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1.0 Legislative framework

A statute is a formal, written law of a country or state, written and enacted by its legislative authority. The principal legislations governing the functioning of the various types of banks are

1) Banking Regulation Act,1949 and

2) Reserve Bank of India Act,1934

The other applicable laws include:

a. Banking Companies (Nationalization of Undertakings) Act, 1970

b. Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970

c. Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980

d. Negotiable Instruments Act 1881

e. State Bank of India Act, 1955

f. State Bank of India (Subsidiary Banks) Act, 1959

g. Regional Rural Banks Act, 1976

h. Companies Act, 1956

i. Co-operative Societies Act, 1912 or the relevant state Co-operative

j. Information Technology Act, 2000

k. Prevention of Money Laundering Act, 2002

l. Credit Information Companies Regulation Act, 2005

m. Securitization and Reconstruction of Financial Assets and Enforcement of Security Interest Act, 2002
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1.1 Key provisions in the Banking Regulation Act, 1949

Sec 5 (b)- "banking" means the accepting, for the purpose of lending or investment, of deposits of money from the public, repayable on demand or otherwise, and withdrawal by cheque, draft, order or otherwise; 

Sec 5 (c) - A “Banking Company “is any company which transacts the business of banking in India; 

Sec 5 (d)  "company" means any company as defined in section 3 of the Companies Act, 1956 (1 of 1956); and includes a foreign company within the meaning of section 591 of that Act;

Section 29 (1) requires every banking company to prepare a balance sheet and a profit and loss account in the forms set out in the Third Schedule to the Act or as near thereto as the circumstances admit. These financial statements have to be prepared as on the last working day of each financial year (i.e., 31st March) in respect of all business transacted during the year. Form A of the Third Schedule to the Banking Regulation Act, 1949, contains the form of balance sheet and Form B contains the form of profit and loss account

Sec 5 [(cc) "branch" or "branch office" , in relation to a banking company, means any branch or branch office, whether called a pay office or sub-pay office or by any other name, at which deposits are received, cheques cashed or moneys lent, and for the purposes of section 35 includes any place of business where any other form of business referred to in sub-section (1) of section 6 is transacted;

Sec 30 (1) The balance-sheet and profit and loss account prepared in accordance with section 29 shall be audited by a person duly qualified under any law for the time being in force to be an auditor of companies.

Sec 30 (3) - the auditor is required to state in his report

(a) Whether or not the information and explanation required by him have been found to be satisfactory; 

(b) Whether or not the transactions of the company which have come to his notice have been within the powers of the company; 

(c) Whether or not the returns received from branch offices of the company have been found adequate for the purposes of his audit; 

(d) Whether the profit and loss account shows a true balance of profit or loss for the period covered by such account; 

(e) Any other matter which he considers should be brought to the notice of the shareholders of the company
Sec 227(3) (d) -The statutory auditors are required to assert in their report that the profit and loss account and Balance sheet of the banking company have complied with accounting standards referred to in Sec 211(3C) of the Companies Act, 1956

It is to be noted that Statement of companies (Auditor’s Report) order 2003 is not applicable to banking company
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2.0 Audit of branches

Audit of branches of banking companies is required under section 228 of the Companies Act, 1956.  Hence, it is obligatory for a banking company to get the financial statements of each of its branch offices audited except where exemption from audit is obtained in respect of certain branches under the Companies (Branch Audit Exemption) Rules, 1961 and as per the guidelines of the Reserve Bank of India issued from time to time.

2.1 Branch audit vis-a –vis Head office audit

The branch auditor has the same powers and duties in respect of audit of financial statements of the branch as those of the central auditors in relation to audit of head office. The branch auditor's report on the financial statements examined by him is forwarded to the central auditors with a copy to the management of the bank. The branch auditor of a public sector bank, private sector bank or foreign bank is also required to furnish a long form audit report to the bank management and to send a copy thereof to the central auditors. The central auditors, in preparing their report on the financial statements of the bank, deal with the branch audit reports in such manner, as they consider necessary.

However, there are significant differences in the scope of audit between a branch audit and HO audit. While the banking business takes place at the branches, the Head office takes care of administrative and policy decisions. Besides, accounting for certain transactions such as Treasury operations are centralized.

Areas generally not to be considered at branch, as they will be considered by HO include:

· Provision for Gratuity.

· Provision for Taxation.

· Provision for Audit fees

· Depreciation on Assets like premises, where fixed asset is accounted for at HO.

· Provision for pension and other retirement funds.

· Transfers to reserves.

· Dividends.

2.2 Peculiarities of bank branch audit include

1. Audit is carried out once a year and completed in a very short span

2. There is a need for trained personnel to carry out audit considering the  large volume and variety of transactions in terms of both number and value
3. It is very essential for the auditors  to constantly update knowledge and  be abreast of latest changes in RBI regulations

2.3 Reasons for special audit considerations in the audit of banks 

1. Particular nature of risks associated with the transactions undertaken by banks;

2. The scale of banking operations and the resultant significant exposures which can arise within short periods of time;

3. The extensive dependence on IT to process transactions.

4. The effect of the statutory and regulatory requirements; and 

5. The continuing development of new services and banking practices which may not be matched by the concurrent development of accounting principles and auditing practices.

The auditor should consider the effect of the above factors in designing his audit approach.
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3.0 Applicability of Accounting Standards

The Institute of Chartered Accountants of India (ICAI) issues, from time to time, accounting standards for use in the preparation of general purpose financial statements issued to the public by such commercial, industrial or business enterprises as may be specified by the Institute from time to time and subject to the attest function of its members.  As of March 1, 2008 ICAI has issued the following thirty one Accounting standards and one exposure draft AS 32 on Financial Instruments: Disclosure

RBI master RBI/2007-08/53 DBOD.BP.BC No.14 / 21.04.018/2007-08 dated JULY.02,2007 , besides containing instructions on Disclosures in Financial statements- Notes to Accounts also includes Disclosure Requirements as per Accounting Standards where RBI has issued guidelines 
The Accounting standards issued by ICAI are as follows:

	AS No.
	Accounting Standard
	Applicability to branch audit

	AS 1
	Disclosure of Accounting policies
	Yes

	AS 2
	Valuation of Inventories 
	Yes ( For stationery etc)

	AS 3
	Cash Flow statement 
	

	AS 4
	Contingencies and Events Occurring After the Balance Sheet Date
	Yes

	AS 5
	Net Profit or Loss for the Period, Prior Period Items and Changes in Accounting Policies
	Yes

	AS 6
	Depreciation Accounting
	Yes

	AS 7
	Construction Contracts
	No

	AS 8
	Accounting for Research and Development
	Yes

	AS 9
	Revenue Recognition
	Yes (subject to RBI guidelines)

	AS 10
	Accounting for Fixed Assets
	Yes

	AS 11
	The Effects of Changes in Foreign Exchange Rates
	Refer note below

	As 12
	Accounting for Government Grants
	Yes

	AS 13
	Accounting for Investments
	Refer note below

	AS 14
	Accounting for Amalgamations
	No

	AS 15
	Accounting for Retirement Benefits in the Financial Statements of Employers
	No, since accounted for at HO

	AS 16
	Borrowing Costs
	No, since accounted for at HO

	AS 17
	Segment Reporting
	yes

	AS 18 
	Related Party Disclosures
	Yes

	AS 19
	Leases
	Yes

	AS 20
	Earnings per share 
	No, since accounted for at HO

	AS 21
	Consolidated Financial Statements
	No, since accounted for at HO

	AS 22
	Accounting for Taxes on Income
	No, since accounted for at HO

	AS 23
	Accounting for Investments in Associates in Consolidated Financial Statements
	No, since accounted for at HO

	AS 24
	Discontinuing Operations
	No, since accounted for at HO

	AS 25
	Interim Financial Reporting
	No, since accounted for at HO

	AS 26
	Intangible Assets
	No, since accounted for at HO

	AS 27
	Financial Reporting of Interests in Joint Ventures
	No, since accounted for at HO

	AS 28
	Impairment of Assets
	Yes

	AS 29
	Provisions, Contingent Liabilities and Contingent Assets
	Yes

	AS 30
	Financial Instruments: Recognition and Measurement
	Yes

	AS 31
	Financial Instruments: Presentation
	Yes

	Draft AS 32
	Financial Instruments: Disclosures
	Yes


The following standards are not applicable to banks to the extent specified.

(a)
AS 13, Accounting for Investments, does not apply to investments of banks.

(b)
AS 11, “The Effects of Changes in Foreign Exchange Rates”, does not apply to accounting of exchange difference arising on a forward exchange contract entered into to hedge the foreign currency risk of a firm commitment or a highly probable forecast transaction.  However, it shall apply to exchange differences in respect of all other forward exchange contracts.

RBI has issued a Circular DBOD.No.BP.BC.76/21.04.018/2004-05 dated March 15, 2005, containing the guidelines on compliance with AS 11 (Revised 2003).  
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4.0 Compliance with Auditing and Assurance Standards (AAS) 

The Auditing and Assurance Standards lay down the principles governing an audit.   These principles apply whenever an independent audit is carried out.  Auditing and Assurance Standards become mandatory on the dates specified in the respective AAS.   Their mandatory status implies that, while discharging their attest functions, it is the duty of the members of the Institute to ensure that the auditing standards are followed in the audit of financial information covered by their audit reports. If for any reason the member is unable to perform an audit in accordance with the generally accepted auditing standards, his report should draw attention to any material departures there from, failing which he would be held guilty of professional misconduct under clause 9 of Part 1 of the Second Schedule to the Chartered Accountants Act, 1949.

	SA 240
	The Auditor's Responsibilities Relating to Fraud in an Audit of Financial Statements 


	SA 300 
	Planning an Audit of Financial Statements 


	SA 315 [new] 

	Identifying and Assessing the Risks of Material Misstatement Through Understanding the Entity and Its Environment 


	SA 330 [new] 

	The Auditor’s Responses to Assessed Risks 


	AAS 1

	Basic Principles Governing an Audit  
 

	AAS 2
          
	Objective and Scope of the Audit of Financial Statements  
 

	AAS 3
       
	documentation  
 

	AAS 4 (Revised) 
	The Auditor's Responsibility to Consider Fraud and Error in an Audit of Financial Statements 
 

	AAS 5
	Audit Evidence  
 

	AAS 6 (Revised)
	Risk Assessments and Internal Control   
 

	AAS 7
	Relying Upon the Work of an Internal Auditor  

	AAS 8
	Audit Planning  
 

	AAS 9
	Using the Work of an Expert  
 

	AAS 10 (Revised)
	Using the Work of Another Auditor (Revised) 
 

	AAS 11
	Representations by Management  
 

	AAS 12
	Responsibility of Joint Auditors  

	AAS 13
	Audit Materiality  
 

	AAS 14
	Analytical Procedures  
 

	AAS 15
	Audit Sampling  
 

	AAS 16
	Going Concern  

	AAS 17
	Quality Control for Audit Work  
 

	AAS 18
	Audit of Accounting Estimates  
 

	AAS 19
	Subsequent Events  

	AAS 20
	Knowledge of the Business 
 

	AAS 21 

	Consideration of Laws and Regulations in an Audit of Financial Statements 
 

	AAS 22 

	Initial Engagements -- Opening Balance 
 

	AAS 23 

	Related Parties 
 

	AAS 24 

	Audit Considerations Relating to Entities Using Service Organisations 
 

	AAS 25 

	Comparatives 
 

	AAS 26 

	Terms of Audit Engagement 


	AAS 27 

	Communications of Audit Matters with Those Charged with Governance 
 

	AAS 28 

	The Auditor's Report on Financial Statements 
 

	AAS 29 

	Auditing in a Computer Information Systems Environment 
 

	AAS 30 

	External Confirmations 
 

	AAS 31 

	Engagements to Compile Financial Statements 
 

	AAS 32 

	Engagements to Perform Agreed-upon Procedures regarding Financial Information 
 

	AAS 33 

	Engagements to Review Financial Statements 


	AAS 34 

	Audit Evidence - Additional Considerations for Specific Items 
 

	AAS 35 

	The Examination Of Prospective Financial Information


Note: 

The date SA 315 and SA 330 becomes effective, the existing AAS 6, “Risk Assessments and Internal Control”, AAS 20, “Knowledge of the Business”, and

AAS 29, “Auditing in a Computer Information Systems Environment” would stand withdrawn.
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5.0 Significance of documentation

Audit documentation is an essential element of audit quality. Although documentation alone does not guarantee audit quality, the process of preparing sufficient and appropriate documentation contributes to the quality of an audit

The significance of Audit documentation can be explained as follows: 

i. Provides the principal support for the representation in the auditor's report that the auditor performed the audit in accordance with generally accepted auditing standards.

ii. Provides the principal support for the opinion expressed regarding the financial information or the assertion to the effect that an opinion cannot be expressed.

iii. Assists the audit team to plan and perform the audit;

iv. Assists auditors who are new to an engagement and review the prior year's documentation to understand the work performed as an aid in planning and performing the current engagement;

v. Assists members of the audit team responsible for supervision to direct and supervise the audit work, and to review the quality of work performed , in accordance with AAS 17 “Quality Control for Audit Work”;

vi. Demonstrates the accountability of the audit team for its work by documenting the procedures performed, the audit evidence examined, and the conclusions reached;

vii. Retains a record of matters of continuing significance to future audits of the same entity;

viii. Assists quality control reviewers (for example, internal inspectors) who review documentation to understand how the engagement team reached significant conclusions and whether there is adequate evidential support for those conclusions;

ix. Enables an experienced auditor to conduct inspections or peer reviews in accordance with applicable legal, regulatory, or other requirements; 

x. Appropriate documentation contributes to the quality of an audit
xi. Documentation fulfils the need to document oral discussions of significant matters and communicate to those charged with governance, as discussed in AAS 27, “Communication of Audit Matters with those Charged with Governance

xii. Onus in a Court proceeding lies on the auditor to prove that he was not professionally negligent in the performance of his duties

5.1 Peer Review and Quality Review aspect in respect of audit of branches

All bank branch auditors are subject to peer review by reviewers (peer review mechanism for branch auditors is applicable since April 2004). The auditors should hence adopt appropriate procedures to comply with peer review requirements

The Review shall focus on

a) Compliance with technical standards.

b) Quality of reporting.

c) Office system and procedures with regard to compliance of attestation service system and procedures.

d) Training Programs for staff (including Articled and Audit clerks) concerned with attestation functions, including appropriate infrastructure

In order to fulfill the requirements of peer review and quality review, it is essential that the auditors set up procedures to ensure proper documentation. Standard checklists, specimen letters should be maintained and working papers should be well organized.
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6.0 Independent Regulators and International Standard Setting Bodies International Standards Setting Bodies

6.1 The International Forum of Independent Audit Regulators [IFIAR]

The International Forum of Independent Audit Regulators was established on 15 September 2006, based on the following activities:

i. To share knowledge of the audit market environment and practical experience of independent audit regulatory activity

ii. To promote collaboration in regulatory activity; and

iii. To provide a focus for contacts with other international organizations which have an interest in audit quality

The independent audit regulators of the following countries agreed to the creation of the Forum: Australia, Austria, Brazil, Canada, Denmark, France, Germany, Ireland,

Italy, Japan, Mexico, the Netherlands, Norway, Singapore, South Africa, Spain, Sweden, and the United Kingdom
6.2 Public Company Accounting Oversight Board - PCAOB

The Public Company Accounting Oversight Board is a private sector, non- Profit Corporation created by the Sarbanes-Oxley Act of 2002 to oversee auditors of Public companies.

Section 103 of the Sarbanes-Oxley Act of 2002 directs the Board to establish auditing and related attestation, quality control, ethics, and independence standards and rules to be used by registered public accounting firms in the preparation and issuance of audit reports as required by the Act or the rules of the Securities and Exchange Commission. The Board’s Office of the Chief Auditor advises the Board on the establishment of such auditing and related professional practice standards. The Board also seeks advice from its Standing Advisory Group and ad hoc task forces and working groups

The Board has issued six auditing standards 

1. Auditing Standard No. 1: References in Auditors’ Reports to the Standards of the Public Company Accounting Oversight Board

2. Auditing Standard No. 2: An Audit of Internal Control over Financial Reporting Performed in Conjunction with an Audit of Financial Statements 

3. Auditing Standard No. 3: Audit Documentation

4. Auditing Standard No. 4: Reporting on Whether a Previously Reported Material Weakness Continues to Exist 

5. Auditing Standard No. 5: An Audit of Internal Control over Financial Reporting That Is Integrated with an Audit of Financial Statements

6. Auditing standard No. 6- Evaluating consistency of financial Statements And conforming amendments
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7.0 Important Aspects Of Internal Control In Bank Branch Audit

As per “Auditing and Assurance Standard 6” issued by ICAI, Internal Control System means all the policies and procedures (internal controls) adopted by the management of an entity to assist in achieving management's objective of ensuring, as far as practicable, the orderly and efficient conduct of its business, including adherence to management policies, the safeguarding of assets, the prevention and detection of fraud and error, the accuracy and completeness of the accounting records, and the timely preparation of reliable financial information.

Internal controls relating to the accounting system are concerned with achieving the following objectives: [Para14 of AAS 6]

· Transactions are executed in accordance with management's general or specific authorisation.

  

· All transactions and other events are promptly recorded in the correct amount, in the appropriate accounts and in the proper accounting period so as to permit preparation of financial statements in accordance with the applicable accounting standards, other recognised accounting policies and practices and relevant statutory requirements, if any, and to maintain accountability for assets. .

· Assets and records are safeguarded from unauthorised access, use or disposition.
  

· Recorded assets are compared with the existing assets at reasonable intervals and appropriate action is taken with regard to any differences. 

Besides the usual assessment procedures with regard to internal control, a branch auditor should give special importance to certain areas including

1. Originating debits in  HO( inter- branch accounts)

2. Adverse results of periodic  analytical reviews

3. Irregularities observed and adverse opinion given in internal audit reports, inspection reports etc

It is to be noted that with effect from 01.04.2008 (The date SA 315 and SA 330 becomes effective) the existing AAS 6, “Risk Assessments and Internal Control” would stand withdrawn.

