Reporting Under LFAR
& Practical Approach to

Audit Of Branches Of Bank
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Preliminary

» [nfroduced in 1985 by RBI to overcome the shortfall in
Statutory Audit Report to communicate lacunae in
operations and infernal confrol system and later
amended in 2003

» The reporting format last amended in 2020.

» |FAR /S a questionnaire prescribed by RBI for reporting
systemic deficiencies, on the internal control
sysfems of various operations of the Bank .




Background

Guiding principles on objective, strategy, scope and
coverage of LFAR of Statutory Central Auditors:-

The overall objective of the Long Form Audit Report (LFAR)
should be to identify and assess the gaps and vulnerable
areas In the business operations, risk management,
compliance and the efficacy of internal audit and provide
an indegpendent opinion on the same to the Board of the
bank and provide their observations

Involyes commenting on various risks to which the banks are
exppsed to like credit, market, operational and liquidity risk

rsk  management  efficacy, assessment  of
ropriateness of procedures for preparation of supervisory
urns, KYC/AML/CFT issues, cyber security, business
rformance, business strategy including very high growth /
high ROE accompanied with high risks, efc




Preliminary

Guiding principles on objective, strategy, scope and
coverage of LFAR of Branch auditors:-

The overall objective of the branch audit should be to have
fransaction testing and provide inputs to the Statutory
central Auditors on adequacy of implementation of various
policy and requlatory requirements, including efficacy of the
sysfem/ and assurance  functions  (risk _management,
comp/fionce and internal audit) at branch level.

The /threshold fixed for different purposes for comments in

he/ LFAR will decide that above the threshold, the
nsaction detailing needs to be seen and commented
on. However, below the threshold, the system and
cesses should be checked and commented upon.




Preliminary

Verification of data integrity and data related conftrol
systems and processes should be carried out and
commented upon, with the special thrust on those data
inputs which are fo be used for MIS at corporate office
level and for supervisory reporting purposes.

Where any of the comments made by the auditors in their
LFAR Is /adverse, they should consider whether a
qualificgtion in their main report is necessary.

It shovld notf, however, be assumed that every adverse
compnent in the LFAR would necessarily result in @
qualification in the main report.

eciding whether a qualification in the main report Is
ecessary, the auditors should use their professional
gment in the facts and circumstances of each case.




LFAR Basics

» Main Stafutory Audit Report(SAR) and LFAR are two
independent unrelated reports.

» |FAR is a report for the limited use of management and
the regulator(RBI).

» Comments/qualifications in LFAR not to be related to
main report or vice versa- Avoid cross referencing.

» |f there are any observations in LFAR which impact the
trye and fair view, it should be reported in the main
dit report also.

ranch LFARs to enable the SCA draft the LFAR for the
Bank as a whole.



LFAR Basics

®» The questions in LFAR are only indicative and not
exhaustive.

» The LFAR questionnaire should be answered in clear,
concise, and meaningful manner — objectivity.

» Avoid 'making vague or general comments. Give
specijfic instances of deficiencies.

= Avgid ‘yes’ or ‘no’ answers
» Finalise statutory report and LFAR simultaneously.

he branch level reporting should be sufficiently detailed
and quantified to enable expeditious consolidation.

Discuss the contents of the report with the Branch head
o avoid any factual errors and fo be signed by the
ranch head too.



LFAR Basics

Extent of verification, method of sampling, limitations on
information made available, management
representations obtained etfc., should be detailed in the
report.

Precaytions to be taken:-

» Have adequate back papers in your files with required
representations

FAR to be signed by the branch head too.



LFAR as a tool for audit Planning

®» |[FAR questionnaire helps the auditor to gain a
good understanding of :

v Internal control systems and procedures of the
Bank

nstructions issued by conftrolling authorities

v Organisation structure and delegated authority
of the bank

v Closing instructions issued by HO



LFAR as a tool for audit Planning

» Review, the LFAR of the previous year and reports if
any RBI AFl, Inspections, concurrent audit etc.

» Call for the relevant information from the Branch in
advance.

» The /compilation of answers to LFAR questions
during the course of audit wil effectively
complement the audit process.




Broad Structure of LFAR

®» The broad structure of LFAR consists of questions on four sets
of areas as under:

A. Assefts
Cash

Balances with RBI,SBlI and other banks

Money at call and short notice.
Investments

Advances

Other Assets



Broad Structure of LFAR

B. Liabilities
1. Deposits

2.  Ofther liabilities-Bills Payable, Sundry Deposits etc.
3. Contingent liabilities

. Profit & Loss Account

D. Generdl

1. Gold Bullion/Security ltems (New)

Books and records

Inter branch accounts

Frauds

Implementation of KYCAML guidelines (New)

Management Information Systems (New)

s 0 D

Miscellaneous




Additional parficulars for
specilliased braches

Dedaling In Foreign Exchange transactions
~or clearing house operations (Service

Asset Recovery branches

» formarf for large/Irregular/critical
advances (filled in by branch and to be
verified by auditors)



Cash, Bank balances, money at call and
short notice, and Investments




Cash and Bank Balances

®» System to ensure cash in Joint custody of two or
more officials -internal circulars

» Physical verification of cash including the cash in
ATM- internal circulars

» Cash /balance retention Ilmit as per Iinternal
guidglines v. general level of cash balance-
Reporting of excess cash holding

» \Matching the cash balance as per ATM Y. E. scroll
nd ooKks.

