Conducting Statutory Branch Audit in CBS environment : An Approach
Ensuring quality and punctuality is real challenge today for statutory branch auditors of a bank. Today, different CBS applications used at banks are generating different customized audit exception / analytical reports under different nomenclatures. These applications, rich in functionality and security, have a large number of modules, menus, options and control features. Branch auditors’ challenge starts from to understand the environment and to collect appropriate audit exception reports.  

This challenge gets tougher with the management’s deadlines to submit the reports, and most often when the returns / statements to be audited or supporting back up papers, are not found ready for auditing at branches. And, many auditors, succumbed with the management’s deadlines, tend to approach auditing frantically omitting / duplicating the many audit procedures; resulting in poor quality audit or completion delays. 

This makes paramount for auditors to deploy an approach that prepares well themselves as well as the branches to get the entire branch audit - financial statements audit, related verifications, LFAR, tax audit and special purpose certifications- done in an effective and timely fashion. Learnt that risk focused planning and systematic management of audit procedures are key to help overcome the situation. 

This article offers a format of staged approach encompassing five consecutive stages. Article emphasizes on orderly and coherent execution of all audit procedures, minimizing probabilities of omission / duplication of audit procedures. These five stages are:  

I. Accepting the Audit

II. Planning the Audit

III. Performing the Preliminary Audit

IV. Performing the Final Audit

V. Reporting the Audit

STAGE-I
ACCEPTING THE AUDIT

As soon as the offer is received, auditors should communicated in terms of code of ethics to the previous auditors and issuing the audit engagement letter in terms of SA-210” Terms of Audit Engagement” to the bank , auditors should take following steps:

1.
Obtaining information on policies, systems and procedures, guidelines and instructions of the controlling authorities of the bank: 

Having accepted the offer, the first step, auditors should take is to collect following key information from the management:

i.
Accounting policies and changes in accounting policies during the year, 

ii.
Closing guidelines / instructions,

iii.
Closing activities taken care centrally at data centre/HO/ controllers and the activities required to be carried out at branches e.g. manual adjustments etc.
iv.
Applications used for financial reporting and Audit Exception Reports generated at branches.
v.
Various policies, systems and procedures, guidelines and instructions of the controlling 
authorities, compliance of those is required to be commented in LFAR. Such as, 
	S.No.
	Para of LFAR
	Item 
	Policies/Procedures/Guidelines/Instructions

	I
	ASSETS
	
	

	1
	1(a)
	Cash
	Bank’s guidelines regarding Cash Retention Limit

	2
	1(c)
	
	Instructions regarding joint -custody of cash

	3
	1(d)
	
	Procedure for checking branch cash balance at periodic intervals 

	4
	3
	Money at Call and at Short Notice
	Instructions/guidelines with respect to money at call and short notice

	
	
	Advance
	

	5
	5(a)
	Appraisal
	Procedures/instructions regarding loan applications, preparation of proposals for grant/renewal of advances etc.  

	6
	5(c)(iii)
	Documentation
	Guidelines regarding marking of lien on term deposits

	7
	5(d)(i)
	Review/Monitoring/Supervision
	Procedure regarding periodic review of advances including periodic balance confirmation/AOD  

	8
	5(d)(iii)
	
	Bank’s system / guidelines with regard to stock audit

	9
	5(d)(vi)
	
	Procedure regarding inspection/physical verification of securities charged to the bank.

