statements,” paragra&3#28.

ISA (NZ) 240, “The Auditor’s Responsibilities Réleg to Fraud in an Audit of Financial Statements,”
paragraph 41.

ISA (NZ) 260, paragraph 13.

12
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Considerations Specific to Public Sector Entities (Ref: Para. 9-10)

A27.

Public sector auditors may have additiongboesibilities to communicate deficiencies
in internal control that the auditor has identifabating the audit, in ways, at a level of
detail and to parties not envisaged in this ISAYXNEOr example, significant deficiencies
may have to be communicated to the legislaturét@mrgoverning body. Law, regulation

or other authority may also mandate that publi¢esuditors report deficiencies in

internal control, irrespective of the significanoé the potential effects of those

deficiencies. Further, legislation may require pubéctor auditors to report on broader
internal control-related matters than the deficiesién internal control required to be

communicated by this ISA (NZ), for example, corgroklated to compliance with

legislative authorities, regulations, or provisi@igontracts or grant agreements.

Content of Written Communication of Sgnificant Deficienciesin Internal Control (Ref: Para. 11)

A28.

A29.

A30.

In explaining the potential effects of thersfggant deficiencies, the auditor need not
guantify those effects. The significant deficiesaieay be grouped together for reporting
purposes where it is appropriate to do so. Thetaudiay also include in the written
communication suggestions for remedial action erg#ficiencies, management’s actual
or proposed responses, and a statement as to wbethet the auditor has undertaken
any steps to verify whether management’s respdmseas been implemented.

The auditor may consider it appropriate tolude the following information as
additional context for the communication:

. An indication that if the auditor had performed ma@xtensive procedures on
internal control, the auditor might have identifradre deficiencies to be reported,
or concluded that some of the reported deficiencezdd not, in fact, have been
reported.

. An indication that such communication has beenigeal/for the purposes of those
charged with governance, and that it may not biasla for other purposes.

Law or regulation may require the auditor camagement to furnish a copy of the
auditor’s written communication on significant deéncies to appropriate regulatory
authorities. Where this is the case, the auditaisen communication may identify such
regulatory authorities.

13
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ACCOMPANYING ATTACHMENT: SIMILARITY TO THE INTERNAT IONAL
STANDARDS ON AUDITING

This conformity statement accompanies but is nat@aSA (NZ) 265.

Conformity with International Standards on Auditing

This International Standard on Auditing (New Zedlp(SA (NZ)) conforms to International
Standard on Auditing ISA (NZ) 266ommunicating Deficienciesin Internal Control to

Those Charged with Governance and Management, issued by the International Auditing and
Assurance Standards Board (IAASB), an independantlard-setting board of the
International 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. References to
listed entities have been broadened to refer teerssn New Zealand.

Compliance with this ISA (NZ) enables compliancéwBA 265.

Comparison with Australian Auditing Standards

In Australia the Australian Auditing and AssurarS&ndards Board (AUASB) has issued
Australian Auditing Standard ASA 2&ommunicating Deficienciesin Internal Control to Those
Charged with Governance and Management

ASA 265 conforms to ISA 265.

14