Adequacy of Iinsurance cover for cash-in-hand
and cash-in-fransit



Balance with RBI/SBl/other banks
& money at call or short notice

=» Obtaining of bank balance confirmations as at the
year-end -

on nature and exient of difference in
iliation of bank balances:

=» Report

Cash fransactions remaining unresponded

» Revenue items requiring adjustment write-off

» Other credit and debit entries originated in the
statements provided by RBI/other banks, remaining

un-responded for more than 15 days.



Bank balances and money at
call or short notice (contd....)

®» |n case of account with RBI- additional reporting:-

Entries originated prior to, but communicated / recorded after  the
year end in relation to currency chest operations at the
branch/other link branches, involving deposits  intfo/withdrawals

from the currency chest attached to such  branches (Give details)

any item in reconciliation requiring special attention of the
management

> /MOC if required

Status of confirmation/reconciliation, interest accrual, Compliance of
instructions regarding money at call or short nofice issued by
Controlling Authorities.



Investments
Branches ouiside India

» Purchase and sale - Compliance with delegated authority,
instructions of controlling authorities.

» |nvestments held on behalf of HO/other offices and s
physical verification

®» |[f ngt available for verification any acceptable other
evidence is produced .

Valuation of securities- As per RBI guidelines or regulatory
uthority of the couniry in which the branch is located,
whichever is more stringent.

Details of matured or overdue investments (matured but not
encashed)



Advances




Advances

» Scheme of reporting under advances is to be done
under the following broad categories :

1. List of accounts examined for audit - New
Credit appraisal

anctioning and disbursement
Documentation
Review, monitoring and supervision

Asset classification, Provisioning of Advances
and Resolution of Stressed Assets.

Non-fund based facilities




Advances

GENERAL
» Examine:

» all large advances (outstanding amount is in excess of 10%
of the aggregate advance of the branch (fund based and
non fund based) or Rs.10 Crores , whichever is less).

» (O tfest check of other advances.

® |n regpect of large advances , report all major adverse
res and deficiencies

®» Fvolve a system/format for documentation..

» Report the list of accounts examined for audit in the format
rescribed

Account no/Account Name/ YE Balaonce- Funded/Non
funded/ Total.

ercenfage of the above 1o the total.



Credit Appraisal

General level of compliance with the procedures and
iInstructions for :

» | oan applications- duly filled in application.

®» Preparation of proposals for grant/renewal of advances,
enhancement of limits, etc.,

Financial statements

» Operation in account

» Performance of the unit

® |[nspection /audit comments

» Adverse features, past experience
Adeqguate appraisal documentation.

> Viability, Cash flow, Risk and Mitigation

TOD powers, casual business powers to be checked

eport major shortcomings in credit appraisal.



Credit Appraisal
Report major shortcomings in credit appraisal.

» Report cases of Quick mortality (the faciliiy became non-
performing within a period of 12 months from the date of first
sanction) in accounts- Report details of accounts.

» Whether the interest rate is correctly fed into the system.
Whet

r the interest rate is reviewed periodically as per the
lines applicable to floating rate loans linked to : MCLR /
(External Benchmark Lending Rate)<¢

ases of frequent Renewal/Roll Over of short term loans-
eport details.

Whether correct and valid credit rating, if available, of the
credit facilities of bank's borrowers from RBI accredited Credit
Rating Agencies has been fed into the system.



Sanctioning/Disbursement
& Documentation

®» Sanctioning/ Disbursement:

d Sanctioning beyond the delegated
authority/ timely reporting to higher-ups

etails of disbursement without complying
ith the terms and conditions of the
sanction

d Loans 1o companies for buy back
shares/securities.

1 Details of disbursement without execution
of the required documents

®»[ssues In consortium loans



Sanctioning/Disbursement
& Documentation

» Deficiencies in Documentation- Give details.

= Non registration of charges
= Marking of lien — automated
= Non obtaining of guarantees

®»ime barred documents
Compliance of instructions



Review /Monitoring/Supervision

Compliance with procedures laid down for:-
» Periodic review of advances

» Periodic balance confirmation /
acknowledgement of debts

sis of the accounts overdue for review/
renewal (between 3 to 6 months and over 6
onths.

Report major shortcomings in monitoring.



Review /Monitoring/Supervision

= Prompt and regular submission of the stock/book debt
statements / other periodic operational data and
financial statements (review with audited Financials)

» Scrufiny of such statements and appropriate follow up
action

roperly computed

audited statements obtained for accounts -
renewed/reviewed during the year.

» System for periodical stock audit of borrowers and its
ompliance

missions in obtaining stock audits to be reported.

Cases where no action has been taken on adverse
features in stock audit report




Review /Monitoring/Supervision

» Obtaining of audited accounts of the non
corporate borrowers with limits beyond set by the
Bank

®» Consorfium and Multiple banking arrangements-
Whether DDR in the manner and Form required by
RBI is/obtained. Report omissions. Copy to be
obtgined in case, bank is not the lead bank.

