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1. PRELIMINARY
1. Review of Concurrent Audit/RBI Inspection/ Internal Audit Reports.

2. Examine the Delegated authority of branch officials.

3. Study the salient features of books of instruction especially relating to advances.

4. Review various Control Returns sent by the Branch to Controlling Offices.

5. Obtain the accounting policies of the Bank.

6. Go through important circulars especially the closing circular.          

7. Plan Long Form Audit Report.

8. Obtain Trial Balance to identify the areas to be verified. 


Broadly the areas to be verified as Branch Auditors are :

i) Physical verification of cash, security papers, valuable securities etc. 

ii) Deposits

iii) Advances

iv) Sundry Assets/Suspense Accounts

v) Sundry Liabilities  

vi) Inter Branch Reconciliation

vii) Fixed Assets

viii) Contingent Liabilities

ix) Income Heads

x) Expenditure  Heads

9.   Evaluate the internal control systems to assist in determining the nature and extent of audit          procedures. 

10.    Finalise Audit Programme.

11.    Ensure execution of work as per audit programme.

2.
VERIFICATION OF ADVANCES

1.  EXTENT OF CHECKING 

I. Verify all advances whose balance is lower of 1% of total advances or 1 Cr.

II. Verify advances which are adversely commented in previous report, Concurrent Audit, RBI Inspection, control returns.

III. Identify the advances which are sanctioned within one year, above one year and less than two years and above two years to decide the depth of checking of these advances.

     IV. Accounts which have been upgraded from NPA to Standard.

Important: Don’t ignore verification of documents etc of accounts which have  already been classified as NPA

2.  STAGES OF VERIFICATION

Broadly the areas can be divided in to three stages as under.                                            

I. Pre sanction - Credit appraisals etc. 

II. Post sanction-Compliance of terms of sanction, Disbursement, Documentation etc.

    III.   Review and Monitoring

I) Pre sanction - Credit appraisals etc.

· Whether loan application is in the prescribed format.

· Whether credit appraisal is done by competent person.

· Whether adequate information with regard to experience & track record of the  borrower, their financial strength etc. and basic documents like Memorandum & Articles etc. are available 

· Whether projections are realistic and they have been properly analysed.

· Whether marketability of the product is considered.

· Availability of relevant documents like SSI Registration, Quotation of machinery to be acquired, estimate of cost of building, title deed of land.

· Whether Net worth of the borrower and guarantor is adequately supported.

II) Post sanction-Compliance of terms of sanction, Disbursement, Documentation etc.


1. Compliance of terms of sanction:

            Common instances of non compliance of terms of sanction

· Necessary funds as required by the borrower not brought in by the borrower.

· Net worth of the guarantor not furnished.

· End use of the funds not verified

· Borrower continuing to have operations with other Banks.


2. Documentation.
Some Instances of deficiencies:

· Documents left blank

· Overwriting in documents, change in handwriting, use of different ink, incomplete documents.

· Joint documentation in case of consortium advances not available.

· Documents for interchangeability of limits not obtained.

· Documents for working capital demand loan under loan delivery system whether required to be separately executed?

· Documents are inadequately stamped.

· Documents in case of  staff advance not available.

· Certificate of registration of charge not available

· Certification of documents from prescribed competent persons not available.

· Confirmation of balance left blank.

III.        Review & Monitoring

Deficiencies generally observed are:
· Stock / Book Debts / QIS statements not furnished in time.

· Stock Statement received form Borrower filed  in a routine way without scrutiny.   Non moving stock not identified.

· Age wise analysis of Debtors not done.Debtors more than 90 days considered for D.P.

· D.P. not correctly calculated. Some very weak areas are advance against shares & lease finance.

· inadequate insurance, insurance not available, Policy without Bank clause/coverage of all risk.

· operations in the accounts not scrutinised with reference to projections, QIS statements, audited accounts etc.

· In case of consortium advances account is not monitored in close coordination with the member bank.

