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CHAPTER 13. BANK AUDIT
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VIII] Audit of Advances
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I] | Introduction

a) Ba.nk'mg sector is the backbone of any economy as it is essential for sustainable soclo-econom.y

growth & f'Lnanc'Lal stabi.litg ln economy,

For safe & sound banking sector, on.e of the most important factors is reliable fmanc'w.l

'mformation supported_ bg qualitg bank audits.

b) Types of Banks: -

There are d.'LffererLt types of ba.n.k'LrLg tnstitutions 9reva'Ll'Ln.g in India which are as follows:

Commercial Banks Regi.onal Rural Banks
Co-operative Banks Payment Banks
Developmen.t Banks (more common.l.g known Small Finance Banks
as ‘Term—Lend'Lng Institutions’).

¢) Major Functions of Bank

}

Accepting Deposits gi.vi.n.g Advances

RBI: - Regulat'mg Bodg

Important Functions of RBI: -

e Issuance of Cu.rrencg G its regu.la.torg

. Act'mg as banker to banks

. Regul.a.ti,ng the activities of commercial banks & other banks

e Issuance of Licence

e Ithasa power to inspect bank
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d)

Regu.latorg Framework

Le. pr'LrLc'LpaL enactments govemi.ng Bank audit

a) RBI Act, 1934

e Regional Rural Bank Act, 1976

b) Banking Regulation Act, 1949

f) Informa.ti.on Tech.nol.ogg Act, 2000

c) Companies Act, 2013

g) Prevention of Money Laundering Act2002

d) SBI Act, 1955

h) Payment and settlement systems Act, 2007

Peculiarities involved in functioning of Bank (PEQ)

« Huge volumes and complexity of transactions;

« Wide geographical spread of bank's network;

« Large range of prod.u.cts and services offered;

o Extensive use of technology;

o Strict vi.g'Ll.a.rLce bg the bank'mg regul.ator etc.

I1]

U.n.d.ersta.n.di.ng Accou.nt'mg Sgstem in Bank

a)

Banks nowadags are provid'mg the comfort of “a.ngti.me—a.ng—where—bank'mg”.

b)

Real-time access to 'Lnformation & mobile connecti.vitl_.] throu.gh E—ba.nk'mg.

c)

Banks have voluminous business & hence it needs to be ensured in the system of recordi.ng

transmission & storage of 'Lnformation/d_a.ta.

d)

Banks needs to maintain h'Lgh as robust control systems to ensure that transactions are free

from. risk of errors, omissions, irreqularities & frauds.

e)

On the basis of computeri,sa.ti,on

1

Banks may be divided as

\ 4

A 4

\4

Non—Computer'Lsed. Banks

Partially Computerised Bank

Fully Computerised Bank

IIT] | Bank Audit
a) APPOINTMENT OF AUDITORS
A
* +
Bank'mg Company : Nationalised Bank: State Bank of India : Regional Rural
At annual general v Comptroller and Auditor Bank:
Meet'mg bg By Board of Director General of India in By bank 'Ltself
shareholder Consultation with general with approval of
~ Y g Government Central
Prior app#&val of RBI Government
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b) REMUNERATION OF AUDITORS
— — E—
Banking Company National Bank + State Bank of India
v
Section 142 of Companies act, 2013 Reserve bank of India (RBI) in consultation with
Central Government
c) CONDUCTING BANK AUDIT
' — I
a) Initial b) Understa.nding ¢) Risk d) Execution : -|| e) Reporting : -
Consideration.: - Envirnment: - assessment: - e Respond to e LFAR
o Acceptances . Id.entifg & assess . Applg Risk (SA330) |leStress testing
continuance risk to develop plan Procedures p Determine eDemonitisation
e Declaration of [[|e Understanding - of SA 315 Materiality
Indebteness > Accounting process & 240 and assess GC
e Terms of Audit > Risk management process| | o Assess Specific
enagement > Control activities risk QC = QOLng Concern
o Commitement, > Involvement of TCWG o Risk associated
Previous Audit > Reliable Information system| | with out sourced
e Establishment (PEQ Nov 16) activities
of team
d) Commuon Steps & Questions while undertaking/performing control activities
Y l y l l
Who? What? When? Where? Why?
Who performs || What evidence || Frequency o Whereisthe [l Why .is the
control? is generated ||« Isit enough evidence? CO;LtI‘O'.
Who does he || that control is to prevent, [[« Is the evidence performed :
have requisite performed? detect & accessible
knowledge? correct risk \
of MM ? How?

e How is control performed.