®» Periodic  inspection or physical verification of
sgcurities charged to the bank - records to be
erified and reported.

Any cases of substantial deterioration in value of
security during FY as per latest report Vs earlier
report. Report such cases.




Review / monitoring

Deficiencies in valuation of securities
=» Whether Inspection of securities carried out

» Adverse features in  operation of account (like
unauthorised/ frequent over drawings)

Inadequate insurance coverage




Review / monitoring

Whether the branch has any red-flagged account? If yes,
whether any deviations were observed related to
compliance of bank's policy related with Red Flag
Accountse

A RFA is one where a suspicion of fraudulent activity is
thrown up by the presence of one or more Early Warning
ignals (EWS).

An illustrafive list of Early Warning Signals is given in RBI
Master Directions RBI/DBS/2016-17/28
DBS.CO.CFMC.BC.No.1/ 23.04.001/2016-17 dated July 01,
2016 (updated July 3, 2017) on Frauds — Classification and
Reporting by commercial banks and select Fls.

Comment on adverse features considered significant in top
Si?tar;.dard large advances and which need management's
attention.



Review /monitoring

=» Compliance of guidelines in respect of leasing
finance activities,

®sccurity creation,
t inspection,
® nsurance, etc.,

the accounfing norms prescribed by the
conftrolling authorities.



Asset Classification, Provisioning of advances
and Resolution of Stressed Assets

» |dentification and classification of advances as
per IRAC norms without manual intervention through
the computer system.- Report deviations.

» System of early identification - SMA accounts.
» Fvergreening
lew of master data in computer system

wReport if, disagreement with branch on
classification (suggest MOC and report)

» Dbtain the list of the accounts (outstanding In

xcess of Rs 10 crores) downgraded/upgraded with
regard to their classification as NPA or STD asset
during the year & reasons thereof.

Whether RBI guidelines in respect of Income
ecognifion and Provisioning followed.




Asset Classification, Provisioning of advances
and Resolution of Stressed Assets

Whether Branch has reported restructured or rephased
accounts to the conftrolling authorities.

» \Whether RBI Guidelines on Restructuring followed.

Compliance with regulatory stance for resolution of stressed
oard approved policies, tracking and reporting of

Whether Upgradations are in line with RBI Norms- Deviations
noted may be reported with reasons thereof.



Recovery

» Compliance with the recovery policy

» Detfails legal action for recovery or recalling of
advances authorised, but not yet acted.

®» Accounts wherein process under IBC is mandated
but not initiated by the branch?

®» Any /borrowers at the branch against whom the
process of IBC is initiated by any of the creditors
INZluding bank?

rompt lodging of, and settflement of claims for
CGE/insurance and subsidies. Details of rejections,
adequacy of provisions.

Status of pending claims - year wise break-up of
numbTer and amount involved - in the prescribed
ormat.




Recovery of NPAs

» Obtaining of valuation reports of security from
approved valuers, once Iin three years, (or @
shorter duration) in case of NPA

lance with the recovery policy Iin respect
of compromise/settlement and write off case.

» Details of compromises , settlement and write off

ases involving write-offs / waivers in excess of
s.50 lakhs

Prompt in execution of decrees obtained - Give
age wise details of pending cases

Maijor deficiencies in credit review, monitoring
nd supervision.




Recovery of NPAs

» Recoveries have been appropriated against
interest and principal as per the policy of the
Bank.

®» [N cases where documents are held at centralized
processing centres / office, whether the auditor has
received the : relevant documents as asked by
em on test check basis and satisfied themselves.
Report the exceptions, if any.

Major deficiencies in credit review, monitoring
and supervision.



Guarantees And Letters Of Credit

» Details of LC devolved or guarantees
Invoked and funded (in the prescribed
format)

» Details of LC devolved or guarantees
Invoked but not paid — Give details in the
pregscribed format.

® | /st of instances where interchangeabillity
etween fund based and non-fund-based
facilifies was allowed subseguent fo
devolvement of LC / invocation of BG.




Other Assets




Suspense Accounts/ Sundry Assets

®» Does the system ensure expeditious
clearance of items debited to suspense
account

» Obfain details of old outstanding entries (in
excess of 90 days) and ascertain the reasons
elay in adjusting the entries

» Details of balances not recoverable requiring
rovis)ion/wri’re—off (Year, Amount-suggest
OC

Report nature and amounts of any unusuadl
items/intangible items (eg:- losses not
provided /pending investigation) observed on
a test check.




Liabilities




Deposits

» Compliance with guidelines on conduct and
operations of inoperative/dormant accounts -
Report deviations

®» |dentify, investigate and report any unusual
large movements (increase or decrease) in the
aggregate deposits between the balance
heet date and the date of audit — Window
dressing

Details of overdue/ matured term deposits at
the end of the year



Deposits

» Whether the scheme of automatic renewal of
deposits applies to FCNR(B) depositse Where such
deposits have been renewed, report whether the

branch has safisfied itself as to the 'non-resident

" of the depositor and whether the renewal is

made as per the applicable regulatory guidelines

d the original receipts / soft copy have been

Ispatched.