· Physical verification of assets and stock not done as per stipulation.   Defects pointed out by the Inspectors are neglected.   Physical stock not cross verified with Stock Statement submitted.    Stock statement at year end not submitted.

· Valuation of stock not verified.   Assistance for valuation not taken where valuation is complex.

· Confirmation for stock with third party not obtained or physical verification of Stock not done.

· Material received from third parties for job work not excluded while calculating D.P.

· branch having accounts of group of companies with similar business and same stock included in all the stock statements.

· Diversion of funds and inter account transfers are not properly monitored.

· Accounts not reviewed/renewed at regular interval.

· Monitoring of account where sub-limit is transferred to branches.

· Borrower having operations with  other bank.

· To cover the valuation of security, revaluation of assets done which may not be genuine.

· Physical verification of security pledged

3.
SOME IMPORTANT AREAS

I.
      DEPOSITS - SOME IMPORTANT ISSUES

· 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 encashed by the depositor?

II.
SUSPENSE ACCOUNTS/SUNDRY ASSETS
· One of the most important areas of Bank Branch Audit.  But due importance is not given to this area, branch personnel is required to park entry under this head for a temporary period.  But have 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 inadequacies in liquidating such entries.

· Non recoverable debit balance should be reported/provision recommended through MOC(Circular dt.14-3-1999 re:.Debit balance in Inter Branch Accounts)

· 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 RECONCILLIATION:
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 an opinion is to be made about the adequacy of system. Follow-up action taken by the branch to clear the old entries should be looked into.  Where the un-reconciled 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.
· Control on issue of Cheque Books, D.D. Books, F.D. Receipts.         

· Cheque book/demand draft containing address of the printers.
VII. PROFIT & LOSS ACCOUNT:

· Penal Interest in C.C. & O.D.A/c

· Commitment charges

· Capital Expenditure debited to Profit & Loss Account

· Pre paid expenses

· Charges for non maintenance of minimum balance

· Expenses relating to software

4. LONG FORM AUDIT REPORT
· Main Audit Report and Long Form Audit Reports are two separate reports.

· At times though audit qualifications are included in the LFAR, they are not highlighted in the main Audit Report.

· Comments in LFAR should be specific and not vague or general.

· LFAR is of utmost importance for Central Statutory Auditors who place reliance on the work of Branch Auditors.

· LFAR covers all the areas of the Branch Audit and is the end result of the efforts and would reflect on professional competence and therefore should not be treated as a mere questionnaire to be filed in a routine way.

Some observations of LFAR, given by the Branch Auditors:
· Observations / Comments on revenue items and old entries outstanding in respect of balance with RBI, SBI & Other Banks not given.

· Break up of claims outstanding with DICGC and system thereof is not commented upon.

· Cases of non corporate entities enjoying working facility beyond Rs.10 lacs and not complying with RBI guidelines with regard to compulsory audit are not reported.

· Comments on Suspense Accounts not given.

· Critical comments on maintenance of books of account not given.

· Generally no comments are given under the head “miscellaneous”.

                    e.g   - Expired Guarantees.  

                       - Dead Stock Register and Fixed asset Register.  

                      - Indemnity bonds for at par facility/funding of at par facility.

                     - Claims against the bank not acknowledged as debt.

5. MISCELLANEOUS

1. Advance against Book Debts are secured or unsecured.

2. Balance outstanding in a Standard Account is Rs.25 lacs.Value of security mortgaged/hypothecated is Rs.15 lacs. Banks generally have tendency of classifying such accounts as fully secured. Auditors should verify classification with respect to security even of Standard assets.

3. Pension payment is advance or other asset?

4.       All interest bearing advances to staff should be shown under advances and  non interest                              bearing loan to staff should be shown under the head other asset.

5.      Whether branch auditors should qualify their report for non compliance of accounting     

            standards at branch level.

7.       Some important items 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.

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.  