	10
	5(d)(x)
	
	Guidelines/HO Circulars  with regard to compliance of IRAC Norms of RBI

	11
	5(d)(xiv)
	
	Guidelines with regard to valuation of assets charged in NPA accounts 

	12
	5(d)(xv)
	
	Recovery policy of the bank

	II
	LIABILITIES
	
	

	13
	1(i)
	Deposits
	Guidelines with respect to conduct and operations of inoperative accounts

	III
	PROFIT & LOSS ACCOUNT
	
	

	14
	1
	
	Guidelines with respect to computing discrepancies in interest /discount

	15
	2
	
	Instructions of the bank with respect to charging of interest on NPAs

	16
	3
	
	Guidelines with respect to computing discrepancies in interest on deposits 

	17
	4
	
	System of estimating and providing interest accrued on term deposits 


2. 
Getting Branches Prepared

Before proceeding to the branches for on site audit, it would yield obvious benefit to obtaining written confirmation of readiness of basic records / information generally required for auditing. Such as, 
i.
All returns /statements duly filled, checked and signed, along with supporting back up papers,
ii.
All audit exception reports relevant for audit. Some useful audit exception / analytical reports generally available in CBS environment, are illustrated at Appendix-I.
iii.
Duly filled questionnaires for audit planning.
Now, having done the above routine, but must-do communication work, auditors should start planning the audit.  

STAGE-II
PLANNING THE AUDIT

According to Para 8(a) of SA-300 ’Planning an Audit of Financial Statements’ “ The auditor shall develop an audit plan that shall include a description of :

The nature, timing and extent of planned risk assessment procedures as determined under SA-315, “Identifying and Assessing the Risks of Material Misstatements through Understanding the Entity and its Environment.”

Thus, in terms of requirements established by the Standards and application guidance provided therein, first and foremost, to develop an overall audit plan, following steps of auditors, as planned risk assessment procedures could help identifying and assessing the risks of material misstatements:
1.
 Understanding the Entity and It’s Environment:
At first hand, this understanding could be gained by collecting the sketchy profile of the branch, which will provide key information on the nature, size, products, operations and technological environment of the branch. 

Collecting information on general internal control environment, through a questionnaire, would help getting a first- hand idea of systems and procedures followed at branch and also of the various information/ accounting records maintained.   

Suggested formats of questionnaires on branch profile and on general internal control environment, are given in March, 2008 issue of the Journal. 
Suggestively, this preparatory piece of planning should be taken up well before on-site visit to the branches, as the understanding gained through these questionnaires would work as good input for constitution of audit- team, time - budgeting, travel plan, and other planning work. 

2 .
Carrying out Preliminary Analytical Reviews 

In accordance with the guidance provided in SA-520  “ Analytical Procedures”, following analytical reviews carried out by the auditors as preliminary risk assessment procedures, would help identifying the risk of material misstatements. 

       i.
   Comparing trends and periodical ratios
   Yearly ratios                                                            
	Ratios
	Previous Year
	Current Year

	Operating profit to total incomes (%)
	
	

	Net profit to total incomes   (%)
	
	

	Operating expenses to total incomes(%)
	
	

	Non Interest income to operating profit (%)
	
	

	Advances
	
	

	NPA  
	
	


                Half yearly ratios                             
	Ratios
	As on half year end
	As on year end

	Interest paid to Savings Deposits (%)
	
	

	Interest paid to Recurring Deposits(%)
	
	

	Interest paid to Term Deposits (%)
	
	


                Monthly ratios                                        
	Ratios
	April
	May 
	June
	July
	Aug.
	Sep
	Oct
	Nov
	Dec
	Jan
	Feb
	Mar

	Interest Received to CC(%)
	
	
	
	
	
	
	
	
	
	
	
	

	Interest Received to OD(%)
	
	
	
	
	
	
	
	
	
	
	
	

	Interest Received to TL (%)
	
	
	
	
	
	
	
	
	
	
	
	

	Interest Received to DL(%)
	
	
	
	
	
	
	
	
	
	
	
	


ii.      Comparing near quarter-end figures 
	Figures
	Last Friday of  1st qtr
	Qtr end
	First Friday of 2nd qtr
	Last Friday of 2nd qtr
	Qtr end
	First Friday of 3rd qtr
	Last Friday of 3rd qtr
	Qtr end
	First Friday of 4th qtr
	Last Friday of 4th qtr
	Qtr end
	First Friday of  next year

	Deposit
	
	
	
	
	
	
	
	
	
	
	
	

	Advance
	
	
	
	
	
	
	
	
	
	
	
	


iii.       Comparing quarterly figures on Income Recognition and Asset Classification Norms  

	S.No.
	FIGURES
	AS ON 30.06.09
	AS ON 30.09.09


	AS ON 31.12.09
	AS ON 31.03.10

	1
	Potential NPA (PNPA) 

Amount 

No. of Accounts.
	