SA 315- Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and Its Environment

Standard on Auditing (SA) 315 deals with the auditor’s responsibility to obtain an understanding of the entity and its environment and using that understanding identify and assess the risks of material misstatement at the financial statement level and assertion level.

SA 315 covers:

· Risk assessment procedures and related activities

· The required understanding of the entity and its environment, including the entity’s internal control

· Identifying and assessing the risks of material misstatements

· Material weakness in internal control

· Documentation

SA 315 contains two distinct sections – Requirements section and Application Guidance section – as per the new presentation format adopted in writing the Standards. This

Standard on Auditing (SA) is effective for audits of financial statements for periods beginning on or after 1st April, 2008.

SA 330- The Auditor’s Responses to Assessed Risks

This Standard on Auditing (SA) 330 deals with the auditor’s responsibility to design and implement responses to the risks of material misstatement identified and assessed by the auditor in accordance with SA 315, “Identifying and Assessing Risks of Material Misstatement through Understanding the Entity and Its Environment” at the financial statement level and assertion level.

SA 330 covers:

· Overall Responses

· Audit procedures responsive to the assessed risks of material misstatement

· at the assertion level

· Adequacy of presentation and disclosure

· Evaluating the sufficiency and appropriateness of audit evidence

· Documentation

SA 330 contains two distinct sections – Requirements section and Application Guidance section – as per the new presentation format adopted in writing the Standards. Standard on Auditing (SA) 330 is effective for audits of financial statements for periods beginning on or after 1st April, 2008.
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8.0 Core Banking Solutions

Core Banking Solutions (CBS) or Centralised Banking Solutions is the process which is completed in a centralized environment i.e. under which the information relating to the customer’s account (i.e. financial dealings, profession, income, family members etc.) is stored in the Central Server of the bank (that is available to all the networked branches) instead of the branch server. Depending upon the size and needs of a bank, it could be for the all the operations or for limited operations. This task is carried through advance software by making use of the services provided by specialized agencies. 


The key features of a CBS include a centralised server, which stores data pertaining to retail and corporate Banking at transaction level, which is linked via high speed, secure and redundant networks to the various branches of the Banks. The main server is a common point of contact to the various delivery channels like ATMs, Internet Banking, Branches, Mobile Banking, etc.

The central database server and associated servers like Mail Servers, Application Servers, Authentication Servers, and Storage Servers, etc., are hosted at a data centre, which is at the core of the entire architecture. Adequate Security is provided to the IT infrastructure by means of firewalls, network intrusion detection systems, anti-virus software at the system and application levels, proxy servers, etc.

A disaster recovery site (DRS), which simply put is a redundant data centre, is also an integral part of the IT infrastructure. There also needs to be a well-documented set of procedures to be followed, in the case of a disaster striking the data centre

In its circular [Cir. No DBS.PP.BC1/11/01.005/2006-07 dated November 16, 2006] “Compliance Function in Banks”, RBI has directed in Para 6.9 that  “Banks with fully operational core banking solutions should centralize their regulatory reporting at the Compliance Department. In other cases, Compliance Department shall monitor timely submission of regulatory returns by the controlling offices through appropriate mechanism, such as a Monthly Returns Calendar, which may indicate the returns/reports to be submitted by each branch/controlling office and their dates of submission.”

While it is the responsibility of the management to ensure adequate and effective control systems at the branches, statutory auditors have to express their opinion on the results generated by these systems.

8.1 Illustrative audit checklist with respect to core banking

I. General

a) Migration Controls

1. If the branch has migrated from previous legacy package to CBS, then, in order to ensure consistency and integrity of data migrate, to check & comment whether Certificate of Verification of Integrity and Consistency of data migrated has been preserved on branch records.

2. If branch has undergone an independent Migration Audit, to check whether all irregularities and recommendations have been duly attended/followed.

b) Control over Software Updates (New features).

3. To check whether list of such updates/ customizations have been maintained in chronological order at the branch and to comment whether these have been complied with/actions prescribed for branches have been taken and controlled.

c) Day–End Controls

4. To obtain list of reports generated by the system such as

a. Exceptional report

b. List of users

c. Access Log

d. Rejected/Cancelled entries

e. Over-limits/TOD Report

f. GL affected Balances Report

g. Report on large cash transactions/KYC &  Anti Money Laundering etc.

5.  To check whether all the mandatory reports are taken daily including on Sundays and holidays, as ATM transactions are carried out on these days also, and are scrutinised adequately and to comment whether exceptions/ anomalies, if encountered during the day, have been duly noted and disposed of.

d) Control Over Periodical/Mass-Runs (System Generated Transactions)

6. To obtain listing of runs/system generated transactions conveyed to the branch from time to time which are being applied at the Data Centre. Examples include:

a. Application of Interest

b. Application of service charges

c. Updation of parameters globally

d. Balancing & Reconciliations

e. Classification of inoperative accounts

7.  To check whether print reports of such runs/system generated transactions are taken and scrutinised by the branch for correctness and comment whether discrepancies/inconsistencies encountered are duly noted and disposed of.

8. To check specifically & comment whether interest test-check has been carried out at the branch to verify the correctness and worksheets of such verification procedures have been preserved on branch records.

e) Control over Proxy/Parking Transactions

9. To check whether report on such transactions ( which remain in unposted status)  is taken as a part of day end process and scrutinised for prompt reversal.

10. To check and comment specifically on old outstanding entries and reasons for non-reversal of the same

f) Control over Impersonal/Office Accounts

 11.        To check Accounts which are opened by the Bank for their own operational purposes and are of impersonal nature.

For instance: 

(a) Sundry credit accounts,

(b) Sundry deposit accounts,

(c) suspense

             (d) H.O Account etc
12. To check whether these accounts have been mapped to correct GL Sub head and entries in the accounts have been done correctly. For instance:

(a) Postings in sundry credit accounts and sundry deposit accounts have been duly verified by the branch.

(b) Deposit from public and Deposit from Banks have been shown correctly in appropriate GL Subheads.

c) Credit balances in Loan accounts have not been shown in sundry deposit account.

13. To check whether these transactions are scrutinised by the branch for correctness and for prompt adjustment.

II. Advances and Foreign Exchange

14. To check whether Securities Master Maintenance is updated regularly

15. To check whether Linking of Credit-limits of a customer is correctly done

16. To check whether asset classification done by the system has been verified by the branch for correctness.
17. To check whether various statements for control over Forex Business are scrutinised by the branch for their correctness. 
III. Deposits

18. To check whether proper mapping of accounts is done. For Instance linking of applicable interest rate table to SB (General), SB (Staff), SB (Pensioners) etc
19. To check whether auto–renewal of overdue TDRs has been enabled and comment whether report on such effective renewals and failures and on application of interest have been taken and scrutinised by the branch for correctness.
20. To check whether various TDS rates linked to different types of depositors/Other deductees have been verified for correctness in terms of TDS Rules.
21. To check whether all accounts of the customer have been linked to a customer-id for the purposes of TDS.
IV. Legal Compliances and Other Controls

22. To check whether eligible expenditures under FBT Laws have been debited in appropriate pre-designated account head under appropriate GL Subhead and reports generated have been verified

23. Service Tax has been debited in appropriate pre-designated account head under appropriate GL Subhead and reports generated have been verified 
24. To check whether ATM  cash and Transactions are verified periodically

25.
Internet Banking

To check & comment specifically whether adequate validation procedures such as verification of data relating to customer profile 

a) Identity and address proof

b) Nature of constitution and

c) Mode of operations etc. fed into system have been carried out at Branch
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9.0 Audit process 

Every audit undergoes 5 stages

1. Pre-commencement

a) receipt of appointment letter 

b) compliance u/s. 226 (3) with regard to qualifications and disqualifications of auditors

c)  Decision for Acceptance or Rejection of Assignment ( Cost Benefit analysis, other considerations e.g. time available, expertise available)

d) Acceptance letter to be sent

e) Communicate with Previous Auditor  by Registered AD (clause 8 of First Schedule to the Chartered Accountants   Act, 1949

f) Find Out Expected date of submission of reports 

g) Find out Scope of work 

h) Issue of Engagement Letter under AAS 26.

i) ask for reports of concurrent ,Internal, Revenue,  Stock, System, Credit Risk or other Special Audits conducted in same previous year

j) Attend bank  branch audit seminars 

k) Remuneration of auditors

2. Understanding the business

a) Knowledge of Banking Industry, the Bank and its branch.

b) Knowledge of Rules & Regulations applicable 

c) Knowledge of the organisational structure of the Bank

d) Knowledge of the products of Bank

e) Obtain Trial Balance of the branch 

f) Obtain the list of books maintained by the branch.
g) Obtain latest audit reports; i.e., external auditors and internal inspection reports.
h) Copy of  all  circulars of RBI applicable to branch  have to be obtained and kept ready for reference

i) Banking terminology and schemes should be well understood

j) A reading of Guidance note on audit of banks by ICAI would provide valuable guidance.

k) Obtain monthly average of advances and deposits.

l) Review accounting policies and auditors report of the bank for the preceding year.
m) Obtain H.O. circulars/guidelines of statutory auditors

n)  Letter seeking information

o) Following AAS  are relevant in understanding business of branch

AAS 6     Risk Assessments and Internal control

                        AAS 20   Knowledge of the business


        AAS 21   Consideration of Laws and Regulations in an   audit of financial statement
                        AAS 23    Related parties

               AAS 24    Audit considerations relating to entities using service organizations

               AAS 29   Auditing in CIS environment

3. Audit Planning

a)  Importance of Audit plan- AAS 8

b)  preparation of audit programme 

c) design and select an audit sample, perform audit procedures thereon, and evaluate sample results so as to provide sufficient appropriate audit evidence as per  AAS 15

d)  compliance with AAS 17-  Quality control for Audit

4. Substantive procedures

a) Proper working papers – AAS 3

b) The Auditor’s responsibility to consider Fraud and Error in an audit of financial statements – AAS 4

c) Audit evidence – AAS 5

d) evaluate the internal audit function and accordingly adopt less extensive procedures than otherwise required as per AAS 7 - Relying upon the work of an Internal Auditor

e) AAS 9- Using the work of an expert

f)     AAS 10- Using the work of another auditor

g) Obtain representations from Management- AAS11

h) Audit materiality- AAS 13

i) Analytical Procedures- AAS 14

j)  Verification of Loans and Advances 

k) External confirmations- AAS 30

5. Reporting

a) Audit Report

b) LFAR & Annexures

c) Tax Audit Report

d) Jilani Committee Recommendations

e) Ghosh Committee Recommendations

f)  Memoradum of Changes

g) Effective planning requires separate plan for each report
h) Discussion of Audit report  with  Branch Manager before finalisation

Top 

10.0 Long form Audit Report in respect of bank branches

As part of Statutory Audit of Bank Branches, an Auditor is required to answer a detailed questionnaire [LFAR] prepared by Reserve Bank of India (RBI).

LFAR has been in use since 1992-93. Changes in the regulatory /supervisory framework of bank along with widening role of Statutory Branch Auditors in certifications and validations necessitated a revision in LFAR .Reserve bank of India (RBI) advised the current format of LFAR (LFAR) for the banks from their auditors vide circular number DBS.CO.PP.BC.11/11.01.005/2001-2002 dated April 17, 2002 .The revised format is applicable from the year ending March 31, 2003. The

Auditors of Public sector banks, Private sector banks and foreign banks (including their branches) have to furnish this long form Audit report

The said circular includes the following documents

(i) Questionnaire in connection with LFAR in respect of a branch.

(ii) Questionnaire applicable to specialised branches.

(iii) Annexure to the LFAR for   furnishing   details   of large/irregular/critical accounts and

(iv) LFAR by Central Statutory auditors of bank

Purpose OF LFAR

1. LFAR is designed to focus on systemic issues in banks and tries to address them through the insight of the bank branch auditors. 

2. It also acts as an early whistle blower for the irregularities persisting in the branch/bank

3. LFAR serves as an excellent audit planning tool. By studying the questionnaire in detail the auditor can plan the audit effectively and allocate time to each area accordingly.

Types of LFAR

LFAR is of two types

a) LFAR in case of Bank Branches

-The auditors have to answer a detailed questionnaire designed by RBI. They should address LFAR to Chairman of Bank, Copy to Central Statutory Auditors

b) LFAR  in case of Banks

- Many of the matters dealt with by the Central Statutory Auditors are based on the LFAR received from the Branch auditors. It is therefore necessary that the responses to questionnaire should be categorical, specific and to the point. The answers should not be only ‘Yes/No/Not Applicable’.
  The Central Statutory Auditors should address their report to the Chairman of the Bank     concerned along with a copy to the designated office of RBI

LFAR as compared with MAIN AUDIT REPORT

1. LFAR is not substitution of the statutory report, neither a part of the said report. LFAR is actually a management Report.

2. Matters required to be reported by the auditor in LFAR are illustrative not exhaustive

3. Where any of the comments given in LFAR is adverse, the auditor should consider whether a qualification in his main report is necessary. So LFAR should be completed before main report. 
4. At times though audit qualifications are included in the LFAR, they are not highlighted in the main Audit Report. Every adverse comment would not result in Qualification in main audit report. Auditor has to use his professional judgment having regard to the facts and circumstances of each case.
5. Work on LFAR should be started simultaneously with statutory audit so as to avoid duplication of work
6. LFAR covers all the areas of the Branch Audit and is the end result of the auditor’s efforts and would reflect on professional competence and therefore should not be treated as a mere questionnaire to be filed in a routine way

LFAR in case of Bank Branches

Structure of LFAR in case of Bank Branches is as follows

(i) Questionnaire in connection with LFAR in respect of a branch.

(ii) Questionnaire applicable to specialised branches.

(iii) Annexure   to  the  LFAR  for   furnishing details of large/irregular/critical accounts (to be obtained from the branch management by the Branch Auditors of branches dealing in large advances/asset recovery branches)

Questionnaire in connection with LFAR in respect of a branch
	I. Assets


	Sub-categories
	Questions to be responded
	Number of Questions

	1.Cash 
	(a)to  (d) 
	4

	2. Balance with RBI, SBI and other banks
	(a) to (c)
	3

	3. Money at call and short notice
	
	1

	4. Investments
	(A) For Branches in India –

(a) to (f)

(B) For Branches outside India- 
(a)to (d)
	6

4

	5. Advances
	(a) Credit Appraisal- 

(b) Sanctioning/Disbursement- 

(i)and (ii)

(c )documentation- (i) to (iii)

(d)Review/Monitoring/Supervision (i) to (xvi)

(e) Guarantees and Letters of Credit (i)and (ii)


	1

2

3

16

2

	6. Other Assets 
	(a ) Stationery and Stamps

  (i) and (ii)

(b) Suspense Accounts/Sundry Assets (i) and (ii)


	2

2

	
	TOTAL
	46

	II. Liabilities

	1. Deposits
	(i)to (iii)
	3

	2. Other Liabilities
	(i) and  (ii)
	2

	3. Contingent liabilities
	
	1

	
	Total
	6

	III
Profit and Loss account

	
	(i) to (v)
	5

	
	Total
	5

	IV.   General

	1. Books and records
	(a), (b)
	2

	2. Reconciliation of Control and subsidiary records
	
	1

	3. Inter branch accounts
	(i) to (vi)
	6

	4. Audits/ Inspections
	(i) to (ii)
	2

	5. Frauds
	
	1

	6. Miscellaneous
	(i) to (iii)
	3

	
	Total
	15


Questionnaires Applicable to Specialized Branches

	
	
	

	A
	For Branches dealing in Foreign Exchange Transactions
	4

	B
	For Branches dealing in very large advances in excess of Rs. 100 crores
	3

	C
	For Branches dealing in Non Performing Assets such as Asset Recovery Management Branches
	7

	D
	For Branches dealing in Clearing House Operations, normally referred to as Service Branches
	3


ANNEXURE to the Long Form Audit Report (FOR LARGE/IRREGULAR/CRITICAL ADVANCE ACCOUNTS)

  (To be obtained from the branch management by the Branch Auditors of branches dealing in large advances/asset recovery branches)

- 26 particulars to be obtained

CHECKLIST ON Questionnaire in connection with LFAR in respect of a branch

	S.No
	Aspects to be seen 
	Checked by 
	Supervised by 

	
	A) - Assets
	
	

	I
	Cash 
 
	 
	 

	1
	Verify that cash balance is with in limits fixed by controlling authorities
	 
	 

	2
	Check the adequacy of insurance cover of cash-on-hand and cash in transit
	 
	 

	3
	Verify that cash is maintained in custody of two or more officials
	 
	 

	4
	Verify documents relating to checking of cash balance by bank officials during the year 
	 
	 

	II
	Balances with Reserve Bank of India, State Bank of India and Other   Banks
 
	 
	 

	5
	Verify the confirmation certificate obtained from RBI ,SBI and other banks 
	 
	 

	6
	In bank reconciliation verify the cash transaction remaining un responded, revenue items requiring adjustments/write off and old outstanding entries 
	 
	 

	7
	Verify whether any item deserves special attention of  the  management
	
	

	III
	Money at call and short notice
	
	

	8
	Verify whether there are any there are any unauthorized deposits  or any deposits in excess of authorized deposits into this account
	
	

	IV
	Investments
	 
	 

	
	A) For Branches in India
	
	

	9. 
	Physically verify the investments held by branch on behalf of head office
	 
	 

	10. 
	Verify that income received on investments reported to head office 
	 
	 

	11. 
	Verify that income on investments is recognized in the branch is not in contrary to instructions issued by controlling authorities 
	 
	 

	12. 
	Obtain the list of matured or overdue investments which have not been verified 
	 
	 

	13. 
	Verify that guidelines of RBI regarding securities have been compiled with 
	 
	 

	14. 
	Verify that guidelines of RBI regarding valuation of investments have been complied with 
	 
	 

	
	B) For Branches outside India
	
	

	15. 
	Verify that in respect of purchase and sale of Investments the branch has acted within its delegated authority
	
	

	16. 
	Ensure that the  investments  held by the branch  whether  on  its  own account or on behalf of the Head office/other branches been  made available  for physical verification
	
	

	17. 
	Enquire about the mode of valuation of investments
	
	