Compliance with the regulations on minimum
balance requirement and levy of charges on non
maintenance of minimum balance in individuadl
savings accountse



Other Liabilities - Bills Payable,
Sundry deposits

» Obtain and report the details of ( number of
items and the aggregate amount of items
pending for one year or more.

» Giyve details of old balances (Year, No of
Items, Amount, Remarks)

®» Report the nature and the amounts of any

vnusual items or material withdrawals or
debits



Contingent Liabilities

» Major items of the confingent liabllities (other

than  constituent’s  liabilities such  as
guarantees, letters of credit, acceptances,
sements, etc.) not acknowledged by
ranch.

®» Agk specific questions about GST/TDS/KVAT/
ervice Tax/Income Tax or other statutory
uthority related notices if any.

Obtain representation from the branch.



Profit And Loss Account




Profit And Loss Account

System to compute discrepancies in interest / discount
and interest on deposits and for timely adjustment
thereof

» Details of material excess/ short credit of interest
observed on test checking of interest .

» Compliance with the income recognition norms
préscribed by RBI

ystem of estimating and providing interest accrued on
overdue/matured term deposits.

Report the divergent trends in major items of income
and expenditure, which are not satisfactorily explained
by the branch

Variance analysis/ratios



General




Gold/Bullion/Security Items

®» Examine whether gold/bullion is in effective
joint custody of two or more officials, as per
iInstructions of controlling authorities.

®» Adequate records are maintained by fthe
branch for receipt, issue and balances of gold
and bullion and updated regularly.

» Periodic verification and prompt reporting of
discrepancies to controlling authorities.

Infernal conftrol system over security items —
TDR, Drafts, Pay-orders, Cheque books,
fravellers’ cheques etc. Report missing items.



Books and Records

Cive details of any software is used which is not
infegrated with the CBS.

®» Any adverse features reported in IS Audit which is
pending compliance.

®» Generaftion and verification of exception reports
at the prescribed periodicity. Whether the system
warrants expeditious compliance- Report pending
cgmpliances.

roper procedures has been laid down for manual
Intervention fo system generated data and
authentication of related transactions and audit
trail has been obtained.

Comments on data integrity which is used for MIS
at HO and CO level.




Inter Branch Accounts

®Does the branch expeditiously comply
with/respond to the communications
from the designated cell/head office as

regards unmatched transactions ¢

»Report un-responded/un-complied
ueries/communications beyond 7 days —
as at the year end.



Audits/Inspections

® |5 the branch covered by concurrent audit or
any other audit inspection during the year

» Consider the major adverse comments arising
out of the Ilatest reports of the previous
auditors, concurrent auditors, stock auditors, or
infernal auditors or in the special audit report
r in the inspection report of the reserve bank
of India

State the various adverse features persisting In
the branch, though brought out in these audit
/Inspection reports.



Frauds

®» Frauds detected but not reported to RBI

» Furnish particulars of suspected frauds reported to controlling
authorities by the branch.

» Comment on potential risk areas susceptible to fraud
- Falsjfication of accounts/false representation by borrowers

isappropriation of funds esp through related parties/shell
ompanies

Forgery/fabrication of documents like invoices, debtors/trade
receivables list /stock statements, trade credit documents/
shipping bills/ work orders/encumbrance certificates.

Round tripping of funds/fly-by night operations
- Overstatement of invoice/ receivables/stock etc.
Effectiveness of Early Warning Framework in RFA classification.




Miscellaneous

®» Does the examination of the accounts indicate possible
window dressinge

Does the branch maintain records of all the fixed assefts
d and held by it irrespective of whether the
/ depreciation thereon have been centralised

Where documents of fitle in relation to branch or other
ranches are available at the branch, whether same
ave been verified.

Are there any other matter, which you as a branch
auditor would like to bring to the notice of the
management or the Central Statutory Auditors



Implementation of KYC/AML guidelines.

» Whether the branch has adequate systems and
processes, as required, to ensure adherence to
KYC/AML guidelines towards prevention of money
laundering and terrorist financing

» Whether the branch followed the KYC/AML
guidelines based on the ftest check carried out by
the branch auditors.




MIS

» Whether the branch has the proper systems and
procedures to ensure data : infegrity relating to all
data inputs which are to be used for MIS at
corporate office level and for supervisory reporting
purpgses. Have you come across any Iinstances
whegre data integrity was compromised




Miscellaneous

Whether the auditor considered, in audit report/ LFAR reporting,
major adverse comments in

®» Previous audit report/LFAR

» |nfernal audit/Snap Audit/concurrent audit
Credit audit

Stock audit report

Bl Inspection report
Income /Expenditure Audit- revenue audit
IS/IT Audit

Any special inspection and investigation report.

Are there any other matter, which you as a branch auditor would like
to bring to the notice of the management or the Central Statutory
Auditors



Specialised
Branches




For branches dealing in foreign
exchange transactions

» Material adverse features in concurrent / internal audit/RBI
AFl which continue to persist in relation to

» NRE/NRO/NRNR/FCNR-B/EEFC/ RFC / similar deposit a/c

» Confirm that the Branch has followed the instructions
/guigelines with regard to deposits, advances, export bills,
for collection, dealing room operations etc with
erence to foreign exchange operation

onfirm that Nostro Accounts are regularly operated

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

Confirm that Nostro accounts are reconciled periodically.

