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AUDIT OF NON BANKING FINANCIAL 

COMPANIES 

Question 1 

You are the auditor of IJK Ltd., a NBFC registered with RBI.  How would you proceed to 
ensure the compliance of Prudential Norms directions by it.  (4 Marks) (November 2008) 

Answer  

Compliance of Prudential Norms by NBFC 
(i) The auditor has to verify the compliance of prudential norms relating to income 

recognition, income from investments, accounting standards, accounting for investments, 
asset classification, provisioning for bad and doubtful debts, capital adequacy norms, 
prohibition on granting of loans by a NBFC against its own shares, prohibition on loans 
and investments for failure to repay public deposits and norms for concentration of 
credit/investments. 

(ii)  An auditor should ensure that the Board of Directors of every NBFC granting/intending to 
grant demand/call loans shall frame a policy for the company and shall implement too. 

(iii) An auditor should assess on the basis of examinations conducted by him whether the 
NBFC has complied with the prudential norms. In particular, he should verify that 
advances and other credit facilities have been properly classified as standard/sub 
standard/doubtful/loss and that proper provision has been made in accordance with the 
Directions. 

(iv) In respect of Non Performing Assets, an auditor should check whether the unrealised 
income in respect of such assets has not been taken to the Profit & Loss Account on an 
accrual basis. Income from NPAs should be accounted for on realisation basis only. 

(v) Check whether all accounts which have been classified as NPAs in the previous year 
also continue to be shown as such in the current year also. If the same is not treated as a 
NPA in the current year, the auditor should specifically examine such accounts to 
ascertain whether the account has become regular and the same can be treated as 
performing as per the Directions. 
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Question 2 

Enumerate the verification procedures in relation to audit of a Hire-Purchase Finance 
Company.  (8 Marks) (June 2009) 

Answer 
Verification Procedures in relation to audit of a Hire Purchase Finance company (HPFC): 
Hire Purchase Finance Company 
(i) Ascertain whether the NBFC has an adequate appraisal system for extending hire 

purchase finance. The system of appraisal is basically concerned with obtaining 
information regarding the credit worthiness of the hirer, his experience in the field, assets 
owned, his past track record and future projections of his income. 

(ii) Verify that the payment for acquiring an asset should be made directly to the 
supplier/dealer and that the original invoice has been drawn out in the name of the 
NBFC. 

(iii) In the case of high value hire purchase items relating to machinery/equipment, an auditor 
should ascertain whether the valuation reports and installation reports are called for. In 
case of some high value items, he should also physically verify the asset in possession 
of the hirers, particularly in a situation where he has any doubts as regards the 
genuineness of the transaction. 

(iv) If the hire purchase finance is against vehicles, check whether the registration certificate 
contains an endorsement in favour of the hire purchase company. 

(v) The auditor should verify whether the NBFC has a system in place for verifying the hire 
purchase assets periodically to ensure that the hirers have not sold the assets or 
otherwise encumbered them. 

(vi) Check whether hire purchase instalments are being received regularly as and when they 
fall due. Check whether adequate provision has been made for overdue hire purchase 
instalments as required by the NBFC Prudential Norms directions. 

(vii)  Examine the method of accounting followed by the hire purchase finance company for 
appropriation of finance charges over the period of the hire purchase contract. Ascertain 
that there is no change in the method of accounting as compared to the immediately 
preceding previous year. 

(viii) Verify that the assets given on hire purchase have been adequately insured against. 
(ix) In case the goods are repossessed by the hire purchase finance company on account of 

non-repayment of hire purchase instalments, verify that the repossessed goods have 
been valued on a realistic basis by the hire purchase finance company. 
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Question 3 
Write short notes on the special points that may be covered in the audit of equipment leasing 
finance company. (4 Marks) (May 2010) 

Answer 

Audit of equipment leasing finance company 

The auditor should: 
(i) Ascertain whether the Non Banking Financial Companies (NBFC) has an adequate 

appraisal system for extending equipment leasing finance. 
(ii) Verify whether there is an adequate system in place for ensuring installation of assets 

and their periodical physical verification. In some major transactions, arrange for physical 
verification of the leased assets so as to dispel any doubts that equipment leasing 
finance was not extended without the corresponding assets being created. 

(iii) Ascertain that the NBFC has an adequate system for monitoring whether the assets have 
been adequately insured against and regular maintenance of the leased asset is being 
carried out by the lessee. 

(iv) Verify the lease agreement entered into with the lessee in respect of the equipment given 
on lease. 

(v) Verify whether the Accounting Standard issued by the Institute of Chartered Accountants 
of India in respect of “Accounting for Lease” has been compulsorily followed. 
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