MM = Material Misstatement

e Can control activities be

by-passed, if yes can it be

detected
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Engagement team discussion includes: (PEQ)

e Errors that may be more likelg to occur;

e Errors which have been 'Ldent'Lf'Led. in. prior years;

e Method bg which fra.ud m.i.gh.t be perpetrated. bg bank personn.el. or others within pa.rt'Lcul.a.r

account balances and/or disclosures;

 Audit responses to Engagement Risk; Pervasive Risks, and Specific Risks;

e Need to maintain professional skepticism throughout the audit engagement;

e Need to alert for i.n.forma.ti.on or other conditions that indicates that a material

misstatement may have occurred (eg, the bank's application of accounting policies in the

given fa.cts and circumstances).

Powers of auditor — Same as discussed in Compan.g Audit.

Audit Report -

STATUTORY AUDITT REPORT LONG FORM AUDIT REPORT

TAX AUDIT REPORT

e Asper SA 700/ e As per Requirements of e As per Income Tax
705/ 706 RBI Circular Act,1961

h)

In case of a nationalised Bank

a) Whether, in his opinion, the balance sheet is a fu.ll and fa.'Lr balance sheet containing

all the necessary pa.rti.cu.la.rs and is properlg drawn up so as to exhibit a true and fa.'Lr

view of the a.ffa.i.rs of the bank, and in case he had called for any expl.arw.t'Lon or

information, whether it has been given and whether it is satisfactory;

b) Whether or not the transactions of the bank, which have come to his notice, have been

within the powers of that bank;

¢) Whether or not the returns received from the off'Lces and branches of the bank have been

found ad.equ.ate for the purpose of his audit;

d) Whether the prof'Lt and loss account shows a true balance of prof'Lt or loss for the per'Lod.

covered bg such account; and

e Any other matter he considers should be brou.ght to the notice of the Central Government.

0

LFAR (Lon.g From Audit Report) - This report is to be submitted before 30" June every year.

1)

Report'mg to RBI — RBI is issued a circular relat'mg to 'melementa.tion of recommendation

of committee on legal aspects of Bank frau.ds appl'Lca.ble to all scheduled commercial bank.

Auditor should consider SA 250 & SA 240

Reporting as per Sec 143(12) of Companies Act, 2013 shall a.pplg.
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IV] | | Sec 29(1), (2) - Form & Content of FS of Bank

Every Banking Company

1

As per Sch — IIII to Act *

| l

Form A Form B
Contains form Contains form of Profit
of Balance Sheet & Loss Account

¥ Act > Ba.nk'mg Regulation Act, 1949.

* Note - Every Bank'mg Company needs to complg with the disclosure requirement under

various Accounting Standards as spec'Lf'Led_ under Companies Act, 2013,

V] Cond.u.ct'mg an Audit

1. Initial Consideration bg the statutory auditor (PEQ)

(i) Declaration of Indebtedness

(i) Internal Assi.gnments in Banks bl_,] Statutory Auditors

(iit) Planning

(iv) Communication with Previous Auditor

(v) Terms of Audit Engagements

(vi) Inttial Engagements

(vit) Assessment of Engagement Risk

(viit) Establish the Engagement Team

(ix) U,nderstand'mg the Bank and its Environment

Iden.tifgi.ng and Assess'Ln.g the Risks of Material Managemen.ts

Understanding the Bank and Its Environment i.n.clud'LrLg Internal Control

Understand the Bank's Accoun.t'Ln.g Process

viihlwinN

Understanding the Risk Managemen.t Process (PEQ - Mag 19)

(1) Oversight and involvement in the control process bg those charged with governance

(i) Ident'Lf'Lca.t'Lon, measurement and monitoring of risks

(iit) Control activities

(v) MorL'Ltor'Lng activities

(v) Reliable 'Lnforma.tion systems

CA Khushboo Sanghavi Page|13.5




Engagement Team Discussion

Establish the Overall Audit Stra_tegg

Develop the Audit Plan

O o N0

Audit Pl.anni.n.g Memorandum

10.

Determine Audit Ma.teri.a.litg

.| Consider goi.ng Concern

12

Assess the Risk of Fraud i.nclud.i.ng Moneg Laund.er'mg

13.

Assess Spec'Lfi.c Risks

14.

Risk Associated with Ou.tsou.rc'mg of Activities

15.

Response to the Assessed Risks

16.

Stress Testi.n.g

17.

BASEL III framework

18.