Confirm that branch followed the prescribed procedures in
elafion to maintenance of Vostro Accounts



For branches dealing in foreign
exchange transactions

» Whether the system of the bank ensures that all entries
originated by overseas banks/correspondents, have been
duly responded promptly in the respective NOSTRO
accounts maintained by the banke

» Are there any dormant/closed NOSTRO accounts in respect
hich balances continue to exist in the books of the
branch, at year end?

ave the NOSTRO balances been converted at year end at
the rates of exchange as prescribed by controlling
authoritiese

In case, any matter deserves special attention of the
management, the same may be reported

Does the branch follow the prescribed procedures in relation
to maintenance of Vostro Accountse



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

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

®» Review clearing adjustments accounts
(inwayds/outwards) for any old/large/unusual outstanding
entries- Give year wise break up.

» Confirm that the Branch strictly followed the guidelines of
the controlling authority of the bank with respect to
perations related to clearing transactions.Comment on
he systems and procedures followed by the branch in this
regard.



For asset recovery branches

Obtain information from management in prescribed format of
borrowers with outstanding of Rs. 10 crores and above, .

» Comments on advances with significant adverse features and
which might need the aftention of the management / Statutory
Cenftral Auditors should be appended to the LFAR

» List out the accounts (with outstandings in excess of Rs.10 crores ),
which have been upgraded from Non Performing to Standard
during the year and the reasons therefore - Format prescribed.

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

age-wise analysis of the recovery suits filed and pending cases
ay k%e furnished for the last three years and the latest status
ereof.

Check that branch is prompt in ensuring execution of decrees
obtained for recovery from the defaulting borrowers- List time
borreo!r ddecrees— Give age wise analysis of decrees obtained but not
executed.




For Asset recovery branches

List out the recoveries and their appropriation against the
interest and the principal and the accounts
settled/written off/closed during the year. Give details of
recovery pending appropriation.

» |ist out the details of new borrower accounts transferred to
the Branch during the year.

irm that all the relevant documents and records
relating tfo these borrower accounts been transferred to
the Branch.

onfirm that the Branch obtained confirmation that all the
ccounts of the borrower (including non-fund based
exposures and deposits pending adjustment/margin
eposits) been transferred to the Branch.



Annexure to the LFAR for furnishing
details of large/irregular/critical
counts




PRACTICAL APPROACH TO BRANCH

AUDIT OF BANKS




PREPARATORY WORKS & PLANNING

®» Obtain an understanding of the regulatory guidelines
applicable — Compile the RBI directions and Circulars
relevant for the Bank Audit — applicable to Branches.

» Refer the Technical Guidance Materials issued by the
test Guidance Note, Technical Guide on LFAR
repoyfing etc.

= Obfain the closing circulars issued by the HO.

» Understand the reporting requirements.

- On the statement of affairs and Profit/loss of the Branch
- LFAR

- Tax Audit

Certificates.



AUDIT PLANNING

®» Prepare a detailed plan for audit sufficiently early
covering significant aspects of reporting.

®» Fnsure that appointment formalities are taken care of.

» Obtain the Head Office delegation of power and duties &
limit fixed for Branch and its executives

in a snapshot of the branch upfront- Pre audit
ussion with Branch head.

Software used by the Branch- List of reports generated
especially exception reports.

Total business of the branch
Total advances of the branch - funded and non funded.

Total deposits of the branch



AUDIT PLANNING

®» Obtain Previous year’'s Financial Statements, audit
reports, LFAR reports, tax audit reports, list of MOCs
suggested by previous Auditors.

» Obtain. an understanding of the conitrol sysiems
covering the branch- periodic reporting to controlling
authorities, job rotation, Concurrent Audit, Inspection,
inspection, internal audits, IT Audits, RO
Inspections, efc.

btain a list of major borrowers of the Branch- (Funded
and Non Funded).

Obtain list of NPA _accounts — Previous year's as well as
urrent years- (Jan, Feb, March)




AUDIT PLANNING

» Obtain a list of NPAs which have been upgraded during
the year.

» Obtain a list of Accounts subjected to Restructuring -
RPF/Covid/MSME etc.

Mdrch.- Check for movements

btain Trial Balance of the Branch for the last three
onths and previous year end.- Check for major
ariances if any.

List of ATMs, if any. — Locations




AUDIT PLANNING

» | st of accounts where stock audit report is pending.
» | st of accounts where renewal is pending.

» Red flagged accounts- by banks and by other banks.
®» Returnssubmitted to various authorities, if any.

» Advgnhces under consortium / multiple banking
arrgngements.

» Contingent liabilities.
ector wise exposure of the branch.
Cases where LC devolved and BG invoked.



PIANNING, STAFFING & DOCUMENTATION

» Develop an overall audit plan, decide on critical areas,
identify areas of special audit  consideration,
representations to be obtained.

» Decide on the staffing requirements — ensure that the staff
Is adequately experienced and frained.

®» Ensure that the staff are adequately briefed - Audit plan
and pre-audit briefing.

onitor the work on a regular basis- especially when
andling multiple branch audits.

nsure that enough documentation is maintained with
respective 1o the audit process carried out. (SA 230).