6. ASSET CLASSIFICATION, INCOME RECOGNITION & PROVISIONING
(PRUDENTIAL NORMS)
INCOME RECOGNITION

1.1. Income Recognition Policy
1.1.1.  The policy of income recognition has to be objective and based on the record of recovery. Internationally income from nonperforming assets (NPA) is not recognised on accrual basis but is booked as income only when it is actually received. Therefore, the banks should not charge and take to income account interest on any NPA.

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

1.1.3. Fees and commissions earned by the banks as a result of renegotiations or rescheduling of outstanding debts should be recognised on an accrual basis over the period of time covered by the re- negotiated or rescheduled extension of credit.

1.1.4. If Government guaranteed advances become NPA, the interest on such advances should not be taken to income account unless the interest has been realised.

     1.2 Reversal of income

1.2.1 If any advance, including bills purchased and discounted, becomes NPA as at the close of any year, the entire interest accrued and credited to income account in the past periods, should be reversed or provided for if the same is not realised. This will apply to Government guaranteed accounts also.

1.2.2 In respect of NPAs, fees, commission and similar income that have accrued should cease to accrue in the current period and should be reversed or provided for with respect to past periods, if uncollected.

1.2.3 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 nonperforming, and remaining unrealised, should be reversed or provided for in the current accounting period.

1.3 Appropriation of recovery in NPAs

1.3.1 Interest realised on NPAs may 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.

1.3.2 In the absence of a clear agreement between the bank and the borrower for

the purpose of appropriation of recoveries in NPAs (i.e. towards principal or interest

due), banks should adopt an accounting principle and exercise the right of

appropriation of recoveries in a uniform and consistent manner.

1.4 Interest Application

There is 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.

ASSET CLASSIFICATION

1.1 Categories of NPAs

Banks are required to classify nonperforming assets further into the following three

Categories based on the period for which the asset has remained nonperforming and the realisability of the dues:

i. Substandard Assets

ii. Doubtful Assets

iii. Loss Assets

1.1.1. Substandard Assets

With effect from 31 March 2005, a substandard 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 jeopardize the liquidation of the debt and are characterised by the distinct possibility that the

banks will sustain some loss, if deficiencies are not corrected.

1.1.2 Doubtful Assets

With effect from March 31, 2005, an asset would be classified as doubtful if it has remained in the substandard category for a period of 12 months. A loan classified  as doubtful has all the weaknesses inherent in assets that were classified as substandard, 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.

1.1.3 Loss Assets

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.
PROVISIONING NORMS

2.1 General

2.1.1 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. 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.
2.1.2 In conformity with the prudential norms, provisions should be made on the nonperforming assets on the basis of classification of assets into prescribed categories as detailed in paragraphs 3 supra. Taking into account the time lag between an account becoming doubtful of recovery, its recognition as such, the  realisation of the security and the erosion over time in the value of security charged to the bank, the banks should make provision against substandard assets, doubtful assets and loss assets as below:

2.1.2.1 Loss assets should be written off. If loss assets are permitted to remain in the books for any reason, 100 percent of the outstanding should be provided for.

2.1.2.2 Doubtful assets
i.100 percent of the extent to which the advance is not covered by the realizable value of the security to which the bank has a valid recourse and the realisable value is estimated on a realistic basis. 

ii. In regard to the secured portion, provision may be made on the following basis, at the rates ranging from 20 percent to 100 percent of the secured portion depending upon the period for which the asset has remained doubtful:

Period for which the advance has

Provision requirement(%)

remained in ‘doubtful’ category

Up to one year 



  
  20

One to three years 


  
  30

More than three years 



100

2.1.2.3 Substandard 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 exposures’ which are identified as ‘substandard’ would attract additional provision of 10 per cent, i.e., a total of 20 per cent on the outstanding balance. The provisioning requirement for unsecured ‘doubtful’ assets is 100 per cent. Unsecured exposure is 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. ‘Exposure’ shall include 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 (including State government guarantees), comfort letters etc.
2.1.2.4 Standard assets
(i) 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;

(d) all other advances not included in (a) above, at 0.40 per cent (these include Asset Finance Companies)

(ii) The provisions on standard assets should not be reckoned for arriving at net NPAs.