Reliance on/ review of other reports

VI]

Advances

a)

It is the amount given bg the bank to borrower, it includes: -

2> Term loan, CC, OD, Demand Loan

= Bills discounted & purchased.

> Adverse balances in deposit accounts

> Interest bea.r'mg Staff Loan

b) Classification
Sector Wise Security Wise Prudential Norm
\ 4 \ 4 l v \ 4 l
Priority Non-Priority Secured Unsecured | | Standard NPA
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Classification of Advances as per Prudential Norm

! !

Standard Loans NPA Loans

A 4 v

| lSubStandard |

Standard Regular SMA - Special Mention Accounts Doubtful (D1/ D2/ D3)
SMA O (Accounts
showing stress signals) | ose

SMA 1 (Overdue

between 31 to 60 days)

SMA 2 (Overdue

between 61to 90 days)

d)

Mode of Security Creation

!

l l l l v l l l

Mortgage Pledge Hypothecation Assignment Set—off[l Lien Registeredﬂ Equitable

e)

Prudential norms on Income recogn'Lt'Lon Asset Cla.ssif'Lcat'LorL & prov'Ls'Lon'Lng pertain'mg to

Advances.

(i)

NPA - An asset becomes NPA when it ceases to generate tncome for the Bank

(a) Loan or Advance becomes NPA i.f interest/ instalment of pr'mci.pa.l is Overdue for > 90

days

(b) Bills remains Overdue for > 90 d.a.l_.]s

(c) The account remains out of order in respect of an OD/ CC account

(i)

Out of Order - Account will be out of order i.f amount is over drawn and remains

ou.tsta.nd_ing for > 90 dags (Le. there are no credits continu.ou.slg for 90 dags as on Balance

Sheet date )

(Lit)

NBFC Prudential Norms Directions

The auditor shall verifg / check / ensure the followi.ng: -

Compl’w.nce with ca.p'Lta.l requ.irements.

NBFC policg

Asset cla.ss'Lf'Lcat'LorL

Income on NPA's
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Status of NPA's (PEQ Nov 18, 12, 08) (RTP May 16, 15/ Nov 13)

Provisioning Requirements

Sub-Standard Asset Secured Doubtful Asset Unsecured doubtful Asset
y — — = —~
10% <1Uear > 20% 1-3 Years > 30% | | > 3 Years > 50% 100%
Classification | Meaning % of
Provision
a) | Standard It shall mean the asset in which no default in repayment is 04%
perceived
b) | NPA Any asset, a term loan, a demand or call loan, a bill, debt under
the head "Other Current Assets”, any due on account of sale &
overdue for a period of > 6 Months.
Lease rental & hire purchase 3 overdue for a period of > 12
Months.
c) | Sub-Standard | An asset which has been classified as NPA for a period not 10%
exceeding 18 months
d) | Doubtful A term loan or Lease asset or hire purchase asset or any other
asset which remains sub-standard asset for a period ‘exceeding 18
months'
Secured Upto 1 year 20%
Portion 1to 3 years 30%
More than 3 years 50%
WUnsecured Advances without collateral 100%
Portion
e) | Loss An asset which is adversely affected by potential threat of non- 100%
recoverability due to erosion in value of security or non-
availability of security or fraud or any omission
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(iv)

Usually Income on NPA are recorded on Cash basis

l

However in following cases theu are considered as NPA on the basis of respected condition

\ 4

y

! ]

!

v

Advances Agriculture ~ Advances  Advance - Advances to
guaranteed Advance under against Term Staff
by CG Consortium deposit/ KUP/
PEQ ] l NSC/ IVPete Housing on

WilL be Long Crop|[Short Crop | |Advance l similar
regarded as i ! will be It shall not be advances shall
NPA on Regarded as Regarded as| [treated as ||treated as NPA be
repudiation | NPAifitis [[NPA if it is [ [NPA on the provided i1l
of such outstanding outstanding| | basis of Adequate Treated as NPA
guarantee fqr > 1 season|lfor » 2 ' recovery by [[Margin is only when there

\ Y / individual || available in is a default in

However, if non payment | |members the amount principal or

is due to natural

payment of

ca.lam'Ltg then it should

tnterest respect’we

be re-scheduled

due dates

A 4

Note - Long Crop are crop which need > 1 year

It its included

to grow (i.e. Crop season > 1 Uear) & crops which

under sub-head

are NOT long crop are short crop

"Others” under

matn head of

"Other asset”

(v)