Important RBI CURCULARS- MSME
RESTRUCTING CIRCULARS

. February 7,2018

June 6 ,2018

January 1,2019
February 11,2020
August 6 ,2020- MSME

Resplution Framework 2.0 — Resolution of Covid-19 related stress
icro, Small and Medium Enterprises (MSMEs) - May 5, 2021

S




Important RBI CIRCULARS - RESTRUCTURING

1. Prudential Framework for Resolution of stressed assets — June
7,2019

2. Resolution framework for COVID-19 related stress - August 6, 2020

3. Resolution Framework — 2.0: Resolution of Covid-19 related stress
of Individuals and Small Businesses - May 5, 2021

. FAQ /on resolution framework for COVID 19 related stress
(Revised)




Important RBI CIRCULARS - OTHERS

1. Master Circular on Prudential norms on Income

Recognition, Asset Classification and Provisioning
pertaining to Advances = April 1, 2022

2. Prudential norms on Income Recognition, Asset

Classjffication and  Provisioning  pertaining 1o
Advances — Clarifications - November 12, 2021&
February 15, 2022

viomation of Income Recognition,  Asset
lassification and Provisioning processes in banks-
eptember 14, 2020



EFFECTIBVE USE OF TECHNOLOGY

Exception reports from CBS
» Propable or Potential NPA
» Performance of Restructured Accounts
» Monitoring COD
» Sector wise assessment

Accounts with inadequate level of Turnover
Updating DP/ Valuation of security



USE OF AUDIT TOOLS

Use of audit tools plan a significant role in completion of
the branch audit in a timely manner.

Use of various audit tools reduces the time in analyzing
the data especially when dealing with voluminous data.

loans, Agricultural loans, housing loans, other
Il loans etc.

- Review of interest on deposits



AUDIT OF ADVANCES - HEALTH OF AN
ADVANCE

» Qualitative assessment of the health instead of being merely
technical.

» Operational Parameters:

- Level of operations- summation

ent exceeding,

elow limit operation

» Security - (legality- valuation-Recoverability)

isk and risk mitigation

emporary deficiencies, devolvement, cheque refurns
Liquidity — cash flow cycle

arket environment — Exchange rate, interest rate

ess testing — Liquidity and credit risk- and timely action



AUDIT OF ADVANCES - Areas of caution

Borderline accounts regularised by few/isolated transaction,
cash, cheque purchases, ad-hoc facilities.

» Subsequent regularisation - day end process
» |nflated stock statement- Indicator of frauds

Circuitous tfransactions

Persisting audit comments

= Frequent roll over/extension of export credits

» Housing loan- builder risk assessment, multiple lending,
premature disbursements.

etail vehicle loans- Highly prone to frauds

Disputes within borrower entity



AUDIT OF ADVANCES - Areas of caution

» End use

» Advance to risky sector

= Sanction beyond delegated authority
= |arge frauds in recent past

» [arge’'number of restructuring

» Deyvolvement of non fund based advances
commodation to key borrowers



AUDIT OF ADVANCES - GENERAL PROCEDURES

» Beware of Industries with stress:
Real estate, Retail, Automobiles, etc

» | arge Unfunded exposures — esp. LC
= Reporting of excess sanction to higher authorities
» Verify/the sanction terms fed in software system

ation from Reports :

®» Relying on other inspection/audit reports

lash report/exception report

Report on exceeding delegation of authority
Verify the sanction terms fed in software system
» \Rifective use of CIBIL report efcs



AUDIT OF ADVANCES - GENERAL PROCEDURES

Discussion with Branch in charge

= Nature of Branch operations
= Whether any fresh NPAs

= Whether any accounts restructured/rescheduled during
the period

Major Stressed Accounts — SMA
Whether any accounts were upgraded?

ny BG invoking cases?
Any frauds reported/detected

Get representations that all relevant facts are informed to
e auditor.




SELECTION OF ADVANCES- EXAMPLES

10 crores / 10 %
- Advances adversely commented by RBI/Concurrent/stock/IA

Sanctioned during the year

Others on a test basis



NPA- Importance of Classification

» Rafionale - Liquidity and not security- — Eg: gold loans
= Not merely regulatory compliance- Pointer of :-

Credit risk, inherent weakness, need for identification of risk
element and regularization.

ty of Appraisal-
vick mortality
Diversification- core competence
Sector viability

- Quality of promoters



AUDIT PROCEDURES- NPA

» Comparison of NPA date

Verify the Date of NPA as per statement of Computation of NPA
with previous period’s/ years NPA provision sheet and ascertain
the reasons for variation. Variation may be due to regularization
of acgounts and thereafter again slipping to NPA.




AUDIT PROCEDURES- NPA

» Comparison of Security Value:

» Verify Security value with previous period’s/ years NPA
provision sheet to see that whether there is any change in the
security value and identify reasons thereof. In the case of

collateral security , value can be changed only on the basis

recent valuation.

the case of cash credit accounts classified as D1 and D2
category, if value is given for primary security, it has to be fully
verified.

In the case of CC accounts, primary security being stock and debtors
may not be available after one year of classifying as NPA. Hence,
value of primary security given may be of relafing to old balances.