	18. 
	Verify the case where there are any matured or overdue investments which  have not been en-cashed
	
	

	V
	Advances 
	 
	 

	
	a)  Credit appraisal
	
	

	19. 
	Verify that branch has complied with procedures/ instructions issued by controlling authorities  regarding loan applications enhancements of limits etc 
	 
	 

	
	b) Sanctioning/Disbursement
	
	

	20. 
	Verify that credit facilities have been sanctioned with in limits fixed by branch or controlling authorities
	 
	 

	21. 
	Verify that advances have been disbursed after complying terms and conditions of the sanction
	 
	 

	
	c) Documentation
	
	

	22. 
	Examine that credit facilities have been released by branch after execution of all necessary documents 
	 
	 

	23. 
	List out the cases of deficiency in documentation, non-registration of charge, non obtaining of guarantees
	 
	 

	24. 
	Examine that advances  against lien of deposits have  been         granted  by marking a lien on the deposit
	 
	 

	
	d) Review/ Monitoring/ Supervision
	
	

	25. 
	Check  that register has been  maintained noting the due date for renewal of limits 
	 
	 

	26. 
	Examine that stock/book debt statements and other periodic operational   data and financial statements, etc., received regularly from  the  borrowers and duly scrutinized
	 
	 

	27. 
	Examine the system of obtaining reports on stock  audits periodically
	 
	 

	28. 
	Obtain the cases of advances to non-corporate  entities with limits beyond Rs. 10 lakhs where the Branch has not obtained  the  audited accounts of borrowers
	 
	 

	29. 
	Obtain the report on inspection or physical verification of securities charged to the Bank
	 
	 

	30. 
	List out the cases of deficiencies in value of securities and inspection thereof or any other adverse features such as frequent/unauthorized overdrawing  beyond  limits,   inadequate   insurance coverage, etc
	 
	 

	31. 
	Verify that in  respect  of  leasing  finance  activities, branch has complied   with   the guidelines  issued  by   the   controlling authorities  of  the bank relating to  security  creation, asset inspection,  insurance, etc
	 
	 

	32. 
	Check the recovery of credit card dues
	 
	 

	33. 
	Verify that branch has identified and classified   advances into standard/substandard/doubtful/loss assets in line with the norms prescribed by the Reserve Bank of India
	 
	 

	34. 
	Issue Memorandum of change where you disagree with the branch classification of    advances into standard  / substandard/ doubtful/ loss  assets
	 
	 

	35. 
	List out cases where the relevant Controlling authority of the bank has authorised legal action for recovery of advances or recalling of advances but no such action was taken by the branch
	 
	 

	36. 
	Confirm that all non-performing advances been promptly reported to the controlling Authority of the bank
	 
	 

	37. 
	Confirm that appropriate   claims   for DICGC   and   Export   Credit Guarantee/Insurance and subsidies, if any, been duly lodged and settled. Obtain the year wise status of pending claims both in number and amounts 
	 
	 

	38. 
	Confirm that in respect of NPAs,  branch has obtained valuation  reports  from approved valuers for  the  fixed  assets charged   to   the  bank,  once  in  three  years
	 
	 

	39. 
	Confirm that branch complied  with  the recovery Policy prescribed by the controlling authorities of  the  bank with respect to compromise/settlement and write-off cases 

 List out the cases of compromise/settlement and write-off cases involving write-offs/waivers in excess of Rs. 50.00 lakhs
	 
	 

	40. 
	List out  the  major deficiencies in credit  review ,monitoring  and  supervision
	
	

	
	e) Guarantees and Letters of credit
	
	

	41. 
	Take the details of outstanding amounts of guarantees invoked and funded by the Branch at the end of the year 
	 
	 

	42. 
	Take the details of the outstanding amounts of letters of credit and  co-acceptances  funded by the Branch at the end of the yea
	 
	 

	V
	Other assets 
	 
	 

	
	a) Stationery and stamps
	
	

	43. 
	Check the internal control over issue  and custody of stationery comprising security items  
	 
	 

	44. 
	List out the details of missing/lost items of stationery?

 
	 
	 

	
	b) Suspense Accounts / Sundry assets
	
	

	45. 
	Confirm that system of the Bank ensure expeditious clearance of items debited to Suspense account? 
	 
	 

	46. 
	List out details of old outstanding entries in suspense account along with reasons 
	 
	 

	
	B)  Liabilities
	 
	 

	I
	Deposits
	
	

	47. 
	List out the cases where guidelines with respect to conduct and operations of inoperative accounts are not being followed 
	 
	 

	48. 
	List out details of the cases where any unusual large movements (whether increase  or  decrease) in the aggregate deposits held at the year-end after the balance sheet date and till the date of audit
	 
	 

	49. 
	List out overdue/matured term deposits at the end of the year
	 
	 

	II
	Other Liabilities
	
	

	
	Bills Payable, Sundry Deposits etc
	
	

	50. 
	Scrutinize the bills payable, Sundry Deposits accounts with special attention for old outstanding items or unusual items etc
	 
	 

	51. 
	Report on any unusual items or material debits from these accounts
	 
	 

	III
	Contingent Liabilities
	
	

	52. 
	List out major items of contingent liabilities
	
	

	VII
	C) Profit and loss account
	 
	 

	53. 
	Test check discrepancies in interest/discount and for timely adjustment thereof
	 
	 

	54. 
	Test check that branch has complied with  the  Income  Recognition  norms prescribed by RBI
	 
	 

	55. 
	Examine whether the branch has a system to compute discrepancies in interest on deposits
	
	

	56. 
	Examine the system of estimating and providing  interest accrued on overdue/matured term deposits
	
	

	57. 
	Examine any divergent trends in major items  of  income  and expenditure, which are not satisfactorily explained by the branch
	 
	 

	VIII
	D) General
	 
	 

	
	a) Books and records
	
	

	58. 
	Confirm that in case books of account  are  maintained  manually, they  have   been properly   maintained,   with  balances  duly   inked   out   and authenticated by the authorized signatories
	 
	 

	59. 
	In case of computerized branch 

· confirm that hard copies of accounts are printed regularly

· Check the adequacy of access and data security measures 

· Check that user time out  is prescribed and followed 

· Confirm  that regular backup of accounts are taken

· Check the contingency and disaster recovery plans for loss/encryption of data
	 

 

 

 

 

 

 

 

 

 

	
	b) Reconciliation  of control and subsidiary records
	
	

	60. 
	Check the reconciliation status of control and subsidiary records
	 
	 

	
	c) Inter- Branch Accounts
	
	

	61. 
	Confirm that branch   forwards   on a   daily   basis   to  a  designated cell/Head  Office,  a statement of debit/credit  transactions  in  relation to other branches
	 
	 

	62. 
	Confirm that the H.O balance in the statement tallies with the H.O account in General Ledger
	
	

	63. 
	Verify whether there are any outstanding debits in the H.O Account in respect of inter branch transactions
	
	

	64. 
	Confirm that   branch   expeditiously   comply  with/respond  to   the communications  from the designated cell/Head Office  as  regards unmatched  transactions  
	 
	 

	65. 
	Confirm that there are no double responses  in the H.O Account
	
	

	66. 
	Verify whether there are any old/large outstanding transaction/entries at debits as at year-end which remain unexplained in the accounts relatable  to inter-branch adjustments
	
	

	
	d) Audits/ Inspections
	
	

	67. 
	Check whether branch is covered by concurrent audit or any other inspection during the year
	
	

	68. 
	Check out major adverse  comments  arising  out  of the  latest  reports  of  the previous   auditors,  concurrent  auditors,  stock  auditors   or internal  auditors,  or  in the special audit report  or  in  the inspection  Report  of  the Reserve Bank of  India  
	 
	 

	
	e) Frauds
	
	

	69. 
	Verify the details of frauds discovered during the year 
	 
	 

	
	f)  Miscellaneous
	
	

	70. 
	Examine that accounts do not indicate any possible window dressings
	 
	 

	71. 
	Verify that the branch maintains records of all fixed assets acquired and held by it irrespective of whether the values thereof have been centralized
	
	

	72. 
	Check whether there are any other matters to be brought to the notice of the management or Central statutory auditors
	
	


Checklist on Questionnaire applicable to specialised branches
	I
	For Branches dealing in Foreign Exchange Transactions
	 
	 

	1. 
	List out any  material adverse features  pointed  out  in  the reports  of  concurrent auditors, internal  auditors  and/or  the  Reserve  Bank  of  India's inspection report  which  continue  to   persist  in  relation to NRE/NRO/NRNR/FCNR-B/EEFC/RFC  and  other similar  deposit accounts.

 
	 
	 

	2. 
	Confirm that the Branch has followed the instructions and  guidelines  of  the  controlling authorities of the bank with regard  to  deposits, advances, export bills, bill for collection ,dealing room operations in relation to the foreign exchange

 
	 
	 

	3. 
	a) Confirm that Nostro Accounts are regularly operated

b) Verify that periodic  balance  confirmations  obtained  from   all concerned overseas branches/correspondents in respect of Nostro accounts

c) Confirm that Nostro accounts are   reconciled periodically 
	 

 

 

 

 

 

 

 

	4. 
	Confirm that branch followed  the prescribed procedures in relation  to maintenance of Vostro Accounts
	

	II
	For branches dealing in very large advances  such  as  corporate  banking  branches  and industrial finance branches  or  branches  with  advances in excess of Rs. 100 crores.
	 
	 

	1

1
	Obtain information from management in prescribed format of borrowers with outstanding of Rs. 2 crores and above 

Verify the significant adverse features and which might need the attention of the management/central Statutory Auditors
	 

 

 

 

	2
	Check the major  shortcomings  in  credit  appraisal, monitoring, etc. 
	 
	 

	3
	List the accounts (with outstandings in  excess  of  Rs.  1.00  crore), which have either been downgraded or upgraded with regard to their classification as Non Performing Asset or Standard Asset during the year
	 
	 

	III
	For branches dealing in recovery of Non Performing Assets such  as asset recovery branches
	 
	 

	1. 
	Obtain information from management in prescribed format of borrowers with outstanding of  Rs. 2 crores and above
	 
	 

	2. 
	List out the  accounts  (with outstandings in  excess  of  Rs.  2.00 crores), which have been upgraded from Non Performing to Standard during the year and the reasons therefore
	 
	 

	3. 
	Verify whether the branch has a system of updating periodically the information relating to the valuation of security charged to bank
	
	

	4. 
	Check  the age-wise analysis of the recovery suits filed and pending cases
	 
	 

	5. 
	Check that branch is prompt in ensuring execution of  decrees  obtained for  recovery from the defaulting borrowers
	 
	 

	6. 
	List out the recoveries and their appropriation against the  interest and  the  principal and the accounts  settled/written  off/closed during the year
	 
	 

	7. 
	List out the details of new borrower accounts transferred to the Branch during the year. Confirm that all the relevant documents and records relating to these borrower accounts been transferred to the Branch. Confirm that the Branch  obtained  confirmation  that  all  the  accounts  of  the  borrower (including non-fund based exposures and deposits pending adjustment/margin deposits) been transferred to the Branch   

 
	 
	 

	IV
	For  branches  dealing  in  Clearing  House  Operations,  normally   referred to as Service Branches
	 
	 

	1
	Confirm that branch  have  a  system  of  periodic  review  of  the outstanding  entries in clearing adjustments accounts
	 
	 

	2
	Review   clearing   adjustments    accounts

(inwards/outwards) for any  old/large/unusual   outstanding entries  
	 
	 

	3
	Confirm that the  Branch  strictly  followed  the  guidelines   of   the  controlling  authority  of the bank with  respect  to  operations  related  to  clearing transactions
	 
	 


Annexure   to  the  LFAR  for   furnishing details of large/irregular/critical accounts (to be obtained from the branch management by the Branch Auditors of branches dealing in large advances/asset recovery branches)

  1. Name of the Borrower

  2. Address

  3. Constitution

  4. Nature of business/activity

  5. Other units in the same group

  6. Total exposure of the branch to the Group

     Fund Based (Rs. in lakhs)

     Non-Fund Based (Rs. in lakhs)

  7. Name of Proprietor/Partners/Directors

  8. Name of the Chief Executive, if any

  9. Asset Classification by the Branch

     (a) as on the date of current audit

     (b) as on the date of previous Balance Sheet

  10. Asset Classification by the Branch Auditor

     (a) as on the date of current audit

     (b) as on the date of previous Balance Sheet

  11. Are there any adverse features pointed out in relation

      to asset classification by the Reserve Bank of India Inspection

      or any other audit.

  12. Date on which the asset was first

      classified as NPA (where applicable)

  13. Facilities sanctioned :

  |----------|------------|---------|----------|------------|----------|--------------------|

  | Date of  |   Nature   |   Limit |   Prime  | Collateral | Margin % |       Balance      |

  | Sanction |    of      | (Rs. in | Security |  Security  |          |     outstanding    |

  |          | facilities |  Lakhs) |          |            |          |      year-end      |

  |          |            |         |          |            |          |---------|----------|

  |          |            |         |          |            |          | Current | Previous |

  |          |            |         |          |            |          | Year    |  Year    |

  |----------|------------|---------|----------|------------|----------|---------|----------|

  |          |            |         |          |            |          |         |          |

  |----------|------------|---------|----------|------------|----------|---------|----------|

  |          |            |         |          |            |          |         |          |

  |----------|------------|---------|----------|------------|----------|---------|----------|

  | Provision Made : Rs. ....... lakhs                                           |          |

  |----------|------------|---------|----------|------------|----------|---------|----------|

  14. Whether the advance is a consortium advance or

      an advance made on multiple-bank basis

  15. If Consortium,

     (a) names of participating banks

         with their respective shares

     (b) name of the Lead Bank in Consortium

  16. If on multiple banking basis, names of other banks and

      evidence thereof

  17. Has the Branch classified the advance under the Credit

      Rating norms in accordance with the guidelines of the

      controlling authorities of the Bank

  18. (a) Details of verification of primary security

          and evidence thereof;

      (b) Details of valuation and evidence thereof

  |---------------|--------------------|-------|-----------|

  | Date verified | Nature of Security | Value | Valued by |

  |---------------|--------------------|-------|-----------|

  |               |                    |       |           |

  |---------------|--------------------|-------|-----------|

  |               |                    |       |           |

  |---------------|--------------------|-------|-----------|

  | Insured for Rs. ....... lakhs (expiring on .......)    |

  |---------------|--------------------|-------|-----------|

  19 (a) Details of verification of collateral security and evidence

         thereof

     (b) Details of valuation and evidence thereof

  |---------------|--------------------|-------|-----------|

  | Date verified | Nature of Security | Value | Valued by |

  |---------------|--------------------|-------|-----------|

  |               |                    |       |           |

  |---------------|--------------------|-------|-----------|

  |               |                    |       |           |

  |---------------|--------------------|-------|-----------|

  | Insured for Rs. ....... lakhs (expiring on .......)    |

  |---------------|--------------------|-------|-----------|

  20 Give details of the Guarantee in respect of the advance

     (a) Central Government Guarantee;

     (b) State Government Guarantee;

     (c) Bank Guarantee or Financial Institution Guarantee;

     (d) Other Guarantee

  Provide the date and value of the Guarantee in respect of the above.

  21 Compliance with the terms and conditions

     of the sanction

  |-----------------------------------------------------------------|-------------|

  |                          Terms and Conditions                   | Compliance  |

  |-----------------------------------------------------------------|-------------|

  | (i)   Primary Security                                          |             |

  |                                                                 |             |

  |       (a) Charge on primary security                            |             |

  |                                                                 |             |

  |       (b) Mortgage of fixed assets                              |             |

  |                                                                 |             |

  |       (c) Registration of charges with Registrar of Companies   |             |

  |                                                                 |             |

  |       (d) Insurance with date of validity of Policy             |             |

  |-----------------------------------------------------------------|-------------|

  | (ii)  Collateral Security                                       |             |

  |                                                                 |             |

  |       (a) Charge on collateral security                         |             |

  |                                                                 |             |

  |       (b) Mortgage of fixed assets                              |             |

  |                                                                 |             |

  |       (c) Registration of charges with Registrar of Companies   |             |

  |                                                                 |             |

  |       (d) Insurance with date of validity of Policy             |             |

  |-----------------------------------------------------------------|-------------|

  | (iii) Guarantees - Existence and execution of valid             |             |

  |       guarantees                                                |             |

  |-----------------------------------------------------------------|-------------|

  | (iv)  Asset coverage to the branch based upon the               |             |

  |       arrangement (i.e., consortium or multiple-bank basis)     |             |

  |-----------------------------------------------------------------|-------------|

  | (v)   Others :                                                  |             |

  |                                                                 |             |

  |       (a) Submission of Stock Statements/Quarterly              |             |

  |           Information Statements and other Information          |             |

  |           Statements                                            |             |

  |                                                                 |             |

  |       (b) Last inspection of the unit by the Branch officials   |             |

  |           Give the date and details of errors/omissions noticed |             |

  |                                                                 |             |

  |       (c) In case of consortium advances, whether copies of     |             |

  |           documents executed by the company favouring the       |             |

  |           consortium are available                              |             |

  |                                                                 |             |

  |       (d) Any other area of non-compliance with the terms and   |             |

  |           conditions of sanction                                |             |

  |-----------------------------------------------------------------|-------------|