Accounts where there is Erosion/Reduction in value of

security/ frauds committed by borrowers (PEQ)

./ N\ ~
Value of security eroded & is < 50% of Realizable value of securities is < 10%
value assessed by the bank or accepted of outstanding in the borrow a/c
by RBI at the time of last inspection.
l Existence of security should be ignored

Such NPA's may be stra'Lght away

cl.a.ssi.f'Led. as d.ou.btful. & prov'Ls'Loni.ng

Such asset should be class'Lfi.ed. as Loss

should be made accordin.glg.

asset & should be fu.llg written off or

fully provided by bank

CA Khushboo Sanghavi
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VII] [ Drawing Power Calculation

(L) All accounts should be all the time kept within
P V}
Drawing Power Uu Sanctioned Limit

If account exceeds sanctioned limit it should be brought to the notice of management / Head

office reqularly.

(it) | Banks should ensure that drawings in working capital account are covered by current assets.

Dra.wi.n.g power is required to be arrived based on current stock & statements (statements

should not be older than 3 months); if drawing power are calculated of statement older than

3 months then such amount ou.tsta.rLd.'Ln.g shall be treated as 'eregu.lar.

(iit) | Stock statements are submitted > Quality

(iv) '
Should ; Submit By
. > ‘l 1 >
L Q) i Ill 1 Reports
v S
Audited Annual Report Bank should scrutinise

such reports & ascertain

reason for deviation

As per
As per
Drawing power is » | Guidelines formulated by BOD of
calculated Bank & agreed by statutory auditor
L Funded on
B I Exposure > 5 Crore e ir
Bank K Ltd Company

Lead Bank > will conduct Stock audit and

shall give such report branches & the report shall be reviewed d,u.r'mg the course of audit &

spec'La.l focu.s will be on comments g'wen bg stock auditor.
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(vit)

Working Capital Advances

Construction Business

Dra.wi.n.g Power needs to be calculated carefu.l.l.g in case of worki.ng ca.pi.ta.l. advances to

companies en.ga.ged in construction business.

While calcul.a.ti.ng d.ra.win.g power, mobilization advance received bg contractors should be

reduced

VIII]

Audit of Advances

v

!

!

(1) Auditor should obtain

(i) SAAE are obtained by -

(iit) Evaluation of IC over

o Examining the val'Ld.'Ltg of

advances - (Most Importa.nt)

SAAE regardin.g

Amounts are

the recorded amounts;

(PEQ) RTP) (MTP)

outstan.d.i.ng as on B/S

. Exam'm'mg loan

Bank makes advances

date

documentation;

onlg a.fter checking credit-

Amounts represen.t due to

. Review'mg the opera.t'Lon. of

worthiness

bank

the accounts;

Advances are sanctioned

Amounts are supported

. Examining the existence,

on the basis of appropriate

by loan documents &

enforceabilitg and

documents & onlg a.fter

other documents

valuation of the secu.r'Ltg;

ensuring end use

No unrecorded advances

. Checking compl'LarLce with

Suff'tc'tent ma.rg'LrLs are kept

Advances are properlg

RBI norms 'anl.u,d.'mg

No advances are prov'Lded.

disclosed, cla.ssi.f'Led. &

a.ppropr'La.te classtLcatLon

a.ga.'mst own shares

described in accordance

and provistoning; and

Securtities are reg'Lstered.

with AFRF

. (_a.rrgmg out a.pproprLa.te

(_.,ood. Ln possesston as

Appropr'Late PI’O\)i.Si.OI‘LS are

ana.lgtl.ca.i. proced'.ures

secu.rLtg are checked ]‘rom

made as per RBI norms

time to tume.

Dra.w'mg power regi.ster 13

u.pa'.a.tea'. every month

Opera.t'Lon of each advance

a/cshoutd be viewed at

'Least oncein a gear

CA Khushboo Sanghavi
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IX] Audit of Revenue Items

| !

(A) INCOMES (B) EXPENSES
(A) INCOMES
L)-> 1
Interest Income Other Income
a) Interest/ Discount on a) Commuission, Brokerage
Advances/ Bills on- BOE, DD, NEFT,
b) Interest on Investment RTGS, Govt Business, LOC,
c) Interest on CRR guarantee Loan Processing,
d) Interest on Inter Bank Mobile Banking Fees etc.
Loan b) Rent on Lockers
e) Other Income c) Dividend, Profit on Sale
of Investment
d) Profit on Revolution
e Referral. Income etc.