AUDIT PROCEDURES- NPA

Comparison of Security Value:

» Obtain and Verify list of accounts where security valuation is
older by more than 3 years. In these cases, either new security
valuation is to be obtained or value given has to be reworked .

Classification of NPA:

» Verify that all the accounts of a party has given same class of
NPAX classification. In some cases, different NPA classification
sugh as D1, SS etc. are given for different accounts of the same

pgradation:

Only when all the over dues are cleared.




ANALYTICAL PROCEDURES

Varionce analysis of each item in the TB of the
Branch. Obtain an understanding for the significant
variances.

Compare the interest yield on borrowings- Eg: year on

ompare the expenditure of CY with PY and review
ignificant variances.



WATCH OUT FOR MISCELLANEOUS AND SUNDRY
ACCOUNTS

- Carefully review the miscelloneous and sundry
accounts at the Branch.

- Obtain an understanding of purpose of each such

Review the balances and its subsequent
ents. Obtain age wise details of the enfries.

- Review any_unusual items therein.




REPRESENTATIONS FROM BRANCH
MANAGEMENT

Obtain representations from the branch on various
aspects/matters covered and reported in the audit
report, LFAR on which reliance has been placed by
the auditor.




REPORTING

» Clear Picture to the Cenftral Auditor

» Appropriate Heading and Sub- Heading
» Quantification
pinion ( Not to leave the issue to the CSA)




MEMORANDUM OF CHANGES

» MEMORANDUM OF CHANGES,(MOC) is an important
Annexure to the main Audit Report

» The branches submit their unaudited accounts to the
R.O/Z.O/H.O for consolidation — System Driven

®» Any /changes proposed on completion of by the
ch audit which impact the financial statements
anid the disclosures therein are made by way of
journal entry and corresponding adjustments are
ade fto the initial consolidation of unaudited
statements.




MEMORANDUM OF CHANGES

» The format of MOC varies from bank to bank, but will
normally cover changes in Balance sheetf, P&L A/c,
classification and NPA

» Fven in case there are no such issues observed a NIL
MOC/is annexed to the audit report in confirmation

he facts and figures given in the MOC are also
given a reference in the Main Audit Report.



MEMORANDUM OF CHANGES- Important points

» There should be clear justification for every change
suggested by auditor by way of MOC ( Reasons
and the quantification).

» The usual format of MOC will be as an accounting
entry { Debiting one A/c and Crediting another A/cC)

®» |n case of number of entries, the MOC would tally like
a frial balance.

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



MEMORANDUM OF CHANGES- Important points

® |n case of change suggested as per prudential norms
on iIncome recognition, the impact, if any on the
provisioning of the assets is also to be looked into.

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

ormally, Branch manager are required to sign MOC
onfirming Banks acceptance. But MOC should be
Issued even if Branch Manager refuses to do so.



PRACTICAL ISSUES & CONCERNS




PRACTICAL ISSUES......

. How identified as MSME?

. Restructured not tagged in CBS

. Rephased without Restructuring

ts upgraded by clearing critical arrears

S N

Accounts upgraded by clearing arrears of principadl
account and not connected accounts

ut of order for all OD/CC




790 DAYS NORMS PRACTICAL ISSUES

= Date from which 90 days norms applies ¢
= QOverdue:

= |nternal guidelines of 1 week/1 month not applicable.
= Qut of order:

= Beware of reversal entries (Intra day credits)- mistaken
as/credits. To see day end balance

= Beware of solitary credits

edits from other accounts/other branches to regularise
the account — Genuineness

ontinuously in excess, except for a few days at the end —
AUDIT MAY REPORT

heck SMA reports



790 DAYS NORMS PRACTICAL ISSUES-
INSTRUMENTS

Bills purchased/discounted:

» Check on random whether bills are genuine bills (not
accommodation bills) — w.r.to underlying documents

» Check Overdue bills vis a vis reclassification based on norms
» Exfension of due date vis-a-vis restructuring

» Beware of year-end regularisation by cheque purchase

Packing credits — extension permitted within 90 days norms up
0 365 days

(To obtain lefter from foreign buyer seeking extension of
delivery of goods)



KEY ISSUES IN DRAWING POWER

» Creditors not reduced in computation of DP

» Packing Credit facilities/ Bills Discounted not reduced
from reported DP

» Difference between Reported DP and AFS of March

®» Differences in Stock Audit Report not addressed/
given effect to.

ged Debtors/ Associated Debts considered for DP
Derived vs Equated Drawing Power

Branch Auditor to Do Physical verification of stressed
orrowers’ cases



KEY ISSUES IN DRAWING POWER

» Delay in submission
®» | umpsum details given without quantitative details
®» No branch inspection

» Comparison with turnover (Ratio analysis)
®» Ng stock audit report even when mandated
ranch response not satisfactory



IMPORTANCE OF DRAWING POWER

» DP is an indicator of cash support needed for regular
operations

®» Correct assessment of DP - Submission of inventory /
' statement is not a routine procedure but a
rng control

» Differences between particulars furnished to the bank
and the audited accounts is a serious discrepancy

mishing / accepting inaccurate DP is an aQct
ordering on fraud



IMPORTANCE OF DRAWING POWER

» Monitoring is a key requirement
®» |mpact of creditors- Unpaid stock
® [nspection

» Comparison with level of operations in the
account

»/Ageing of stock and debftors
Stock audit
» Fffective use of concurrent audit mechanism



DISCREPANCIES IN COMPUTATION OF DRAWING
POWER

» Bank’'s share in Drawing Power in case of a
consortfium advance taken wrongly.