(iii)The provisions towards Standard Assets need 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.

Capital Adequacy Norms

1. Tier approach to capital :

1.1. Core Capital: Equity, Disclosed Reserves

1.2. Supplementary Capital: General Loan Loss Reserves, Other Hidden Reserves, Revaluation Reserves, Hybrid Capital Instruments and Subordinate Debts

1.3. 50% of the capital to be reckoned as core capital.

2. Risk Weights for different categories of exposure of banks ranging from 0 % to 100 % depending upon the riskiness of the assets. While commercial loan assets had a risk weight of 100%, inter-bank assets were assigned 20% risk weight; sovereign paper carried 0 % risk weight.
Capital to Risk Asset Ratio (CRAR) for UCBs

RBI introduced a minimum CRAR of 8% in 1992, for the commercial banks based on the recommendations of the Committee on Financial Sector Reforms (Narsimham Committee I), in a phased manner.

Pursuant to the recommendations of the High Power Committee ( Madhavrao Committee), UCBs were brought under the CRAR discipline with effect form March 31, 2002, in a phased manner. Accordingly, UCBs were advised to adhere to capital adequacy standards which currently is 9% for both, scheduled and non-scheduled UCB’s

Essentially, under the capital adequacy framework, the balance sheet assets, and off-balance sheet items have been assigned weights according to the prescribed risk weights. The value of each asset/item shall be multiplied by the relevant weights to arrive at the risk-adjusted values of assets and of off-balance sheet items. The aggregate will be taken into account for reckoning the minimum capital ratio. UCBs are required to maintain minimum ‘Capital Funds’ equivalent to the prescribed ratio on the aggregate of risk weighted assets and other off-balance sheet exposures on an ongoing basis.

Tier I capital

Tier I would include the following items:

· Paid-up share capital collected from regular members having voting powers.

· Free Reserves as per the audited accounts. Reserves, if any, created out of revaluation of fixed assets or those created to meet outside liabilities should not be included in the Tier I Capital Free reserves shall exclude all reserves / provisions which are created to meet anticipated loan losses, losses on account of fraud etc., depreciation in investments and other assets and other outside liabilities. While the amounts held under the head "Building Fund" will be eligible to be treated as part of free reserves, "Bad and Doubtful Reserves" shall be excluded.

· Capital Reserve representing surplus arising out of sale proceeds of assets.

· Any surplus (net) in Profit and Loss Account i.e. balance after appropriation towards dividend payable, education fund, other funds whose utilisation is defined, asset loss, if any, etc.

Tier II Capital

Tier II capital would include the following items:

· Undisclosed Reserves

· Revaluation Reserves

· General Provisions and Loss Reserves

· Investment Fluctuation Reserve

· Hybrid Debt Capital Instruments

· Subordinated Debt
7. AUDITING IN COMPUTERISED ENVIRONMENT

-Overall scope of audit do not change but audit procedures are affected.

-Though greater assurance regarding processed output special attention to those aspects where EDP system is more vulnerable.

-Familiarise with EDP system, gain the understanding of flow of transactions and specific control procedures by reviewing sample reports. Also review of system audit may be done.

-Some of the controls which could be verified are:

1. A valid login name and valid password., its length ,use from a particular work station, change of pass word from a particular work station

2. Access to system between stipulated hours.

3. Password protection of a particular menu.

4.  Reactivating dormant account through a valid supervisory password.

5. User time out is prescribed. If the key board remains inactive for the specified duration, the user has to re enter the system using his password. 

6. Maximum number of attempts to enter the system from a workstation is specified

7. Controls relating to transactions.

-Generally, auditing is done around the computer.

-Select a few transactions of each type from start to end with print outs 

-obtain written representation from the management about the changes in the EDP system that has taken place during the year.
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