	
	
	

	2
	PNPA regularized 

Amount 

No. of Accounts.
	
	
	
	

	3
	PNPA not regularized and classified into NPA

Amount 

No. of Accounts.
	
	
	
	

	4
	NPA 

Amount 

No. of Accounts.
	
	
	
	

	5
	INCA (Interest Not Collected Account) on fresh NPA

Amount

No. of Accounts
	
	
	
	

	6
	URIPY(Un Realized Interest of Previous Year) on fresh NPA

Amount

No. of Accounts
	
	
	
	

	7
	NPA Reduction 

Amount

No. of Accounts
	
	
	
	

	8
	Reversal of INCA and URIPY

Amount

No. of Accounts
	
	
	
	

	9
	NPA upgraded by re-structuring

Amount

No. of Accounts
	
	
	
	

	10
	Restructuring-  (SME/CDR/Other)

Amount

No. of Accounts
	
	
	
	


v.
Carrying out Correlations: 

Correlations would help identifying various errors / inconsistencies. Such as, 
-
Correlation of profit and loss items with balance sheet items would reveal accounting errors / inconsistencies. For instance, repair expenditures shown in balance sheet as additions to fixed assets, while rent expenses shown in profit and loss statement, revealing error of wrong capitalization of repair expenditures .
-
Correlating non-financial events/information with financial events / information would help reveal errors of omissions and inconsistencies. For instance, corporate insurance agency information correlated with insurance commission earned. Knowledge on such events / information could be gathered from branch- profile, internal control questionnaire, management inquiries and also by tapping their own knowledge of business. 
Thus, this little amount of analysis done at planning stage, would help identifying many apparent errors /inconsistencies. For instance, 
· Potential NPA of previous quarter which are not yet regularized, still shown in standard assets, 
· Interest not collected for current year not reversed on fresh NPA etc.  
Auditors should obtain branch management’s written explanations on abnormal / significant variances and should examine such explanations for their reliability. Sometimes unexplained / unreasonable variances could be indications of possible misstatements / window dressing. For instance, sudden spurt / downfall in near quarter- end deposits and advances figures, could reveal transfers from unutilized credit limits to deposit accounts before quarter end and vice versa after quarter end. 
3.
Using the Work of Internal Auditor
In accordance with the guidance available in SA- 610  “Relying Upon the work of Internal Auditor”, “……….Where internal auditor’s work is a factor in determining the external auditor’s procedures, then plan in advance timing ,extent of audit coverage ,test levels, documentation of work performed, review and reporting procedures”.  

Use of internal auditors’ work at planning stage itself would help in a good way.  Both audits, though different in objectives, yet similar in various common audit procedures in respect of internal control over financial reporting, internal auditors’ following work could be factors for external auditors’ test- levels / nature of audit procedures:

	S.No.
	Internal Auditors’ work
	No. of accounts/ amount reported
	No. of accounts
/amount rectified up 31.03.10
	No. of accounts
/amount persisted as on 31.03.10

	1
	Non availability of reconciliations / persisting un-reconciled differences in subsidiary ledger balances. 


	
	
	

	2
	Non-verification at stipulated periodicity/ differences persisting in  
i.  Cash balances, 
ii. Sensitive stationeries and 
iii. Fixed assets. 