  22 Key financial indicators for the last two years and projections for

     the current year

     (Rs. in lakhs)

  |-------------------------------|-----------------|-----------------|-----------------|

  |         Indicators            |  Audited        |  Audited        |  Estimates for  |

  |                               | year ended      | year ended      | year ended 31st |

  |                               | 31st March .... | 31st March .... |  March .......  |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Turnover                      |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Increase in turnover % over   |                 |                 |                 |

  | previous year                 |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Profit before depreciation,   |                 |                 |                 |

  | interest and tax              |                 |                 |                 |

  |                               |                 |                 |                 |

  | Less : Interest               |                 |                 |                 |

  |                               |                 |                 |                 |

  | Net Cash Profit before tax    |                 |                 |                 |

  |                               |                 |                 |                 |

  | Less : Depreciation           |                 |                 |                 |

  |                               |                 |                 |                 |

  | Less : Tax                    |                 |                 |                 |

  |                               |                 |                 |                 |

  | Net Profit after Depreciation |                 |                 |                 |

  | and Tax                       |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Net Profit to Turnover Ratio  |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Capital (Paid-up)             |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Reserves                      |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Net Worth                     |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Turnover to Capital           |                 |                 |                 |

  | Employed Ratio                |                 |                 |                 |

  | (The term capital employed    |                 |                 |                 |

  | means the sum of Net Worth    |                 |                 |                 |

  | and Long Term Liabilities)    |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Current Ratio                 |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Stock Turnover Ratio          |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Total Outstanding             |                 |                 |                 |

  | Liabilities/total Net         |                 |                 |                 |

  | Worth Ratio                   |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | In case of listed companies,  |                 |                 |                 |

  | Market Value of Shares        |                 |                 |                 |

  | (a) High,                     |                 |                 |                 |

  | (b) Low; and                  |                 |                 |                 |

  | (c) Closing                   |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Earning Per Share             |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  | Whether the accounts were     |                 |                 |                 |

  | audited ?                     |                 |                 |                 |

  |                               |                 |                 |                 |

  | If yes, upto what date;       |                 |                 |                 |

  | and are there any audit       |                 |                 |                 |

  | qualifications                |                 |                 |                 |

  |-------------------------------|-----------------|-----------------|-----------------|

  23 Observations on the operations in the account :

  |---------------------------------|-----------------|-------------------|

  |                                 |   Excess over   | Excess over limit |

  |                                 |  drawing power  |                   |

  |---------------------------------|-----------------|-------------------|

  | 1. No of occasions on which the |                 |                   |

  | balance exceeded the drawing    |                 |                   |

  | power/sanctioned limit (give    |                 |                   |

  | details)                        |                 |                   |

  |---------------------------------|-----------------|-------------------|

  | Reasons for excess drawings,    |                 |                   |

  | if any                          |                 |                   |

  |---------------------------------|-----------------|-------------------|

  | Whether excess drawings were    |                 |                   |

  | reported to the Controlling     |                 |                   |

  | Authority and approved          |                 |                   |

  |---------------------------------|-----------------|-------------------|

  |---------------------------------|-----------------|-------------------|

  |                                 | Debit Summation |  Credit Summation |

  |                                 | (Rs. in Lakhs)  |  (Rs. in Lakhs)   |

  |---------------------------------|-----------------|-------------------|

  | 2. Total summation in the       |                 |                   |

  | account during the year         |                 |                   |

  |                                 |                 |                   |

  | Less : Interest                 |                 |                   |

  |                                 |                 |                   |

  | Balance                         |                 |                   |

  |---------------------------------|-----------------|-------------------|

  24   Adverse   observations   in   other   audit    reports/inspection

       Reports/Concurrent  Auditor's Report/Internal Audit  Report/Stock

       Audit  Report/Special  Audit  Report or  Reserve  Bank  of  India

       Inspection with regard to :

       (i)   Documentation;

       (ii)  Operations;

       (iii) Security/Guarantee; and

       (iv)  Others

  25 Branch Manager's overview of the account and its operation.

  26   (a)  In case  the  borrower  has  been  identified/classified  as

       Non-performing  Asset  during  the  year,  whether any unrealised

       income including income accrued  in  the  previous  year has been

       accounted as income, contrary to the Income Recognition Norms.

       (b)  Whether  any action has been initiated towards  recovery  in

       respect  of  accounts  identified/classified  as   Non-performing

       Assets.

  Date :

                                                  




    Signature and Seal

                                                 




    of Branch In-Charge
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11.0 Salient Features of Jilani and Ghosh Committee Recommendations

Introduction

The Banking Regulation Act, 1949 empowers the Reserve Bank of India to inspect and supervise commercial banks (Sec 35A of the Banking Regulation Act, 1949). 

Till 1993, regulatory as well as supervisory functions over commercial banks were performed by the Department of Banking Operations and Development (DBOD). Subsequently, a new Department of Banking Supervision (DBS) was set up to take over the supervisory functions relating to the commercial banks from DBOD

RBI vide its circular DBS. Co.PPP. BC.No.39/ND-01.005/99-2000dated November 1, 1996 Issued instructions relating to frauds and malpractices in banks. The said circular was issued for the implementation of the 44th report of the committee on Government Assurances- Ghosh and Jilani committee recommendations.
A failure to comply with any of the recommendations of the two committees would be indicative of the weaknesses in the internal control system of the bank. This in turn would raise doubts on the integrity of the management

Along with the main audit report, the auditor also issues a report on the status of compliances with the recommendations of Ghosh and Jilani. This report of the statutory auditor on the status of compliance with the recommendations of Ghosh and Jilani committees should contain a clear expression of negative assurance. The auditor should assess whether there is any failure in compliance either in part or in full. He may express either a disclaimer of opinion or give appropriate comments in respect of certain clauses of Ghosh committee recommendations. He should mention the scope of verification and also the below mentioned facts:
1) The Management is solely responsible for implementing the recommendations

2) The auditor has considered the report of the concurrent auditor/ inspectors on the implementation

3) The auditor carried out test checks and the verification was limited primarily to enquiries and obtaining confirmations from management/ related authorities.

Reporting to RBI

A copy of the report on the status of compliances with the recommendations of Ghosh and Jilani should be forwarded to (he designated office of the Reserve Bank of India. In this regard it has to be noted that  Clause 1 of Part I of the Second schedule to the Chartered Accountants Act,1949 stipulate that an auditor would be liable for disciplinary action by the Institute if he discloses any information to a third party  without the consent of the client. Hence it is essential that permission to disclose information is explicitly stated in the letter of appointment given to the auditors.
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11.1 GHOSH COMMITTEE RECOMMENDATIONS
Background

 A high level committee under the chairmanship of Shri A. Ghosh the then deputy governor was set up by the Reserve Bank of India to enquire into the various aspects of fraud and malpractice in banks and to make recommendations to reduce such incidence. The Committee submitted its report in June, 1992. The recommendations of Ghosh Committee are divided into Groups A, B, C, D with 2 parts each, Group C having one part. Out of 97 Recommendations 27 are required to be reported at Branch level, 43 at RO/ZO/HO level and 27 at both levels. 

Categorization of recommendations is as follows;

i. Applicable to branches 

ii. Applicable to controlling office like regional and zonal office

iii. Applicable to head office

iv. Applicable to treasury operations

They are further categorized on implementation basis as follows: - 

Group A -Recommendations which have to be implemented by the banks immediately 

Group B- Recommendations requiring RBI approval

Group C- Recommendations requiring approval of Government of India

Group D- Recommendations requiring further examination in consultation with IBA

Main objectives of Ghosh Committee recommendations:

 The main objectives behind the recommendations were to ensure that a proper system exists in banks so as to ensure:

i. Safety of assets 

ii. Compliance with laid down policies and procedures 

iii. Accuracy and completeness of accounting and other records 

iv. Proper segregation of duties and responsibilities of staff 

v. Timely prevention and detection of frauds and malpractices

The Ghosh Committee Recommendations in the form below are required to be filled by each Branch Manager (heading the branch) and the Regional Manager/ Zonal Manager/ ZM Admn at Head office.  All answers are strictly to be in YES/ NO/ NA (Not applicable) mode only and replies such as “Being done” are not permitted. These forms are later to be consolidated at Head Office.

	 Recommendation No.(Group Wise)

	Nature of Recommendation

	Implementation Status at Branch

	Implementation Status at RO/ZO/HO

	
	
	
	


The following are some of the major recommendations of Ghosh committee

Branch Level -Group A

1. Joint custody and dual responsibility of cash and other valuables 

2. Rotation of staff/duties 

3. Designation of one of the officers as compliance officer 

4. Financial and administration powers of officials to be laid down

5. Exercise of caution at the time of opening of new deposit of all types 

6. Precautions against theft of cash 

7. Precautions in writing of drafts/mail transfers 

8. Precautions for averting frauds in letter of credits, guarantees

9.   Screening/selection of employees in EDP cell, computer area

10. Standards for fully computerized branches 

Branch Level -Group B

1. Banks to introduce portfolio inspection in critical areas such as credit, investment, off balance sheet item etc

2. Periodical movements between bank officials and investigating officials of CBI/Police 

3. Six months prior to retirement officials should exercise their sanctioning powers jointly with next higher authority 

4. Paper used for cheque/drafts should be such that any use of chemical for making material alterations in instrument should be visible to naked eye 

 Branch Level -Group C

1. Chief vigilance officer should directly refer to CVC, cases having vigilance angle involving CMD

2. Fraud cases up to Rs. 25000 having involvement of an insider should not be reported to police where recovery is not  doubtful

3. Introduce a return of staff members to ensure strict submission of information of assets and liabilities and proper scrutiny thereof 

 Branch Level -Group D

1. BRs should not be outstanding for more than 7 days 

2. Obtain photographs of depositors at the time of opening of accounts 
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11.2 JILANI COMMITTEE RECOMMENDATIONS

Background

A Working Group was set up by the Reserve Bank of India in February 1995 under the chairmanship of Mr Rashid Jilani to review the Internal Control and Inspection / Audit Systems in Banks. The working group was constituted to review the efficacy and adequacy of internal control, inspection and audit system in a bank with a view to strengthening the supervisory system and ensuring reliability of data.

The group submitted its report in July 1995. RBI has been issuing circulars from time to time to ensure implementation of the recommendations. Accordingly, a format with 25 questions was issued to be reported at appropriate levels.

	S.no

	Recommendation No. in the WG Report

	Nature of recommendation

	Implementation Status at Branch

	Implementation Status at 

RO/ZO

	Implementation status at HO

	
	
	
	
	
	


Implementation of recommendations 

The above format should indicate the answers as either “implemented” or “Not implemented”. Information received from all branches, regional offices and Zonal Offices is to be consolidated at Head office level and a consolidated statement has to be submitted to RBI

Implementation of such recommendations has to be verified during concurrent audit/inspection and comments thereon should be included in the respective audit reports.

Responsibility of the Management and the Statutory Auditor’s Role in the implementation of the recommendations

While the Management is responsible for the implementation of Jilani committee recommendations, the statutory auditor is responsible to verify and report on the status of implementation of these recommendations and no further. The results of the verification carried out by the statutory auditor and his comments would be given in separate report 

Recommendations of the Jilani committee:

There are three categories of recommendations

1. EDP environment in banks

2. Inspection/Internal audit in the banks

3. Miscellaneous aspect of functioning of a bank 

The recommendations made by the committee were: 

1) Co-ordination between Inspection and operational wings to be ensured

2) Profiles of bank branches in thrust areas such as audit ratings, assets quality, level of NPAs, revenue leakages etc to be maintained on computer so as to enable the banks to pinpoint inadequacies for remedial action

3) Broad guidelines to establish accountability for inspectors/auditors to be laid down

4) A database on training inventory of each inspector/ auditor to be developed for updating of knowledge

5) A copy of the booklet incorporating RBI circulars to be supplied to each inspecting/audit official by inspection and audit department periodically 

6) Revenue / Income audit to be conducted at select branches where leakages are noticed and there is no concurrent audit

7) A manual of Instructions for inspectors/ auditors to be maintained

8) Inspection/ audit to be completed within 2 months and for very large branches within 3 months

9) All poorly rated branches to be inspected within 12 months an others between 12 to 18 months of previous inspection

10) Inspection audit report to be updated/ revised periodically. An executive summary to be prepared after every inspection to be submitted to the higher authorities

11) Banks should have system for ratings of its branches on the basis of inspection reports 

12)  A computerized track record of efficiency ratings over the previous 4- 5 inspections to be maintained in the Inspectorate with periodic updating and summaries

13)  Major irregularities detected during concurrent audit to be immediately taken up with Head office 

14)   Irregularities pointed out in case of smaller/ medium branches to be rectified within 4 months

15)  Majority of Irregularities to be got rectified during the course of audit itself

16)  Immediate action to be taken to plug gaps in serious irregularities/ revenue leakages

17)  Items for discussion at the audit committee meetings and periodicity of the meetings to be decided upon

18)  A separate report to be submitted on inspection findings related to frauds involving malafide corrupt practices

19)  Appropriate control measures to be devised and documented to prevent the computer system from attacks of unscrupulous events

20) Various test to be carried out to ensure that EDP applications have resulted in consistent and reliable system for inputting, processing and generation of output of data 

21) If outside computer agencies are engaged , banks should ensure that they have the right to inspect the process of application and ensure the security off data / inputs given to those agencies

22) Entire domain of EDP activities to be brought under scrutiny of inspection and audit including financial aspect 

23) Changes to standard software to be approved, inspected and monitored by senior management

24) Internal vigilance machinery to be strengthened and its working to be reviewed by the Board every six months.

25) Regular checking by inspectors/auditors to verify correctness of information complied/furnished  by branches 

Audit Procedures for Reporting Upon the Implementation Status of the Ghosh and Jilani Committee Recommendations

The audit procedures would mainly comprise of inquiry and confirmation as the responsibility of the statutory auditor is to only report on the status of implementation of the recommendations 

1) Enquire whether the branch has prepared the prescribed report on the implementation status of the recommendations of the Ghosh and Jilani Committee reports

2) If Yes, Enquire whether the same has been forwarded to H.O

3) If No, obtain Management representation report  as to why the report has not been prepared and appropriately qualify report

4) In the case of Head office, Obtain a list of all branches, regional and zonal offices and obtain a confirmation from the management as to whether it has received the report on implementation status of the recommendations of the Ghosh and Jilani Committee reports from all of them,

5) Review a copy of implementation status report so prepared and submitted

6) Reconsider the nature timing and extent of audit procedure for carrying out the audit and timings based on the results of the review

7)  If concerned branch is subject concurrent audit, obtain the report of the concurrent auditor on implementation status of the recommendations of the Ghosh and Jilani Committee reports from all of them,

8) Test check to ensure that recommendations which have been said to have implemented have indeed been implemented by management

9) In case, it is revealed on examination that the any of the recommendations had not been implemented, it must be brought to the notice of the Management immediately.

10) Any lapse in compliance with the recommendations would indicate a weakness in the internal control system of the branch.

Top 

12.0 Memorandum of changes 

 The memorandum of changes generally accompanies the branch audit reports. Any changes which are material and which have an impact on assets and liabilities, classification of advances and profit and loss account are suggested through memorandum of changes, which form part of auditors report 

 Normally before the final report auditors observations are incorporated in the books of account and modified financial statements are prepared while in case of banks   by the time report is sent by auditors there is compilation at regional and Zonal level hence there is another statement called Memorandum of Changes (MOC). Main report must state about this and also shall mention whether MOC is nil or contains observation

The following points have to be noted about memorandum of change:

1. There should be clear justification for every change suggested by auditor 

2. The format of MOC in most banks will have both sides like a trial balance. It should be ensured that total of change suggested in balance sheet and profit and loss account is tallied on both accounts

3. The total of reclassification of the advances suggested in secured , unsecured ,guaranteed advance and sector wise advance should be correctly brought out in the MOC and total of both sides should tally 

4. In case of change suggested as per prudential norms on income recognition, the impact, if any on the provisioning of the assets is also to be looked into 

5. It is to be ensured that a ‘NIL MOC is invariably forwarded, even if there are no change to report 

6. Branch manager are required to report on each item reported in MOC 

Specimen of Memorandum of Changes

a) Relating to suggested changes in Balance Sheet

	Liabilities
	Assets

	S.no
	Particulars of items
	Additions (+) Amount (Rs)
	Deduction

    (-)

Amount(Rs)


	Remarks

( Brief) 
	S.no
	Particulars of items
	Additions (+) Amount (Rs)
	Deduction

    (-)

Amount(Rs)


	Remarks

( Brief) 

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	Total
	
	
	
	
	Total
	
	
	


b) Relating to suggested changes in Profit and Loss Account 

	Income
	Expenditure

	S.no
	Particulars of items
	Additions (+) Amount (Rs)
	Deduction

    (-)

Amount(Rs)


	Remarks

( Brief) 
	S.no
	Particulars of items
	Additions (+) Amount (Rs)
	Deduction

    (-)

Amount(Rs)


	Remarks

( Brief) 

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	Total
	
	
	
	
	Total
	
	
	


c) Relating to suggested changes in advances portfolio of the bank 

	S.no
	Name/

segment/

facility
	Outstanding
	Asset classification
	
	Sec. by tangible assets
	Sec by bk Govt/

ECGC
	Unsec
	INC
	Unrealised int. of PY
	Tangible secured portion
	On bank, Govt,guar, ECGC portion
	Unsecured
	Total

provns

	1
	2
	3 =6+7+8
	4
	5
	6
	7
	8
	9
	10
	11
	12
	13
	14=11+12+13

	
	
	
	
	Existing
	
	
	
	
	
	
	
	
	

	
	
	
	
	Proposed
	
	
	
	
	
	
	
	
	

	
	
	
	
	Existing
	
	
	
	
	
	
	
	
	

	
	
	
	
	Proposed
	
	
	
	
	
	
	
	
	

	
	
	
	
	Existing
	
	
	
	
	
	
	
	
	

	
	
	
	
	Proposed
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13.0 Some important items to be certified by the Branch Auditors:

 (a) Statement of Risk Weighted Assets is very important and relevant to work out the capital adequacy statement for the Bank as a whole.

  (b) Disclosure of information relating to Asset Liability Management  in the Balance Sheet.    

 According to RBI, banks are required to make the following disclosures in the Balance Sheet 

a. Maturity pattern of deposits

b. Maturity pattern of loans and advances

c. Maturity pattern of Investment Securities

d. Foreign Currency Assets and Liabilities

e. Movement of NPAs

f. Maturity pattern of borrowings

Disclosure on items relating to deposits, advances, movement of NPAs and foreign currencies (in some branches) are required to be certified by the Branch Statutory Auditors as per the RBI circulars. Maturity patterns of other items are worked out at the Central Office.  
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14.0 Income Recognition, Asset classification and Provisioning

In line with the international practices and as per the recommendations made by the Committee on the Financial System Chaired by Shri M. Narasimham, the Reserve Bank of India has introduced, in a phased manner, prudential norms for income recognition, asset classification and provisioning for the advances portfolio of the banks so as to move towards greater consistency and transparency in the published accounts. 