®» Mismatches between Stock as per DP statement and
audited figures.

lons noted in Stock audit

®» Disproportionate stock when compared 1o level of
operations

tock should not be older than three months. If older
han 3 months, iregular - hence maximum age can
be 6 months.



DISCREPANCIES IN COMPUTATION OF DRAWING
POWER

» Drawing Power Statements received on an earlier
date. Updated in the system later by the Bank

» Drawing Power was recomputed based on date of

submission and account was found fo continuously
excegd the DP for more than 90 days during the
quafter.




GOLD LOANS

=» NPA [RAC norms applicable. No exempfion as
applicable to liquid securities backed loans.

» CONCEPT OF LTV
®» Roll Over of Gold Loans after payment of interest

» Rollover of Gold Loans with reduced LTV

®» Gold Loan documentation to clearly specify the due
ates and frequency of repayment.

Fresh Gold Loans given without clearance of arrears
and using Existing Security. Whether LTV
reachedeee



CASH CREDIT A/Cs - PRACTICAL ISSUES

Sales proceeds not fully routed through the account

(credit summation)
Stock statement is not authenticated

Stock statement/bank’s share in consortium not obtained

on jime by branch

proper system fto monitor receipt of stock

tatement/insurance renewal

Circuitry transactions, involving same borrower account or

orrower in the same group



PRACTICAL CASES

» Collateral tagged as primary security for DP
computation

» WHETHER ALL CUSTOMER ACCOUNTS TAGGED AS
NPA- MULTIPLE CUSTOMER ids

» Upgradation of connected accounts

» Reyiew of confractor accounts



AREAS OF CONCERNS

®» Branch - Dependence on one or two key borrowers
» Disputes within the borrower entity

®» Persisting audit comments

®» |nsufficient operations in accounts

InUous exceedings, cheque refurns and
devolvement

®» Frequent roll-overs and extension of export credit



AREAS OF CONCERNS

» | ack of fransparency of information
®» Prima facie unacceptable explanations
» Justifying end use without verification

ed absence of field visits , stock audit and
facie variation in security valuation

» Technical regularizations



AREAS OF CONCERNS

® | arge frauds in the recent past
» Greening of unhealthy accounts
®» Housing Loans

» Stregsed sector advances
let loans
estructured loans - MSME/ Flood/ Covid restructuring



GREENING OF BAD ACCOUNTS

®» Few or isolated fransactions
» Borderline accounts involving serious health concerns
e purchases

» Subgequent regularization

®» [sglated cash transactions for regularization
Ircuitous fransactions

Ad hoc facilities



GREENING OF BAD ACCOUNTS

Cheque purchase, routed through sister concern

The Cash Credit account has been brought within the
imit on the last day of the quarter, by transfer from the
current account of a sister concern. To enable this a
cheque/was purchased in the current account of the
sister ,concern. This cheque was subsequently dis-

ethod of verification

alysis of source of credit for transactions in the
count.



GREENING OF BAD ACCOUNTS

Cheque purchases for Account regularization

The OD account was regularized at the end of the
quarter through cheque purchases, which were not
presented for a number of days.

Method of verification

ndlysis of source of credit for fransactions in fthe
ccount.



GREENING OF BAD ACCOUNTS

Isolated cash transactions for regularization

Term Loan seen serviced through cash, which was brought in
by substantially overdrawing the OD/CC account beyond
the sanctioned amount

Method 04 verification

Analysis of source of credit transactions in the account. When
the source of credit iIs cash, the cash teller account of the
day/ was verifled. It was noticed that there was a
oresponding credit in the cash teller, which was by
verdrawing another account of the borrower.




GREENING OF BAD ACCOUNTS

Loans to associate concerns to regularize bad accounts,
routed through multiple branches

The major credits in the account were from the current
accounts of sister concerns, maintained in another branch of
the sameg bank. These credits in turn came from current
account of another associate concern. On scrutiny of the
account of the said sister concern, it was noticed that the
fundg credited was out of the fresh term loan sanctioned to
the associate concern.

thod of verification

alysis of source of credits. Here multiple branches and
ltiple borrowers were involved.




GREENING OF BAD ACCOUNTS

Ad-Hoc facilities

» Ad-hoc credit limits were seen granted to the borrowers at
the period end, which were renewed as ad-hoc limits after
the period end, instead of sanctioning regular limits.

Meihoﬂé verification

Reviegw of file and software to ascertain the date of extension
f facilities and reasons for non sanctioning of regular limits.




AGRICULTURAL ADVANCES

AREAS OF CONCERN

» Pyurpose of Loan to be ensured based on conduct of
account and agri land documentation

» Compliance with respective State SLBC guidelines for
Ination of crop seasons

» |oans for Allied activities- Not to be given crop season
benefit(Annex -2 of MC)

eriodic Renewal of KCC loans
utomated ldentification of DPD to be based on due date
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