(il)> Audit Procedures & Approach

a) Auditor is pri.ma.r'ng concerned with obta.'mi.ng reasonable assurance that recorded income

arose from transaction are

e For the Relevant Period

. Appropriatelg Calculated

e Recorded/ Disclosed under Proper Head

b) RBI has advanced

To record income on accrual basis ie. as per As 9 if:

v

! v

Income > 1% of total income of ( Okﬁ Income > 1% of net profit before
the bank | tax ie. NPBT (If the Income is

(If the income is calculated on a calculated on net of cost basis)

gross basis)

¢) | Other than above mentioned Incomes ie. Income not considered as MATERIAL > recognised

as on receipt basis (Auditor need not qu.al'tfg the report in such situation)
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d) | It is an essential condition for accrual of income that there should not be doubt on ultimate

collection of such income

e) Bank should record income on receipt basis: -
v
! v
In respect to NPA C\Nﬁ If there exist s'Lgn'Lf'LcarLt
v

uncertai.ntg regard'mg

ultimate collection

f) | Important On advance against term deposit, NSC, KVP, IVP & life policies

!

Record on accrual basis

{

Provided adequate margins are available

g) In case of BOE purcha.sed at the close of the year Discount must be appropria.telg apport'toned.

between the two years

h) | Auditor must test-check fees & commission earned bl_.] bank.

(iii) Reversal of Income
. !
v 1!
If Income recognized on C\Nh If Banks has wrongly

accrual basis & advance

recogni.zed. tncome Ln the
later was declared &

past
considered as NPA Il
v Then, Bank must reverse
Then Bank should such income or make a
reserve the income so provision of for an
recorded. equivalent amount if it

was recogn'Lzed as Lncome

On further partial in the previous gear(s)

recoveries in NPA's, Bank

must follow an appropriate

pol'ch to recogn'Lze tncome

as per AS - 9
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(iv) | Miscellaneous Points: -

a) For Financial Lease: = Income should be treated and recorded as per AS 19 (Provided its not

NPA

b) On take - out finance: - Record the income on receipt basis

c) Interest Income on Investments: - Cost on investment ( eg. Premium on SLR investments) is

nettled off from interest tncome on investment

d) | Profit on Sale of Investment: - It is taken to P/L a/c as it is treated as banking activity,

e) P/L on revaluation of investments: - As per RBI guidelines, investments must be valued in

per'Lod'Lc interval & appreciation or d.epreci.at'LorL is taken to P/L a/c

(B) EXPENSES

.

v v v

(i) |Interest Expended Operating Expenses Provision & Conti.ngen.ci.es
Il
Interest On —- Pagmen.t towards — Provision & Con.ti.n.genc'Les —

o Deposits e Salaries, remuneration . NPA

e Rent, Rates, Taxes

e RBI Borrow'Ln.g e Taxation

. Pr'mt'mg Stationa.rg

e Inter Bank Borrow'mg . Cont'Ln.gen.c'Les

e Other . Off'Lce Admin

o Diminution in value of

e Advertisement tnvestment

e Audit Fees

. Deprec'Lat'LorL etc

(i)  Audit approach & procedure

a) | Auditor must assess overall reasonableness of expense

b) | Auditor should obtain from the bank an a.na.[gsi.s of various types of d.epos'Lts & interest

thereon.

¢) | Auditor should obtain general ledger alc at end of each quarter

d) | Auditor on test check basis ver'Lfg calculation of interest (PEQ) (Importa.n.t)

e Interest has been prov'Lded on all depos'Lts upto the date of the balance sheet; and ver'Lfg

whether there is any excess or short credit of material amount

o Interest rates are in accordance with the bank's internal regulat'tons, of the RBI directives,

and agreements with the respective d.epos'Ltors;

e In case of Fixed Depos'Lts it should be examined whether the interest Rate in the

accou.nting system. are in accordance with the Interest Rate mentioned in the Fixed

Depos'Lt Rece'Lpt/ Cert'Lf'Lca.te
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e Interest on Sav'mg Account should be checked on a test check basis in accordance with

the rules framed bg the bank in this behalf

e Interest on inter-branch balances has been provided at the rates prescribed, bg the

head offi.ce

e Interest on overdue/ matured term d.epos'Lts should be estimated and provided. for

(iit) Disclosure of (PPI) Prior Period Items :- There is no speci.f'Lc disclosure prescri.bed in Form B

under Third Schedule, appropriate disclosure should be made bg the bank wherever

req utred

Spacce of Students Notes: -
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