On 7/11/1985 RBI had introduced uniform health code system indicating the quality or health of individual advances. However, with the introduction of prudential norms on 27/04/1992 health Code-based system has ceased to be a subject of supervisory interest.

 The recent master circular on this by is RBI No.2007-2008/39 DBOD.No.BP.BC.12/21.04.048/2007-08 dated July, 02, 2007. This circular contains seven paragraphs, one Annexure and one Appendix

1. General 

2. Definitions

3. Income Recognition 

4. Assets Classification 

5. Provisioning norms

6. Guidelines on Purchase / sale of NPA

7. Writing-off of NPAs

Annex 1- Relevant extract of the list of direct agricultural advances, from the Master Circular on lending to priority sector

Appendix- List of Circulars consolidated by the Master Circular

14.1 Identification of an A/c as NPA
The term “Non- performing Assets’’ is defined in Para 2.1.1 of RBI master circular RBI No.2007-2008/39 DBOD.No.BP.BC.12/21.04.048/2007-08 dated July,02,2007 as 

 “An asset, including a leased asset, becomes non-performing when it ceases to generate income for the bank”.    

A nonperforming asset (NPA) is a loan or an advance where;

i) Interest and/ or instalment of principal remain overdue for a period of more than 90 days in respect of a term loan,

Ii) The account remains ‘out of order’ as indicated at paragraph 2.2 below, in respect of an overdraft/cash credit (od/cc),

Iii) The bill remains overdue for a period of more than 90 days in the case of bills purchased and discounted,

(iv) The instalment of principal or interest thereon remains overdue for two crop seasons for short duration crops,

(v) The instalment of principal or interest thereon remains overdue for one crop season for long duration crops.

Banks should, classify an account as NPA only if the interest charged during any quarter is not

serviced fully within 90 days from the end of the quarter

The above definition uses the term ‘Overdue’ in respect of Term loans which has been defined in Para 2.3 as, “Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid on the due date fixed by the bank.”

 Another term used is 'Out of Order' which has been defined in Para 2.2 as, “An account should be treated as 'out of order' if the outstanding balance remains continuously in excess of the sanctioned limit/drawing power. In cases where the outstanding balance in the principal operating account is less than the sanctioned limit/drawing power, but there are no credits continuously for  90 days  as on the date of Balance Sheet or credits are not enough to cover the interest debited during the same period, these accounts should be treated as 'out of order'.” 

14.2 Income recognition

As discussed above there has to be an Income recognition Policy and should be consistently followed by all the banks. The policy of income recognition has to be objective and based on the record of recovery. Internationally income from non-performing assets (NPA) is not recognised on accrual basis but is booked as income only when it is actually received. Therefore, the RBI has made it obligatory for the banks to not to charge and take to income account interest on any NPA. 

i. However, interest on advances against term deposits, NSCs, IVPs, KVPs and Life policies is allowed to be taken to income account on the due date, provided adequate margin is available in the accounts. 

ii. In respect of Fees and commissions earned by the banks as a result of re-negotiations or rescheduling of outstanding debts, the banks are required to recognise them on an accrual basis over the period of time covered by the re-negotiated or rescheduled extension of credit. 

iii. Also in respect of Government guaranteed advances which become NPA, the interest on such advances cannot be taken to income account unless the interest has been realised. 

 14.3 Reversal of Income

i. If any advance, including bills purchased and discounted, becomes NPA as at the close of any year, interest accrued and credited to income account in the corresponding previous year, is required to be reversed or provided for if the same is not realised. 

ii. This requirement is applicable to Government guaranteed accounts also. 

iii. In respect of NPAs, fees, commission and similar income that have accrued are required to cease accruing in the current period and a reversal or provision of amounts relatable to past past periods, if uncollected is required to be made.

iv. In respect of leased assets, the finance charge component of finance income  [as defined in ‘AS 19 - Leases’ issued by the Council of the Institute of Chartered Accountants of India (ICAI)] on the leased asset which has accrued and was credited to income account before the asset became non-performing, and remaining unrealised, is also required to be reversed or provided for in the current accounting period.

 14.4 Appropriation of recovery in NPAs

i. Interest realised on NPAs is allowed to be taken to income account provided the credits in the accounts towards interest are not out of fresh/ additional credit facilities sanctioned to the borrower concerned. 

ii. The Guidelines are flexible in respect of appropriation of recoveries in NPAs towards principal or interest due. The Guidelines provide that in the absence of a clear agreement between the bank and the borrower for the purpose of appropriation of recoveries in NPAs, the banks may adopt an accounting principle and exercise the right of appropriation of recoveries in a uniform and consistent manner.

14.5 Interest Application

i. The guidelines are flexible in respect of Interest Applications. RBI has no objection to the banks using their own discretion in debiting interest to an NPA account taking the same to Interest Suspense Account or maintaining only a record of such interest in proforma accounts. Different Banks hence have different policies in this regard.

14.6 Asset classification-Categories of NPAs

Banks are required to classify non-performing assets further into the following three categories based on the period for which the asset has remained non-performing and the realisability of the dues:

a.
Sub-standard Assets

b.
 Doubtful Assets

c.
Loss Assets

Sub-standard Assets has been defined in Para 4.1.1. “With effect from 31 March 2005, a sub-standard asset would be one, which has remained NPA for a period less than or equal to 12 months.” In such cases, the current net worth of the borrower/ guarantor or the current market value of the security charged is not enough to ensure recovery of the dues to the banks in full. In other words, such an asset will have well defined credit weaknesses that jeopardise the liquidation of the debt and are characterised by the distinct possibility that the banks will sustain some loss, if deficiencies are not corrected. 

 Doubtful Assets has been defined in 4.1.2 as, “an asset would be classified as doubtful if it has remained in the sub-standard category for a period of 12 months.”

 A loan classified as doubtful has all the weaknesses inherent in assets that were classified as sub-standard, with the added characteristic that the weaknesses make collection or liquidation in full, – on the basis of currently known facts, conditions and values – highly questionable and improbable.

 The third category of NPA is that of Loss Assets which have been defined in Para 4.1.3.

“A loss asset is one where loss has been identified by the bank or internal or external auditors or the RBI inspection but the amount has not been written off wholly.  In other words, such an asset is considered uncollectible and of such little value that its continuance as a bankable asset is not warranted although there may be some salvage or recovery value.”

Exceptions- In respect of accounts where there are potential threats for recovery on account of erosion in the value of security or non-availability of security and existence of other factors such as frauds committed by borrowers, it will not be prudent that such accounts should go through various stages of asset classification. In cases of such serious credit impairment the asset should be straightaway classified as doubtful or loss asset as appropriate

i.    Erosion in the value of security is reckoned as significant when the realisable value of the security is less than 50 per cent of the value assessed by the bank or accepted by RBI at the time of last inspection, as the case may be. Such NPAs are required to be straightaway classified under doubtful category and provisioning should be made as applicable to doubtful assets.

 ii.
If the realisable value of the security, as assessed by the bank/ approved valuers/ RBI is less than 10 per cent of the outstanding in the borrowal accounts, the existence of security is ignored and the asset is required to be straightaway classified as loss asset. It has to be either written off or fully provided for by the bank.
14.7 Guidelines for classification of assets 

Classification of assets into above categories should be done taking into account the degree of well-defined credit weaknesses and the extent of dependence on collateral security for realisation of dues. Banks are required to establish appropriate internal systems to eliminate the tendency to delay or postpone the identification of NPAs, especially in respect of high value accounts.  The banks fix a minimum cut off point to decide what would constitute a high value account depending upon their respective business levels. The cut off point is required to be valid for the entire accounting year. Responsibility and validation levels for ensuring proper asset classification can be fixed by the banks.  The system is required to ensure that doubts in asset classification due to any reason are settled through specified internal channels within one month from the date on which the account would have been classified as NPA as per extant guidelines.

14.8 Accounts with temporary deficiencies 

The classification of an asset as NPA is required to be based on the record of recovery. 

Bank should not classify an advance account as NPA merely due to the existence of some deficiencies which are temporary in nature such as non-availability of adequate drawing power based on the latest available stock statement, balance outstanding exceeding the limit temporarily, non-submission of stock statements and non-renewal of the limits on the due date, etc.

14.14 Up gradation of loan accounts classified as NPAs

As regards the upgradation of loan accounts classified as NPAs, the policy is simple. As soon as the arrears of interest and principal are paid by the borrower in the case of loan accounts classified as NPAs, the account should no longer be treated as non-performing and may be classified as ‘standard’ accounts. With regard to upgradation of a restructured/ rescheduled account which is classified as NPA separate guidelines will be applicable.         

14.10 Some clarifications on Asset classification

a. Asset Classification to be borrower-wise and not facility wise

b. Asset classification of accounts under consortium should be based on the record of recovery of the individual member banks and other aspects having a bearing on the recoverability of the advances

c. In respect of agricultural advances as well as advances for other purposes granted by banks to ceded PACS (Primary agricultural credit society)/ FSS (Farmers Service Society) under the on-lending system, only that particular credit facility granted to PACS/FSS which is in default will be classified as NPA and not all the credit facilities sanctioned

d. Advances against term deposits, NSCs eligible for surrender, IVPs, KVPs and life policies need not be treated as NPAs. Advances against gold ornaments, government securities and all other securities are not covered by this exemption

e. In case of Loans with moratorium for payment of interest – interest becomes due only after the moratorium or gestation period is over.

f. Government guaranteed advances though overdue becomes NPA only when the Government repudiates its guarantee when invoked.

g. Accounts regularised near about the balance sheet date- the banks must furnish satisfactory evidence to the Statutory Auditors about the manner of regularisation of the account to eliminate doubts on their performing status

14.11 Advances to Primary Agricultural Credit Society (PACS) and Farmers Service Societies (FSS)

In respect of agricultural advances as well as advances for other purposes granted by banks to ceded PACS/ FSS under the on-lending system, only that particular credit facility granted to PACS/ FSS which is in default for a period of two crop seasons in case of short duration crops and one crop season in case of long duration crops, as the case may be, after it has become due is required to be classified as NPA and not all the credit facilities sanctioned to a PACS/ FSS. The other direct loans & advances, if any, granted by the bank to the member borrower of a PACS/ FSS outside the on-lending arrangement becomes NPA even if one of the credit facilities granted to the same borrower becomes NPA.

14.12 Advances against Term Deposits, NSCs, KVP/IVP, etc
Advances against term deposits, NSCs eligible for surrender, IVPs, KVPs and life policies need not treated as NPAs. Advances against gold ornaments, government securities and all other securities are however not covered by this exemption.

14.13 Loans with moratorium for payment of interest

In case of Loans with moratorium for payment of interest, following guidelines are in place.

i.
In the case of bank finance given for industrial projects or for agricultural plantations etc. where moratorium is available for payment of interest, payment of interest becomes 'due' only after the moratorium or gestation period is over. Therefore, such amounts of interest do not become overdue and hence do not become NPA, with reference to the date of debit of interest. They become overdue after due date for payment of interest, if uncollected. 

 ii.
In the case of housing loan or similar advances granted to staff members where interest is payable after recovery of principal, interest is not be considered as overdue from the first quarter onwards. Such loans/advances are classified as NPA only when there is a default in repayment of instalment of principal or payment of interest on the respective due dates.

14.14 Agricultural advances

A loan granted for short duration crops will be treated as NPA, if the instalment of principal or interest thereon remains overdue for two crop seasons. A loan granted for long duration crops will be treated as NPA, if the instalment of principal or interest thereon remains overdue for one crop season. For the purpose of these guidelines, “long duration” crops are crops with crop season longer than one year and crops, which are not “long duration” crops, are treated as “short duration” crops.  The crop season for each crop, which means the period up to harvesting of the crops raised, is taken as determined by the State Level Bankers’ Committee in each State.  Depending upon the duration of crops raised by an agriculturist, the above NPA norms are also made applicable to agricultural term loans availed of by him. The above norms should be made applicable to all direct agricultural advances as listed at prescribed items of Master Circular on lending to priority sector. In respect of agricultural loans, other than those prescribed and term loans given to non-agriculturists, identification of NPAs is done on the same basis as non-agricultural advances which, at present, is the 90 days delinquency norm.  

Where natural calamities impair the repaying capacity of agricultural borrowers, banks are allowed to decide on their own as a relief measure - conversion of the short-term production loan into a term loan or re-schedulement of the repayment period; and the sanctioning of fresh short-term loan, subject to guidelines contained in RBI circular RPCD. No.PLFS.BC.71/ 05.04.02/ 2004-05 dated 7 January 2005.  

14.15 Restructuring/ Rescheduling of Loans

i. The stages at which the restructuring / rescheduling / renegotiation of the terms of loan agreement could take place can be identified as under:

a) Before commencement of commercial production

b) After commencement of commercial production but before the asset has been classified as sub standard,

c) After commencement of commercial production and after the asset has been classified as sub standard

ii. A rescheduling of the installments of principal alone, would not cause a standard asset to be classified in the sub standard category provided the loan/credit facility is fully secured 

iii. A rescheduling of interest element would not cause an asset to be downgraded to sub standard category subject to the condition that the amount of sacrifice, if any, in the element of interest, measured in present value terms, is either written off or provision is made to the extent of the sacrifice involved

iv. A rescheduling of the installments of principal alone would render a sub-standard asset eligible to be continued in the sub-standard category for the specified period, provided the loan/credit facility is fully secured 

v. A rescheduling of interest element would render a sub-standard asset eligible to be continued to be classified in sub standard category for the specified period subject to the condition that the amount of sacrifice, if any, in the element of interest, measured in present value terms, is either written off or provision is made to the extent of the sacrifice involved 

vi. The sub-standard accounts which have been subjected to restructuring etc., whether in respect of principal installment or interest amount would be eligible to be upgraded to the standard category only after the specified period i.e., a period of one year after the date when first payment of interest or of principal, whichever is earlier, falls due, subject to satisfactory performance during the period 

vii. The amount of provision made earlier could also be reversed after the one year period 

14.16 Provisioning

 The RBI circular states that the primary responsibility for making adequate provisions for any diminution in the value of loan assets, investment or other assets is that of the bank managements and the statutory auditors. It dilutes the responsibility of its inspecting officers by stating that the assessment made by the inspecting officer of the RBI is furnished to the bank to assist the bank management and the statutory auditors in taking a decision in regard to making adequate and necessary provisions in terms of prudential guidelines.

 The provisioning on the non-performing assets is required to be done on the basis of classification of assets into prescribed categories as required by the norms discussed above. The following factors determine the amount of provisions as per the prescribed norms –

a.
The time lag between an accounts becoming doubtful of recovery,

b.
Its recognition as such,

c.
The realisation of the security and

d.
The erosion over time in the value of security charged to the bank,

The norms as set it by the RBI in respect of loan Assets for different class of assets are as follows. 

Loss assets – As a prudent policy, Loss assets are required to be written off. If loss assets are retained in the books for any reason, 100 percent of the outstanding is required to be provided for.

 Doubtful assets – 100 percent provision is required to be made in respect of unsecured portion of Doubtful Assets i.e. of the extent to which the advance is not covered by the realisable value of the security. The bank should have a valid recourse and the realisable value for the provision should be estimated on a realistic basis.  

In respect of the secured portion, provision is required to be made on the following basis, depending upon the period for which the asset has remained doubtful:

 Period for which the advance has remained in ‘doubtful’ category
Provision requirement (%)

Up to one year

20

One to three years
30

More than three years 
100

Banks are permitted to phase the additional provisioning consequent upon the reduction in the transition period from substandard to doubtful asset from 18 to 12 months over a four year period commencing from the year ending March 31, 2005, with a minimum of 20 % each year.

 The Valuation of Security for provisioning purposes is an issue which can greatly effect the provisioning. With a view to bringing down divergence arising out of difference in assessment of the value of security RBI circular requires that in cases of NPAs with balance of Rs. 5 crore and above stock audit at annual intervals by external agencies appointed as per the guidelines approved by the Board would be mandatory in order to enhance the reliability on stock valuation. Also collaterals such as immovable properties charged in favour of the bank are required to be got valued once in three years by valuers appointed as per the guidelines approved by the Board of Directors. 

 In respect of sub-standard assets a general provision of 10 percent on total outstanding should be made without making any allowance for ECGC guarantee cover and securities available. The ‘unsecured sub-standard exposures’ attract additional provision of 10 per cent, i.e., a total of 20 per cent on the outstanding balance. Unsecured exposure has been defined as an exposure where the realisable value of the security, as assessed by the bank/approved valuers/Reserve Bank’s inspecting officers, is not more than 10 percent, ab-initio, of the outstanding exposure. For the purpose, ‘Exposure’ includes all funded and non-funded exposures (including underwriting and similar commitments). ‘Security’ will mean tangible security properly discharged to the bank and will not include intangible securities like guarantees, comfort letters etc.

 The provisioning norms also provide for a general provision on standard assets.
Banks should make general provision for standard assets at the following rates for the funded outstanding on global loan portfolio basis:

(a) Direct advances to agricultural and SME sectors at 0.25 per cent;

(b) Residential housing loans beyond Rs. 20 lakh at 1 per cent;

(c) Advances to specific sectors, i.e., personal loans (including credit card receivables), loans and advances qualifying as capital market exposures, Commercial real estate loans, and Loans and advances to Non-deposit taking Systemically Important NBFCs at 2 per cent

(d) All other advances not included in (a), (b) and (c) above, at 0.40 per cent

 As regards the disclosure of this additional provision it has been provided that the provisions towards Standard Assets should not be netted from gross advances but shown separately as 'Contingent Provisions against Standard Assets' under 'Other Liabilities and Provisions - Others' in Schedule 5 of the balance sheet.

 Some of the banks make a 'floating provision' over and above the specific provisions made in respect of accounts identified as NPAs. In respect of these floating provisions, it has been decided that wherever such a provision is available, the same could be set-off against provisions required to be made as per above stated provisioning guidelines.