	
	
	

	3
	Non-verification / diminution in value of securities charged to the bank 


	
	
	

	4
	Non compliances of RBI’s norms:

i.  Assets not classified in accordance with IRAC norms, 
ii. Capital adequacy norms not complied with,  
iii. Ghosh and Jilani Committee recommendations not 
     implemented, and

iv. Mitra Committee recommendations not implemented.

	
	
	

	5
	Non –compliances of TDS and other tax laws, Govt. directives and regulations.

	
	
	

	6
	Frauds/suspected frauds noticed.

	
	
	

	7
	Events / information resulting into contingent liability / provisions. 
 
	
	
	


Auditors are suggested to obtain in advance the written categorical information on different internal audits and quarterly reviews conducted and reports received during the year including Special / Flash Reports on serious irregularities/non compliances and also the confirmation of significant deficiencies  persisting at year- end.

However, as a word of care para 14 of SA-610  states “ the external auditor should also test the work of the internal auditor on which he intends to rely………….. His tests may include examination of items already examined by the internal auditor, examination of other similar items, and observation of the internal auditor’s procedures.”  

Auditors should not spend much time on insignificant / unrelated non compliances / irregularities.  

Thus, at the end of above hard work of planning, auditors should commence performing the audit.

STAGE-III
PERFORMING THE PRELIMINARY AUDIT

Before applying final audit procedures, auditors are suggested to spend some time on following preliminary work, which would help satisfying about the reconciliation of primary and subsidiary ledgers and cross verification of records: 
1.
Determine that authenticated account balances reports on all subsidiary ledgers i.e. advances, deposits, fixed assets, inter bank accounts, inter branch accounts, and all office accounts e.g. suspense, sundries, proxy, intermediaries etc. are reconciled with  system extracted general ledger/ trial balance. It would be prudent to have a cursory look on individual account balances reports which would help identifying anomalies crept in, e.g.
i.
Un-located / un-reconciled balances lying therein, 

ii.
Ledger accounts opened in inappropriate account heads/GL subhead etc.   
In addition, auditors should obtain for  GL error report to ascertain for any error /inconsistency in balancing. Comparing balance sheet of current year with that of previous year will help ascertaining that grouping of all sub heads into balance sheet heads is appropriate and consistent. 

2.
To determine whether balances shown in inter-branch statements are reconciled with balances shown in statements from HO reconciliation department / data- centre, as in present core- banking environment, inter- office accounts are generally reconciled centrally at HO / data-centre.

3.
To determine that reconciliation statements along with balance confirmation certificates, in connection with Inter-Bank accounts, are held at branch.

4.
To determine that reconciliation of fixed assets, with fixed assets ledger/register, showing location –wise particulars i.e. at branch premises and at officer’s residence, is held and to obtain from branch, the certificate of physical verification of fixed assets at year-end . 

5.
To obtain the Certificate of Verification of Cash at year-end indicating the denominations, for all locations i.e. at branch, at extension counter/s and at ATM. Auditors should verify the cash, jointly with branch- incumbent / officer- independent of  custodians, in presence of joint-custodians, and to determine whether cash balances on different dates, as per daily cash balance book, have been agreed with weekly abstracts balances as well as with GLB, specifically the cash balances on all reporting Fridays.  

6.
Determine that balances of off balance sheet items e.g. contingent liabilities for bank guarantees 

and acceptances, endorsement and obligations, are  reconciled with respective liability registers and the 
entries for expired items have been reversed.  
7.
Determine that all periodical closing book -entries, e.g. provision for interest on overdue term deposits etc, have been reversed in accordance with bank’s closing guidelines. 
8.
 Carrying out analysis of variance for incomes and expenditures with that of previous year, would help identifying the accounts to be examined in detail or the immaterial amounts for which no further procedure is required.
9.
Determine that data migrated into new application package, if the branch migrated to CBS during the year, has been checked for consistency. Auditors could do this by scrutinizing the system generated Mismatch Report or by comparing the authenticated copies of pre-migration and post-migration GL Balances report. 
However, auditors should not take up too much work at this stage itself, as the purpose is to obtain preliminary assurance about the correctness and completeness at financial statements’ closing balances level.