 In respect of the Provisioning on Leased Assets the following has been provided for different categories of NPAs – 

i.
In respect of loss assets, the entire asset is required to be written-off. If for any reason, an asset is decided to be retained in the books, 100 percent of the sum of the net investment in the lease and the unrealised portion of finance income net of finance charge component  is required to  be provided for.

 ii.
Doubtful assets are to be provided 100 percent of the extent to which the finance is not secured by the realisable value of the leased asset. In addition to the above provision, provision at the following rates is also required to be made on the sum of the net investment in the lease and the unrealised portion of finance income net of finance charge component of the secured portion, depending upon the period for which asset has been doubtful:

 Period
 
Percentage of provision

Up to one year

20

One to three years
30

More than three years   100 

  iii.
For Sub-standard assets it has been stated that 10 percent of the sum of the net investment in the lease and the unrealised portion of finance income net of finance charge component should be provided. For unsecured lease exposures, which are identified as ‘substandard’ an additional provision of 10 per cent, i.e., a total of 20 per cent is required to be made.

14.17 For special Circumstances as envisaged by RBI the following guidelines and\or clarifications for provisions have been made – 

A.
Advances granted under rehabilitation packages approved by BIFR/term lending institutions

i.
In respect of advances under rehabilitation package approved by BIFR/term lending institutions, the provision are required to continue to be made in respect of dues to the bank on the existing credit facilities as per their classification as sub-standard or doubtful asset. 

ii.
As regards the additional facilities sanctioned as per package finalised by BIFR and/or term lending institutions, provision on additional facilities sanctioned is not required to be made for a period of one year from the date of disbursement. 

iii.
In respect of additional credit facilities granted to SSI units which are identified as sick  and where rehabilitation packages/nursing programmes have been drawn by the banks themselves or under consortium arrangements, the requirement of provision can be suspended for a period of one year.

B.
Advances against term deposits, NSCs eligible for surrender, IVPs, KVPs, and life policies attract provisioning requirements as applicable to their asset classification status. 

C.
Treatment of interest suspense account

Amounts held in Interest Suspense Account are not reckoned as part of provisions. Amounts lying in the Interest Suspense Account should be deducted from the relative advances and thereafter, provisioning as per the norms, should be made on the balances after such deduction.

 D.
Advances covered by ECGC guarantee

In the case of advances classified as doubtful and guaranteed by ECGC, provision are required to be made only for the balance in excess of the amount guaranteed by the Corporation. Further, while arriving at the provision required to be made for doubtful assets, realisable value of the securities should first be deducted from the outstanding balance in respect of the amount guaranteed by the Corporation and then provision made.

 E.
Advance covered by CGTSI guarantee

Where an advance covered by CGTSI guarantee becomes non-performing, no provision is required towards the guaranteed portion. The amount outstanding in excess of the guaranteed portion should be provided for as per the extant guidelines on provisioning for non-performing advances.

 F.
Take-out finance

In case of Finances under takeout scheme there is no dilution in the provisioning requirements. The lending institution is required to make provisions against a 'take-out finance' turning into NPA pending its take-over by the taking-over institution. As and when the asset is taken-over by the taking-over institution, the corresponding provisions could be reversed.

 G.
Reserve for Exchange Rate Fluctuations Account (RERFA)

When exchange rate movements of Indian rupee turn adverse, the outstanding amount of foreign currency denominated loans (where actual disbursement was made in Indian Rupee) which becomes overdue, goes up correspondingly, with its attendant implications of provisioning requirements. Such assets are normally not revalued. However in case such assets are required to be revalued as per requirement of accounting practices or for any other requirement, the loss on revaluation of assets can be booked in the bank's Profit & Loss Account. Besides the provisioning requirement as per Asset Classification, banks are required to treat the full amount of the Revaluation Gain relating to the corresponding assets, if any, on account of Foreign Exchange Fluctuation as provision against the particular assets.

 H.
Provisioning for country risk

Banks are required to make provisions, with effect from the year ending 31 March 2003, on the net funded country exposures on a graded scale ranging from 0.25 to 100 percent according to the risk categories mentioned below. Banks are required to make provisions as per the following schedule:

Risk category
ECGC classification
Provisioning requirement

(per cent)

Insignificant
A1



0.25

Low

A2



0.25

Moderate
B1



5

High

B2



20

Very high
C1



25

Restricted
C2



100

Off-credit
D



100

However it has been provided that Banks are required to make provision for country risk in respect of a country where its net funded exposure is one per cent or more of its total assets only. As the provision for country risk shall be in addition to the provisions required to be held according to the asset classification status of the asset, it has been specifically provided that in the case of ‘loss assets’ and ‘doubtful assets’, provision held, including provision held for country risk, may not exceed 100% of the outstanding.

 Banks are not required to make any provision for ‘home country’ exposures i.e. exposure to India. The exposures of foreign branches of Indian banks to the host country are required to be considered. Foreign banks are required to compute the country exposures of their Indian branches and are required to make appropriate provisions in their Indian books. Their exposures to India are however allowed to be excluded.

It has been provided that banks may make a lower level of provisioning (say 25% of the requirement) in respect of short-term exposures (i.e. exposures with contractual maturity of less than 180 days). 

I.
Provisioning norms for sale of financial assets to Securitisation Company (SC) / Reconstruction company (RC) – 

i.
If the sale of financial assets to SC/RC, is at a price below the net book value (NBV) (i.e. book value less provisions held), the shortfall will be debited to the profit and loss account of that year.

 ii.
If the sale is for a value higher than the NBV, the excess provision will not be reversed but will be utilized to meet the shortfall/loss on account of sale of other financial assets to SC/RC. In other words the same cannot be credited to profit and loss account

 iii.
With a view to enabling banks to meet the shortfall, if any, banks have been advised by RBI to build up provisions significantly above the minimum regulatory requirements for their NPAs, particularly for those assets which they propose to sell to securitisation/reconstruction companies.

CLASSIFICATION AND PROVISIONING OF NPA AS ON 31.03.2008 

	 NPA date
	 Classification 
	Provisioning 

	
	Standard 
	

	a
	Direct advance to agricultural and SME sectors 
	0.25 %

	b
	Residential housing loans beyond Rs 20 lakhs 
	1.00 %

	c
	Personal loans (including credit card receivables), Loans and advances qualifying as capital market exposures, commercial real estate loans, and Loans and advances to Systemically Important NBFC – ND
	2.00 %

	d
	All other loans and advances not included in a, b and c above
	0.40 %

	01.04.2007to 31.03.2008
	Sub-standard 
	10% of balance outstanding (without ECGC cover and security available)

	
	Sub-standard 
	20% if the realizable value of security is not more than 10 % of outstanding balance. 

	01.04.2006to 31.03.2007


	Doubtful up to 1 year (D1)
	20% of secured portion

	01.04.2004 to 31.03.2006
	Doubtful 1 to 3 years (D2)
	30% of secured portion

	01.10.2001 to 31.03.2004
	Doubtful more than 3 years (D3)
	100 % of secured portion. 
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15.0 RBI Guidelines on purchase/sale of Non Performing Assets
1.      The Guidelines would be applicable to banks, Financial Institutions and NBFCs purchasing/selling non-performing financial assets, from/to other banks/Fis/NBFCs/ (excluding securitisation companies/reconstruction companies).

2.       A financial asset, including assets under multiple/consortium banking arrangements, would be eligible for purchase/sale in terms of these guidelines if it is a non-performing asset/non performing investment in the books of the selling bank. 

3.       A bank, which is purchasing/selling non-performing financial assets, should ensure that the purchase/sale is conducted in accordance with a policy approved by the Board of Directors. 

4.       The estimated cash flows are normally expected to be realized within a period of three years and at least 10 % of the estimated cash flows should be realized in the first year and at least 5 % in each half year thereafter subject to full recovery within three years.  

5.       A bank may purchase/sell non-performing financial assets from/to other banks only on ‘without recourse’ basis, i.e., the entire credit risk associated with the non-performing financial assets should be transferred to the purchasing bank.  

6.      A non-performing asset in the books of a bank shall be eligible for sale to other banks only if it has remained a non-performing asset for at least two years in the books of the selling bank. 

7.      Banks shall sell non-performing financial asset to other banks only on cash basis. The entire sales consideration should be received upfront and the asset can be taken out of the books of the selling bank only on receipt of the entire sale consideration.
8.       The purchasing bank should hold a non-performing financial asset at least for a period of 15 months in its books, before it is sold to other banks. Banks should not sell such assets back to the bank, which had sold the non-performing financial asset (NPFA).  
9.      The non-performing financial asset purchased, may be classified as ‘standard’ in the books of the purchasing bank for a period of 90 days from the date of purchase. Thereafter, the asset classification status of the financial asset purchased shall be determined by the record of recovery in the books of the purchasing bank with reference to cash flows estimated while purchasing the asset.

10.      Where the purchase/sale does not satisfy any of the prudential requirements prescribed in these guidelines, the asset classification status of the financial asset in the books of the purchasing bank at the time of purchase shall be the same as in the books of the selling bank. Thereafter, the asset classification status will continue to be determined with reference to the date of NPA in the selling bank. 

11.     Any restructure/reschedule/rephrase of the repayment schedule or the estimated cash flow of the non-performing financial asset by the purchasing bank shall render the account as a non-performing asset. 

12.      The provisioning norms would be as under: 

In the Books of the Selling Bank: 

i. When a bank sells its non-performing financial assets to other banks, the same will be removed from its books on transfer;

ii. If the sale is at a price below the net book value (NBV) (i.e., book value less provisions held), the shortfall should be debited to the profit and loss account of that year. 

iii. If the sale is for a value higher than the NBV, the excess provision shall not be reversed but will utilized to meet the shortfall/loss on account of sale of other non-performing financial assets. 

In the Books of the Purchasing Bank:   

i. The asset shall attract provisioning requirement appropriate to its asset classification status in the books of the purchasing bank.  

13. Accounting of Recoveries – any recovery in respect of non-performing asset purchased from other banks should first be adjusted against its acquisition cost. Recoveries in excess of the acquisition cost can be recognized as profit. 

14. Capital adequacy – for the purpose of capital adequacy, banks should assign 100 % risk weights to the non-performing financial assets purchased from other banks. 

15. Disclosure requirements – bank which purchase non-performing financial assets from other banks shall be required to make the following disclosures in the Notes to the Accounts to their Balance Sheet.  

A. Details of non-performing financial asset purchased: 

	
	Sl No
	Particulars 
	Amount Rs in crores 

	1
	a.
	No. of accounts purchased during the year 
	

	
	b
	Aggregate outstanding 
	

	2
	a.
	Of  these, number of accounts restructured during the year 
	

	
	b. 
	Aggregate outstanding 
	


B. Details of non-performing financial asset sold: 

	Sl No
	Particulars 
	Amount Rs in crores 

	1
	No. of accounts sold 
	

	2
	Aggregate outstanding 
	

	3
	Aggregate consideration received. 
	


16. Writing off NPAs

In terms of Section 43(D) of the Income Tax Act 1961, income by way of interest in relation to such categories of bad and doubtful debts as may be prescribed having regard to the guidelines issued by the RBI in relation to such debts, shall be chargeable to tax in the previous year in which it is credited to the bank’s profit and loss account or received, whichever is earlier.

This stipulation is not applicable to provisioning required to be made as indicated above. 

In other words, amounts set aside for making provision for NPAs as above are not eligible for tax deductions. Therefore, the banks should either make full provision as per the guidelines or write-off such advances and claim such tax benefits as are applicable, by evolving appropriate methodology in consultation with their auditors/tax consultants. Recoveries made in such accounts should be offered for tax purposes as per the rules.

RBI Guidelines on purchase/sale of Non Performing Assets
Vide its circular DBOD.No.BP.BC.34 /21.04.048 /2007-08 dated October 4, 2007, RBI has advised banks as follows:

a) Banks should, while selling NPAs, work out the net present value of the estimated cash flows associated with the realisable value of the available securities net of the cost of realisation. The sale price should generally not be lower than the net present value arrived at in the manner described above.

b)  Same principle should be used in compromise settlements. As the payment of the compromise amount may be in instalments, the net present value of the settlement amount should be calculated and this amount should generally not be less than the net present value of the realisable value of securities.

Guidelines on Settlement of Non Performing Assets – Obtaining Consent Decree from Court

RBI/2007-2008/200 DBOD.BP.BC.55/ 21.04.117 / 2007-08 dated 30.11.2007

The banks are advised to invariably ensure that once a case is filed before a Court/DRT/BIFR, any settlement arrived at with the borrower is subject to obtaining a consent decree from the Court/DRT/BIFR concerned. 
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16.0 Liberalization of Export and Import procedures 

RBI/2006-2007/268 - A. P. (Dir Series) Circular No. 33 dated February 28, 2007

I. Extension of Time for Realisation of Export Proceeds
Authorized dealers and category I banks may now extend the period of realization of export proceeds, beyond six months from the date of export, up to a further period of six months, at a time, irrespective of the invoice value of the export subject to the fulfillment of the following conditions

 (a) The export transactions covered by the invoices are not under investigation by Enforcement Directorate / Central Bureau of Investigation or other investigating agencies, 

(b) The AD Category - I bank is satisfied that the exporter has not been able to realise export proceeds for reasons beyond his control, 

(c) The exporter submits a declaration that the export proceeds will be realised during the extended period,

(d) While considering extension beyond one year from the date of export, the total outstanding of the exporter does not exceed USD one million or 10 per cent of the average export realisations during the preceding three financial years, whichever is higher,

(e) The date up to which extension has been granted is indicated in the `Remarks’ column of the XOS statement as hitherto,

In cases where the exporter has filed suits abroad against the buyer, extension may be granted irrespective of the amount involved / outstanding.

Cases which are not covered by the above instructions would require prior approval from the Regional Office of the Reserve Bank.

Write off of unrealized export bills – it has been decided that Status Holder exporters may write off outstanding export dues to the extent of (a) 5 % of their average annual realization during the preceding 3 financial years or  (b) 10 % of the export proceeds due during the financial year, which ever is higher

Imports

Henceforth, credit report on the overseas supplier (where the import documents are received directly) need not be obtained in cases where the invoice value does not exceed USD 100,000, provided that the AD Category - I bank is satisfied about the bonafides of the transaction and track record of the importer constituent.
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17.0 Important RBI circulars

· Prudential norms on Income recognition, Asset Classification and Provisioning pertaining to Advances – Projects involving time overrun dated April 02,2007

· Disclosure in Financial Statements - Notes to Accounts dated July,02,2007

· Loans and Advances – Statutory and Other Restrictions dated July,02,2007

· Prudential norms on Income Recognition, Asset Classification and Provisioning pertaining to Advances dated July,02,2007

· Prudential norms for classification, valuation and operation of investment portfolio by banks dated July,02,2007

· Guidelines on purchase/sale of Non Performing Assets d ted OCT,4,2007 

· Financing of Infrastructure by the banks and Financial Institutions –Definition of 'infrastructure lending' dated Nov 30,2007

· Guidelines on Settlement of Non Performing Assets – Obtaining Consent Decree from Court dated Nov 30,2007

· Prudential Norms for Capital Adequacy – Risk Weight for Educational Loans dated Jan 17,2008

17.1 Recent CHANGES made by RBI in 2007-08

1. RBI Guidelines on purchase/sale of Non Performing Assets

a) Vide its circular DBOD.No.BP.BC.34 /21.04.048 /2007-08 dated October 4, 2007, RBI has advised banks as follows:

a)
Banks should, while selling NPAs, work out the net present value of the estimated cash flows associated with the realisable value of the available securities net of the cost of realisation. The sale price should generally not be lower than the net present value arrived at in the manner described above.

b)
 Same principle should be used in compromise settlements. As the payment of the compromise amount may be in instalments, the net present value of the settlement amount should be calculated and this amount should generally not be less than the net present value of the realisable value of securities.

2. Guidelines on Settlement of Non Performing Assets – Obtaining Consent Decree from Court - RBI/2007-2008/200 DBOD.BP.BC.55/ 21.04.117 / 2007-08 dated 30.11.2007

The banks are advised to invariably ensure that once a case is filed before a Court/DRT/BIFR, any settlement arrived at with the borrower is subject to obtaining a consent decree from the Court/DRT/BIFR concerned. 

3. Prudential Norms for Capital Adequacy – Risk Weight for Educational Loans

RBI/2007-08/226 DBOD.BP.BC. No.59/21.06.001/2007-08 dated January 17, 2008

Accordingly, the risk weight applicable to educational loans would be as follows:

a) Under Basel I framework, the risk weight would be 100 per cent, as against 125 per cent at present.

b) Under Basel II framework, the educational loans, now no longer being a part of Consumer Credit, would be treated as a component of the regulatory retail portfolio under paragraph 5.9 of our circular dated April 27, 2007 and attract a risk weight of 75 per cent, as against 125% at present

4. Infrastructure lending and the list of items included under infrastructure sector- RBI/2007- 2008/197 DBOD No. BP. BC.52/ 21.04.048/2007- 08 dated November 30, 2007

Any credit facility in whatever form extended by lenders (i.e. banks, FIs or NBFCs) to an infrastructure facility as specified below falls within the definition of "infrastructure lending".

In other words, a credit facility provided to a borrower company engaged in:

* developing or

* operating and maintaining, or

* Developing, operating and maintaining any infrastructure facility that is a project among others specified in the annexure would also inclde

i. a road, including toll road, a bridge or a rail system;

ii. a highway project including other activities being an integral part of the highway project;

iii. a port, airport, inland waterway or inland port;

iv. a water supply project, irrigation project, water treatment system, sanitation and sewerage system or solid waste management system;

v. telecommunication services whether basic or cellular, including radio paging, domestic satellite service (i.e., a satellite owned and operated by an Indian company for providing telecommunication service), network of trunking, broadband network and internet services;

vi. An industrial park or special economic zone ;

vii. Generation or generation and distribution of power

viii. Transmission or distribution of power by laying a network of new transmission or distribution lines.

ix. Construction relating to projects involving agro-processing and supply of inputs to agriculture;

x. construction for preservation and storage of processed agro-products, perishable goods such as fruits, vegetables and flowers including testing facilities for quality;

xi construction of educational institutions and hospitals.

xii. Laying down and/or maintenance of gas, crude oil and petroleum pipelines

xiii. Any other infrastructure facility of similar nature

5.  Project under implementation – Asset classification

RBI/2006-2007/320 DBOD No BP.BC. 76 /21.04.048/2006-07 dated April 12, 2007

In case of infrastructure projects to be financed by banks, the date of completion of the project should be clearly spelt out at the time of financial closure of the project and if the date of commencement of commercial production extends beyond a period of one year after the date of completion of the project, as originally envisaged, the account should be treated as sub-standard. The revised instructions come into force with effect from 31 March 2007.
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18.0 Bank Branch Audit Program 

TIME & MANPOWER PLANNING

a) Partner appointed for the audit

b) Assistants appointed for the audit

c) date of first visit

d) date of commencement of audit

e) date when requirement is sent

f) Tentative date of completion of audit

g) Date of dispatch of reports

h) Date of discussion with branch manager

AUDIT program

	Sr.

No
	
	Area of Work
	Branch Staff responsible
	Work

done by 
	Date

	A
	General - Pre Audit Work

	
	1.
	Attended Bank seminar/ study of ICAI guidance note on bank audit
	
	
	

	
	2. 
	Training of audit assistants on issues in bank audit
	
	
	

	
	3
	Study of Business mix of the Branch & determination of the sample size and percentage of checking in each area
	
	
	

	
	4
	Review of Latest available inspection reports of Internal/Concurrent/RBI/Statutory/System Auditors and compliance thereof
	
	
	

	
	5
	Review of Closing Circular issued by Head Office
	
	
	

	
	6
	Study of Significant accounting policies of the Bank & Computer System
	
	
	

	
	7
	Compliance of Mandatory Accounting Standards / Auditing Standards and RBI circulars
	
	
	

	
	8
	whether  intimation given to the Branch Manager regarding requirements for audit and documents to be kept ready for audit
	
	
	

	
	9
	Last year’s audited P/L , Balance sheet, Auditor’s report, observations and rectifications by BRANCH
	
	
	

	
	10 
	last year LFAR
	
	
	

	
	11
	Profit and Loss account and Balance sheet with schedules
	
	
	

	B
	Physical Verification

	
	1
	Physical verification of Cash, Adhesive stamp documents and postage and cross verification of the same with GL balances.
	
	
	

	
	2
	Physical verification of Investments
	
	
	

	
	3
	Physical verification of valuable stationery like cheque books, Demand Drafts, Pay - Orders etc.
	
	
	

	C
	Verification of Returns and Reconciliation

	
	1
	Verification of returns submitted to RBI / HO / ZO ( Monthly/ Quarterly / Half Yearly / Yearly )
	
	
	

	
	2
	Verification of Annual Closing Returns
	
	
	

	
	3
	Verification of HO / Branches / Other Banks Reconciliation, Branch Adjustment Account
	
	
	

	
	4
	Verification of Statement of Fraud
	
	
	

	D
	Verification of Balances

	
	1
	Checking of opening balances in GL with previous year audited Balance Sheet and Profit & Loss Account 
	
	
	

	
	2
	Cross Verification of Trial Balance, Profit & Loss Account and Balance Sheet figures as on 31st March with GL figures
	
	
	

	
	3
	Verify that all balances are shown under proper heads
	
	
	

	E
	Balance Sheet

	
	1
	Verify whether the Balance sheet copies are signed by the Manager and other officials?
	
	
	

	
	2
	Advances
	
	
	

	
	
	a. Credit Appraisal
	
	
	

	
	
	b. Sanctioning and Disbursement
	
	
	

	
	
	c. Documentation - Pre-sanction & Post Sanction
	
	
	

	
	
	d. Monitoring/ Review/ Supervision by the Branch
	
	
	

	
	
	   1. Submission of financial statements 
	
	
	

	
	
	   2. Submission of I.T. Returns
	
	
	

	
	
	   3. Timely submission of stock statements
	
	
	

	
	
	   4. Calculation of Drawing Power 
	
	
	

	
	
	   5. Inspection of Godowns
	
	
	

	
	
	   6. Operations in the account - overdue/ sticky   accounts / diversion of funds/ cheques duly honoured/ limit not exceeded frequently
	
	
	

	
	
	   7. Renewal of documents due 
	
	
	

	
	
	   8. Penal interest for default
	
	
	

	
	
	   9. Insurance coverage
	
	
	

	
	
	  10.Registration and Mortgage of property 
	
	
	

	
	3
	Analysis of entries outstanding in suspense Account, Sundry Debtors, Sundry Creditors
	
	
	

	
	4
	Verification of assets classified as NPA

Verification of Upgraded Accounts earlier classified as NPA
	
	
	

	
	5
	Review of suit filed accounts / Decreed accounts & their follow - up
	
	
	

	
	6
	Checking of additions, deductions, transfer of fixed assets with relevant supporting
	
	
	

	
	7
	Verify that credit balances in OD, CC, inoperative current accounts are not netted off with advances and are shown separately under demand deposits 
	
	
	

	
	8
	Verify that Interest accrued but not due on loans is not included in advances
	
	
	

	
	9
	Deposits
	
	
	

	
	
	1. After the Balance Sheet date & till the date of audit whether there have been any unusual large movements in the aggregate deposits held at the year end
	
	
	

	
	
	2. Verification of Staff Accounts
	
	
	

	
	
	3. Check that guidelines issued by RBI for in-operative & dormant accounts are strictly followed
	
	
	

	
	
	4. Verify that overdue, matured time deposits are shown in demand deposits
	
	
	

	
	
	5. Verify that interest accrued but not due is not included in deposits but shown under other liabilities
	
	
	

	
	10
	Analysis of entries outstanding in Bills Payable/ Sundry Deposits etc.
	
	
	

	
	11
	Obtain list of contingent liabilities not acknowledged as debts by the branch
	
	
	

	F
	Profit & Loss Account

	
	1
	Verify whether Income recognition norms prescribed by RBI has been strictly followed by the branch
	
	
	

	
	2
	Verification of provision of interest on standard , sub-standard, doubtful & loss assets and appropriate accounting treatment thereof
	
	
	

	
	3
	Checking of proper classification of revenue and expenditure items
	
	
	

	
	4
	Ratio Analysis and comparison with previous year figures 
	
	
	

	
	5
	Verify whether there is any divergent trend in major items of income & expenditure and analysis of reasons thereof 
	
	
	

	
	6
	Test checking of interest on deposits and advances
	
	
	

	
	7
	Test checking of commission and discount on bills etc.
	
	
	

	
	8
	Verification of accounts of major heads of income & expenditure
	
	
	

	
	9
	Verification of provisions for prepaid and outstanding income & expenditure
	
	
	

	
	10
	Verification of locker rent received and due and provision thereof
	
	
	

	
	11
	Verification of provision for depreciation on fixed assets
	
	
	

	
	12
	Checking of prior period expenses and income and provisioning thereof
	
	
	

	
	13
	Checking of provisions for ECGC/ DICGC claims
	
	
	

	G
	LFAR

	
	1
	Checking of items as per LFAR checklist
	
	
	

	
	2
	Preparation of annexures to LFAR
	
	
	

	
	3
	Preparation of LFAR
	
	
	

	H
	Tax Audit Report

	
	1
	Check the followings in detail-
	
	
	

	
	
	1. Payments made to clubs 
	
	
	

	
	
	2. Details of revenue expenditure capitalised
	
	
	

	
	
	3. Whether TDS has been remitted before the due date 
	
	
	

	
	
	4. Particulars of Income and Expenditure of earlier years debited / credited to Profit & Loss Account which are of material nature 
	
	
	

	
	
	5. Verify whether any repayment of deposits have been made in violation of section 269 T of the Income Tax Act 1961.
	
	
	

	
	2
	Checking of Tax Audit Schedules
	
	
	

	
	3
	Preparation of Tax Audit Report
	
	
	

	I
	Verification of Checklist of Jilani Committee Recommendations

	J
	Verification of Checklist of Ghosh Committee Recommendations

	K
	Collection of following certificates and statements from Branch

	
	1
	Physical verification of cash
	
	
	

	
	2
	Physical verification of Adhesive Stamp Documents, Postage, Security etc.
	
	
	

	
	3
	Physical verification of Investments
	
	
	

	
	4
	Physical verification of Fixed Assets carried out by Branch 
	
	
	

	
	5
	NPA Statement, Profit & Loss Account, Balance Sheet, Trial Balance certified by Branch Manager
	
	
	

	
	6
	Management Representation Letter 
	
	
	

	
	7
	Certificate from Branch Manager for attendance of Audit
	
	
	

	L
	Issue of Certificates

	
	1
	Certificate for Review of Loan Portfolio
	
	
	

	
	2
	Certificate relating to recoveries in claim paid accounts under small loan Guarantee Scheme 1971 and Small Loan (SSI) Guarantee Scheme, 1981
	
	
	

	
	3
	Certificate in respect of subsidy utilised under the scheme Prime Minister's Rojgar Yojana (PMRY) and correctness of claim made
	
	
	

	
	4
	Certificate regarding the implementation of Jilani & Ghosh Committee recommendations
	
	
	

	
	5
	Certificate regarding possession of investment documents on behalf of Head Office
	
	
	

	
	6
	Certificate for DICGC Claim
	
	
	

	
	7
	Movement of NPAs
	
	
	

	
	8
	Advances to sensitive sectors
	
	
	

	M
	Finalisation

	
	1
	Preparation of Draft of the following-
	
	
	

	
	
	1. Audit Report
	
	
	

	
	
	2. LFAR & Annexures
	
	
	

	
	
	3. Tax Audit Report
	
	
	

	
	
	4. Jilani Committee Recommendations
	
	
	

	
	
	5. Ghosh Committee Recommendations
	
	
	

	
	
	6. Memoradum of Changes
	
	
	

	
	2
	Discussion of Draft Report with Branch Manager
	
	
	

	
	3
	Preparation of Final Report
	
	
	

	
	4
	Submission of Final Report along with Copies of Signed Balance Sheet, Profit & Loss Account and certificates.
	
	
	

	N
	Review of work done by Audit Team

	
	1
	Senior
	
	
	

	
	2
	Junior
	
	
	

	
	3
	Articled Clerks
	
	
	

	
	4
	Employee
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19.1 Checklist On Items Of Balance Sheet And Profit And Loss Accounts

	S.No
	Aspects to be checked 
	Checked by 
	Supervised by 

	I
	Checklist on Loan and advances 
	 
	 

	1
	Check the individual balance in each loan ledger with the trial balance book 
	 
	 

	2
	Verify the head office sanction /renewal for each advances
	 
	 

	3
	Verify that advances have been properly classified into Standard, Sub-standard, doubtful and Loss assets
	 
	 

	4
	See that margins are maintained in respect of secured advances 
	 
	 

	5
	Advances are classified in such a way that information required in schedule 9 of banking regulation act, 1949 can be gathered. Advances are classified in the balance sheet of banks in three ways- Classification based on nature of advance, classification based on nature and extent of security, classification based on place of making advances 
	 
	 

	6
	Ascertain whether Credit Scoring system has been accessed by the banks to assess the credit worthiness and capacity of a borrower to repay his loan and advances and also discharge his other obligations in respect of credit facility availed or to be availed by him particularly in view of Credit Information Companies (Regulation) Act, 2005 (CICRA).
	 
	 

	7
	The auditor should examine that any advance made by a banking company otherwise than in the course of banking business, such as, prepaid expenses, is not included under the head  ‘advances’ but is included under ‘other assets’
	 
	 

	8
	There should be no unrecorded advances 
	 
	 

	9
	Examine that the operation of each advance is reviewed at least once in a year 
	 
	 

	10
	Amounts included in balance sheet in respect of advances are outstanding at the date of the balance sheet
	 
	 

	11
	Examine that advances represent amount due to the bank
	 
	 

	12
	The bank should make an advance only after satisfying itself as to the credit worthiness of the borrower and after obtaining sanction from the appropriate authorities of the bank
	 
	 


	13
	All the necessary documents (e.g., agreements, demand promissory notes, letters of hypothecation, etc.) should be executed by the parties before advances are made
	 
	 

	 
	Advances against goods
	 
	 

	1
	Examine the stock statements and ascertain that the loans 

availed is with in the drawing power/limits sanctioned
	 
	 

	2
	Verify the fire insurance policy and ascertain that polices are alive as at 31st March 2006
	 
	 

	3
	Verify that letter of hypothecation has been executed in favour of bank
	 
	 

	4
	See that name board of the bank with mention of pledge /hypothecation has been properly displayed at a conspicuous place in borrower’s godown
	 
	 

	5
	Verify that charge is duly registered with ROC in case  of loan on hypothecation to limited company  
	 
	 

	6
	Banks should have a system in place to ensure that the borrower does not avail the advantage double financing on same stock, i.e., financing from bank for the portion of stock not paid to the creditors
	 
	 

	7
	Stock registers are maintained by the godown keepers of the lending bank in respect of goods pledged with the bank.  The godowns are regularly inspected by the inspectors and other officers of the bank
	 
	 

	 
	Loan on deposits (fixed deposits)
	 
	 

	1
	See that deposit receipts /pass books/ cash certificates have been duly discharged in favor of bank at the time of discharge
	 
	 

	2
	See that bank’s lien have been marked on deposit receipts as in their respective ledger folio
	 
	 

	3
	See that deposit receipts /pass books/ cash certificates have been duly discharged in favor of bank at the time of discharge
	 
	 

	4
	Stock registers are maintained by the godown keepers of the lending bank in respect of goods pledged with the bank.  The godowns are regularly inspected by the inspectors and other officers of the bank
	 
	 

	5
	See that no advance is granted against duplicate receipt without proper verification
	 
	 

	6
	In case of advances against deposit receipts of other branches ,to verify the intimation to that branch to mark the lien and to see that the same has been acknowledged  by other branch
	 
	 

	 
	Vehicle advance
	 
	 

	1
	Verify the copies of registration certificate
	 
	 

	2
	Test check the original certificate and ascertain that endorsement is made in favor of bank
	 
	 

	3
	See that vehicle has been comprehensively insured and verify the banker’s clause in insurance policy
	 
	 

	 
	Advance against immovable property
	 
	 

	1
	Go through the legal opinion of bank’s lawyer about title of property to the borrower
	 
	 

	2
	Verify the latest tax receipts towards the payment of property tax and verify the encumbrance certificate till the date of deposit of title deed
	 
	 

	3
	Verify the engineer’s valuation
	 
	 

	4
	Verify whether building has been properly insured and policy has been taken in the joint name of bank and the mortgagor
	 
	 

	 
	Advances against LIC
	 
	 

	1
	Scrutinise the insurance policy and ascertain the surrender value from LIC
	 
	 

	2
	The surrender value of the policies is taken as the basis of valuation
	 
	 

	3
	If surrender value is subject to payment of certain premium  the amount of such premium  has been deducted from the surrender value.
	 
	 

	4
	Verify the latest premium receipts
	 
	 

	5
	Satisfy that sufficient margin is kept
	 
	 

	6
	Verify whether policies have been duly assigned by  the insured in favour of bank and assignment is noted by LIC
	 
	 

	 
	Advances against shares
	 
	 

	1
	Shares  are accompanied by blank transfer deeds duly signed by the person (normally the borrower) in whose name they are registered
	 
	 

	2
	In case of shares held in de materialised form, authorisation slips should be obtained from the borrower and kept by the banker
	 
	 

	3
	Bankers’ lien should be noted in de materialised account of the client    
	 
	 

	4
	If the person in whose name the securities are registered is other than the borrower, the bank satisfy itself that the person has a good title to the security.  The bank also obtains a letter of renunciation from the person in whose name the securities are registered.
	 
	 

	5
	When shares offered as security are under promoters’ quota, banks require the promoters to provide an undertaking not to dispose of these shares during the tenure of the loan
	 
	 

	6
	Banks insist that borrowers issue ‘mandates’ in their favour for collection of dividends, etc.  
	 
	 

	 
	Advances against bills purchased and discounted
	 
	 

	1
	All the outstanding bills have been taken in the balance sheet;
	 
	 

	2
	All the details, including the nature of the bills and documents, are mentioned in the register and that the bills have been correctly classified
	 
	 

	3
	The bills purchased or discounted from different parties are in accordance with the agreements with them and the total of outstanding bills of each party is not in excess of the sanctioned limit
	 
	 

	4
	The bills are not overdue.  If there are any overdue bills, the auditors should ascertain the reasons for the delay and the action taken by the bank
	 
	 

	II
	Checklist on cash balance
	 
	 

	1
	Carry out the physical verification of cash as close to the balance sheet date as possible
	 
	 

	2
	If cash is kept separately in different departments or at different locations (e.g. at extension counters), all the balances should be verified by the auditor simultaneously
	 
	 

	3
	The auditor should ensure that global policy has been taken for safety of cash from theft or burglary and such policy is in force
	 
	 

	4
	Obtain a certificate indicating denomination-wise cash balance as per physical verification
	 
	 

	5
	The cash balance as physically verified should be agreed with the balance shown in the cash book and the cash balance book
	 
	 

	6
	Foreign currency notes  should be converted at the market rate prevailing on the closing day as notified by the Foreign Exchange Dealers' Association of India (FEDAI)
	 
	 

	7
	Pay special attention to the system of operation of currency chest transactions, recording of such transactions, method and frequency of counting of cash, and reconciliation with the link office.
	 
	 

	III
	Checklist on balance with RBI
	 
	 

	1
	Verify the ledger balances in each account with reference to the bank confirmation certificates and reconciliation statements as at the year-end
	 
	 

	2
	The auditor should review the reconciliation statements. He should pay special attention to the following items appearing in the reconciliation statements:
	 
	 

	3
	Cash transactions remaining unresponded;
	 
	 

	4
	Revenue items requiring adjustments/write-offs; and
	 
	 

	5
	Old outstanding balances remaining unexplained/unadjusted for over one year
	 
	 

	6
	Obtain a written explanation from the management as to the reasons for old outstanding transactions in bank reconciliation statements remaining unexplained/unadjusted for over one year
	 
	 

	IV
	Checklist of Balance With Banks (Other than Reserve Bank of India)
	 
	 

	1
	Examine that no debit for charges or credit for interest is outstanding and all the items which ought to have been taken to revenue for the year have been so taken
	 
	 

	2
	Examine that no cheque sent or received in clearing is outstanding.
	 
	 

	3
	Examine that all bills or outstanding cheques sent for collection and outstanding as on the closing date have been credited subsequently.
	 
	 

	4
	Examine the large transactions in inter-bank accounts, particularly towards the year-end, to ensure that no transactions have been put through for window-dressing.
	 
	 

	5
	In respect of balances in deposit accounts, original deposit receipts should be examined in addition to confirmation certificates obtained from banks in respect of outstanding deposits. 
	 
	 

	6
	Balances in deposit accounts are usually (though not necessarily) in round figures. Where such balances are in odd figures, the auditor should enquire whether the account concerned is actually of the nature of a deposit account.
	 
	 

	V
	Checklist on Money at Call and Short Notice
	 
	 

	1
	The auditor should examine whether there is a proper authorisation, general or specific, for lending of the money at call or short notice. 
	 
	 

	2
	Compliance with the instructions or guidelines laid down in this behalf by the head office or controlling office of the branch, including the limits on lendings in inter-bank call money market, should also be examined. 
	 
	 

	3
	Call loans should be verified with the certificates of the borrowers and the call loan receipts held by the bank.
	 
	 

	4
	Examine whether the aggregate balances comprising this item as shown in the relevant register tally with the control accounts as per the general ledger
	 
	 

	5
	Examine subsequent repayments received from borrowing banks to verify the amounts shown under this head as at the year-end. It may be noted that call loans made by a bank cannot be netted-off against call loans received.
	 
	 

	6
	Examine that money market lendings for more than 6 days are not classified under this head, but are classified as ‘deposits’ or ‘advances’ depending on the nature of lending and the parties to whom the moneys have been lent.
	 
	 

	7
	Examine whether interest has been properly accrued and accounted for on year-end outstanding balances of money at call and short notice.
	 
	 

	VI
	Checklist on Other assets 
	 
	 

	1
	Credit card outstanding are not to be included under ‘Other Assets’. Instead, they have to be shown as part of advances
	 
	 

	2
	all loans and advances given to staff, which are non-interest bearing should be included in item 'Others' under 'Other Assets'
	 
	 

	3
	The balance in the inter-branch accounts, if in debit, is to be shown under this head
	 
	 

	4
	While verifying inter office adjustment a/c attention should be paid to the origin and validity of old outstanding unmatched entries, particularly debit entries.
	 
	 

	5
	Test check the computation of interest on inter-branch transactions by the branch
	 
	 

	6
	Stationery and stamps should include only exceptional items of expenditure on stationery like bulk purchase of security paper, loose leaf or other ledgers, etc. which are shown as quasi-asset to be written off over a period of time
	 
	 

	7
	Non-Banking Assets Acquired in Satisfaction of Claims should be valued at  amount lower of the net book value of the advance or net realizable value of asset acquired
	 
	 

	8
	Pay special attention to items appearing in suspense account 
	 
	 

	VII
	Checklist on deposits
	 
	 

	1
	Saving banks account include inoperative saving bank accounts 
	 
	 

	2
	Interest payables on deposits which has accrued but is not due is to be shown under ‘other liabilities and provisions ‘ and not to be included under this head 
	 
	 

	3
	Verify balance in each account on individual basis 
	 
	 

	4
	Verify that balance as per subsidiary ledger tally with the related control account in the general ledger 
	 
	 

	5
	Ensure that debit balance  in current account are not netted  out on liabilities side but are included under head ‘advances’
	 
	 

	6
	Check calculation of interest on deposits 
	 
	 

	VIII
	Checklist on borrowings  
	 
	 

	1
	Ensure that interoffice transactions are not shown as borrowings 
	 
	 

	2
	Credit balances of Vostro and Nostro accounts are also included under this head 
	 
	 

	3
	Borrowings outside India include both  borrowings of Indian branches abroad as well as borrowings of foreign branches
	 
	 

	4
	Money at call or short notice taken by the bank is also shown under this head
	 
	 

	5
	A clear distinction has been made between ‘rediscount’ and ‘refinance’ since rediscount does not figure under this head
	 
	 

	6
	Examine the relevant correspondence or other documents to ensure that the branch has been authorised by the head office to borrow/retain other borrowings and that the terms on which borrowings have been made are in accordance with the authorisation
	 
	 

	IX
	Checklist of income
	 
	 

	1
	The amount to be included under interest/discount on advances/bills is net of the share of participating banks under inter-bank participation schemes on risk-sharing basis.
	 
	 

	2
	Income on investments includes all income derived from the investment portfolio by way of interest and dividend, except income earned by way of dividends, etc., from subsidiaries and joint ventures abroad/in India
	 
	 

	3
	A bank cannot take to income, unrealised interest on any non-performing advances (including Government guaranteed advances), irrespective of the fact whether the NPA has been subjected to any restructuring, rescheduling or renegotiation of terms
	 
	 

	4
	In respect of interest realised on non-performing advances, it has to be ensured that the credits in the respective accounts towards interest are not out of fresh/additional credit facilities sanctioned to the borrowers concerned
	 
	 

	5
	Interest on advances against term deposits, NSCs, IVPs, KVPs and life policies may be taken into account on the due date, provided adequate margin is available in accounts 
	 
	 

	6
	In case of accounts under corporate debt restructuring (CDR) scheme, the auditor should see whether the income on projects under implementation which have been classified as standard has been accounted for on accrual basis
	 
	 

	7
	Assess the overall reasonableness of the figure of interest earned by working out the ratio of interest earned on different types of assets to the average quantum of the respective assets during the year
	 
	 

	8
	Interest has been charged on all the performing accounts upto the date of the balance sheet
	 
	 

	9
	Interest rates charged are in accordance with the bank’s internal regulations, directives of the RBI and agreements with the respective borrowers.
	 
	 

	10
	Check whether any fees or commission earned by the banks as a result of re-negotiations or rescheduling of outstanding debts has, in terms of the income recognition guidelines issued by eth RBI, have been recognised on an accrual basis over the period of time covered by the re-negotiated or rescheduled extension of credit.
	 
	 

	X
	Checklist of expenditure
	 
	 

	1
	Assess the overall reasonableness of the figure of interest expense by working out the ratio of interest on different types of deposits and borrowings to the average quantum of the respective liabilities during the year
	 
	 

	2
	Verify that interest has been provided on all deposits and borrowings upto the date of the balance sheet
	 
	 

	3
	Verify that interest rates are in accordance with the bank's internal regulations, of the RBI directives, and agreements with the respective depositors
	 
	 

	4
	Verify that discount on bills outstanding on the date of the balance sheet has been properly apportioned between the current year and the following year;
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19.2 Checklist on Foreign Exchange Transactions

	S.No
	Aspects to be seen 
	Checked by 
	Supervised by 

	I 
	FCNR ACCOUNTS
	 
	 

	1.
	Details of deposits tallying with Branches
	 
	 

	2.
	System of reporting
	 
	 

	3.
	Applicability of notional rate
	 
	 

	4.
	Revaluation is done every reporting Friday for CRR purposes
	 
	 

	5.
	Is it debited to proper head of account
	 
	 

	6.
	Calculation of Interest test checked
	 
	 

	7.
	Payment authorization made by valid Authority
	 
	 

	8.
	Liabilities reversed on payment
	 
	 

	9.
	Method of reconciliation of Nostro Account with FCNR
	 
	 

	10.
	Revaluations has not to be taken to P&L A/c
	 
	 

	 
	 
	 
	 

	II
	RESIDENT FOREIGN CURRENCY ACCOUNTS
	 
	 

	1.
	Track record of exporters
	 
	 

	2.
	Permission of RBI
	 
	 

	3.
	Opening of Accounts of SEZ in compliance
	 
	 

	 
	 
	 
	 

	III
	EEFC ACCOUNTS
	 
	 

	1.
	No credit facilities against the security of balances
	 
	 

	2.
	100% of Inward remittance for Status Holder Exports.
	 
	 

	 
	 
	 
	 

	IV
	FOREIGN CURRENCY LOANS AND EXPORT CREDIT IN FOREIGN CURRENCY
	 
	 

	1.
	Whether the bank has formulated an accounting policy for the same
	 
	 

	2.
	Whether the branch follows the same.
	 
	 

	3.
	Whether the assets are booked at “A” category branch of “B” category Branch
	 
	 

	4.
	Whether the Branch collected the Interest properly by duly applying the BC selling rate for the Interest (or) is recovered from foreign currency sources of borrower.
	 
	 

	5.
	Rupee to be converted to foreign currency by suitable rate.
	 
	 

	6.
	Overdue loans- overdue interest at 2% more than the normal rate.
	 
	 

	7.
	Crystallization into rupee liability
	 
	 

	8.
	Conversion at TT selling rate to market liability
	 
	 

	9.
	The export borrower availing pre shipment credit in foreign currency has to avail post shipment credit also in foreign currency.
	 
	 

	10.
	Foreign currency loans granted to domestic borrowers, accounting entries are similar
	 
	 

	11.
	Re- statement of foreign assets, risk weightage provisioning norms etc.
	 
	 

	12.
	Name of such accounts and type of arrangement
	 
	 

	13.
	Funding of these accounts- bonafide transactions- freely convertible balances
	 
	 

	14.
	System of monitoring overseas banks
	 
	 

	15.
	Forward purchase /sale of foreign currencies against rupee for funding is prohibited
	 
	 

	16.
	Temporary overdrawals to overseas branch/ correspondent not to exceed specified limit
	 
	 

	17.
	Statement to be sent to forex market division of RBI
	 
	 

	 
	 
	 
	 

	V
	NON RESIDENT BANK ACCOUNTS
	 
	 

	1.
	Name of such accounts and type of funding
	 
	 

	2.
	System of monitoring overseas bank not to take a speculative view on Rupees
	 
	 

	3.
	Forward purchase/ sale of foreign currencies against rupee for funding is prohibited , compliance
	 
	 

	4.
	Temporary over drawls
	 
	 

	5.
	Purpose
	 
	 

	6.
	Period
	 
	 

	7.
	Statement to be sent to Forex Market division of RBI
	 
	 

	 
	 
	 
	 

	VI
	INTERNAL CONTROLS
	 
	 

	 
	 
	 
	 

	1.
	Counter party confirmation should be properly obtained.
	 
	 

	2.
	Recording the deals at an appropriate time. 
	 
	 

	3.
	Segregation of duties has been done appropriately
	 
	 

	4.
	The directives by RBI are followed and complied with effectively
	 
	 

	5.
	Proper system of hedging against possible exchange losses is done where possible.
	 
	 

	6.
	There are periodic reconciliations of NOSTRO Accounts.
	 
	 

	7.
	The transactions between the branch designated as authorized dealer and other branches should be periodically done.
	 
	 

	8.
	Counter party confirmation should be properly obtained.
	 
	 

	9.
	Recording the deals at an appropriate time. 
	 
	 

	 
	 
	 
	 

	VII
	GUARANTEES AGAINST EXPORTS
	 
	 

	 
	 
	 
	 

	1.
	Caution List exporters- RBI’s prior approval obtained
	 
	 

	2.
	Type of Guarantee
	 
	 

	3.
	Legal/ credit departments approval
	 
	 

	4.
	Counter Guarantees on performance, advances payment whether obtained a premium remitted to them properly
	 
	 

	5.
	Collection of commission
	 
	 

	6.
	Accounting of commission
	 
	 

	7.
	Accounting entries at BC selling rates
	 
	 

	8.

 
	FEMA compliance
	 
	 

	9.
	Risk Weight Assessment
	 
	 

	10
	Capital Adequacy
	 
	 

	VIII 
	 RECONCILIATION OF NOSTRO ACCOUNTS
	 
	 

	 
	 
	 
	 

	IX
	COUNTRY RISK
	 
	 

	1.
	Funded exposures
	 
	 

	2.
	Investments
	 
	 

	3.
	NOSTRO minor debit balances
	 
	 

	4.
	Overdraft in VOSTRO Accounts
	 
	 

	5.
	Remittances honoured drawing arrangements
	 
	 

	6.
	Loans and Advances
	 
	 

	7.
	Trade Credit and receivables
	 
	 

	8.
	Other Monetary assets
	 
	 

	9.
	Non Funded Exposures
	 
	 

	 
	 
	 
	 

	X
	DEALS VERIFICATION
	 
	 

	 
	 
	 
	 

	1.
	Confirmation of deals from counter parties
	 
	 

	2.
	Rate Scan
	 
	 

	3.
	Settlement on due date
	 
	 

	4.
	Overdue Interest payments
	 
	 

	5.
	Consistency in recognizing payables and receivables
	 
	 

	6.
	Mistakes are corrected immediately
	 
	 

	7.
	Internal adherence to systems
	 
	 

	8.
	FEDAI rates compliance
	 
	 

	 
	 
	 
	 

	XII
	VERIFICATION OF DEALS REGISTER
 
	 
	 

	XIII
	COMPUTATION OF EXCHANGE RATES
 
	 
	 

	XIV
	BOOKING AND CANCELLATION FORWARD EXCHANGE CONTRACTS
 
	 
	 

	XV
	EXCHANGE POSITIONS AND COVER OPERATIONS AND TRADING
 
	 
	 

	XVI
	NOSTRO ACCOUNT MAINTENANCE
 
	 
	 

	XVII
	RECONCILIATION OF NOSTRO ACCOUNTS BALANCES WITH MINOR ACCOUNTS MAINTAINED
 
	 
	 

	XVIII
	VOSTRO ACCOUNTS MAINTENANCE
 
	 
	 

	XIX
	RATE SCANNER MAINTENANCE
 
	 
	 

	XX
	MARKET LEVELS VIS A VIS FORWARD PREMIUMS
 
	 
	 

	XXI
	INTERNAL CONTROL GUIDELINES OF THE BANK AS PER FOREIGN EXCHANGE POLICY IS FOLLOWED
 
	 
	 

	XXII
	OBSERVATIONS OF CONCURRENT AUDIT REPORT NOTED AND ACCOUNTED FOR
 
	 
	 

	 
XXIII
	RBI GUIDELINES FOLLOWED
	 
	 

	 
XXIV
	FOREIGN EXCHANGE DEPARTMENT INSTRUCTIONS AND RULES FOLLOWED
 
	 
	 

	 
XXV
	FEMA COMPLIANCE
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19.3 Checklist on other key areas

I. DEPOSITS - 

· In case of premature encashment of deposits, whether bank has reduced the interest payable due to premature encashment.

· Are overdue deposits transferred to Overdue deposit account

· Verify the operations in in-operative account on test check basis.  If there are operations whether they have been done as per proper procedure

· Whether interest provision is required to be made in case of term deposits which are matured but not enacashed by the depositor?

II. SUSPENSE ACCOUNTS/SUNDRY ASSETS
· One of the most important areas of Bank Branch Audit.  Branch personnel are required to park entry under this head for a temporary period. However there is a tendency to keep these entries for along period without proper follow-up.

· Obtain the break up of entries under this head and verify the correctness thereof.

· Scrutinise very old entries and report on inadequancies in liquidating such entries.

· Non recoverable debit balance should be reported/provision recommended through MOC

· Illustrative list of such accounts is advance against travelling, difference in cash, difference in books, payment to merchant establishments, advance against expense/purchase of asset etc.

III.
GUARANTEES:
· Branches have tendency of not reversing expired guarantees which have got bearing on capital adequacy of Bank.

IV.
SOME INSTANCES OF WINDOW DRESSING IN BRANCH :
· Large amount of deposit accepted on last date and cheque still in clearing’

· Overdraft account allowed in one account and deposit account credited.

· Interest accrued and not due shown as deposit.

· Security value overstated

· Unsecured advance account shown as secured.

V.
INTER BRANCH RECONCILIATION:
As Branch Auditor you are required to report in LFAR the break up of outstanding entries, reasons for such outstanding entries and steps taken by management as obtained from the management.

Generally the auditors obtain from the Branch Manager the break up of old entries and also the steps taken by him to clear the old entries and report in LFAR.  To verify whether the explanation by the Branch Manager is correct, it is imperative that the Branch Auditors understand the system of Inter Branch Reconciliation followed by the Bank.


Procedure of Inter Branch Reconciliation :
· The branch which initiates a transaction (“the originating branch”) sends the advice of transaction (‘the originating entry’) to the other branch (“ the responding branch/ responding entry)

· The daily originating entry and daily responding entries are entered in a statement called “Branch Daily Statement” which is sent to head Office for reconciliation purpose which contains date of transaction, Branch codes, type of document, amount etc.

· The Head Office reconciles the originating entries and its corresponding responding entries. Unmatched entries are identified for necessary action.

· The Branch then reviews the IBR statement received from H.O. and identified the entries and responds back to H.O. with necessary explanations for liquidating the entries.

Steps for verification:
· Verify on test check basis the branch daily statement and check the adequacy of the system of receipt and monitoring the input of data in the branch daily statement.

· Check the adequacy of system of input of date in the branch daily statement

· Verify whether Branch responds promptly to error advises received from H.O.

· Whether Branch is vigilant about clearance of high value entries, cash transaction & old entries.

· Whether IBR statements are received regularly from H.O. and attended to.

· Scrutiny of subsequent entries which are reversed.

After verifying above you should form your opinion about the adequacy of system. 

Follow-up action taken by the branch to clear the old entries.  Where the unreconciled entries are large and old auditors should give suitable qualification in their report.

VI. STATIONERY & STAMPS:

· Verification of Internal Control  system which is generally weak.

· Receipt of Stationery with Despatch memo.

· Old stamp papers/ Non-MICR cheques.

Control on issue of  Cheque Books, D.D. Books, F.D.

· Cheque book/demand draft containing address of the printers.
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20.0 Useful sites

1. Institute for Development & Research in Banking Technology [IDRBT] was established by the Reserve Bank of India 

http://www.idrbt.ac.in/

2. bankingindiaupdate.com promoted by Infotech & Financial Services, an organisation engaged in publishing of a monthly news-magazine on banking "Banking events updatE",

http://www.bankingindiaupdate.com/

3. http://www.allbankingsolutions.com/

4. Banknet Group, promoted and managed by senior bankers is focused on disseminating banking and financial information through Online, Offline, Print and Mass Media.

http://www.banknetindia.com/
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