Now, auditors should start performing final audit. 
STAGE- IV
PERFORMING THE FINAL AUDIT 

To plan the nature and extent of final audit procedures, reading of following paras of SA-330 Auditor’s Responses to the Assessed Risks, would be worthwhile:

Para 20 states “ Irrespective of the assessed risk of material misstatements, the auditor shall design and perform substantive procedures for each class of transactions, account balances and disclosures.”

Further, para 21 amplifies the requirement of substantive procedures in following terms:

“ The auditors’ substantive procedures shall include the following audit procedures related to the financial statement closing process:

a) Agreeing or reconciling the financial statements with the underlying accounting records; and

b) Examining material journal entries and other adjustments made during the course of preparing the financial statements.” 

Once the preliminary assurance about the reconciliation / agreement of financial statements’ balances with underlying records is obtained at previous stage, auditors should design substantive procedures for different items.  
Here are suggested some ways and methods in respect of few of the key items of financial statements, auditors could fashion their approach designing substantive audit procedures: 

1
Material Journal Entries/ Year –end adjustments 

Following are few of the suggested key steps to verify material journal entries/year end adjustments:  

i.
Determining that policy/ guidelines of the bank, regarding journal entries / adjustments, have been complied with meticulously, e.g. amortization of incomes / expenses etc,
ii.
Comparing pre-closing and post-closing trial balance, and comparing adjustment account with that of previous year, would also help identifying any apparent omission /discrepancies, 
iii.
Verification of contingent liabilities and provisions in terms of AS-29 of ICAI, is one of the vital items of auditors’ final audit program. To this, besides obtaining the representations by management, auditors are suggested to go through customer complaints register, legal correspondence, and legal expenses account which would help providing information on such relevant events / transactions e.g. unregistered lease deed of branch premises and notice of penalty from revenue authorities, etc. 
2
Advances Returns and IRAC Norms
Today, auditors struggle with the best way to audit the advances returns and IRAC norms. Learnt that the procedures currently followed at branches are not systematic rather erratic. Generally, system generated asset classification reports are not used for financial reporting purposes. Instead, manual modifications are carried out in the system generated reports. Basis of identification of NPA / manual modifications are  not documented generally. 
In advances returns, key information e.g. dates of review / renewal of limits, inspections, renewal of loan documents and insurance are not updated. In such situations, validating inputs of all accounts from source documents is not an option for auditors allowed by the time budget and also not a viable way of auditing.  Following are few steps/ audit considerations, which could help designing an approach for this verification: 
i.
To check the log of changes made in system generated asset classification and to determine whether all manual alterations in system generated reports are duly verified for correctness.   
ii.
To check from the periodical returns on potential NPA/ early warning signal accounts whether accounts which have not been regularized till year end, have been identified as NPA. System generated  report of previous quarter on potential NPA/ early warning signal accounts, should also be considered for this purpose.

iii.
To determine that borrower level limit has been linked to all accounts, in all NPA accounts. 

iv.
To determine by obtaining the reconciliation of NPA with INCA and URIPY, that interest income 
has been derecognized in all NPA accounts. 
3.
Office Accounts

Old outstanding entries in office accounts e.g. sundries, suspense, intermediary accounts, etc have adverse impact on provisioning and capital adequacy. Experienced that at year- end, balances in these accounts are zeroised generally. 
Auditors, instead of skipping their verification altogether, are suggested to go through the periodical control returns of office accounts, especially of previous quarter, and to scrutinize the ledger accounts. This will give an opportunity to examine the way entries have been pruned off at year end.  Obtaining age wise and nature wise break up e.g. recoverable, revenue, other suspense will help verifying the appropriateness of their pruning. 

4.
Incomes and Expenditures 
In CBS environment, application of interest and most service charges is generally centralized.  Auditors, besides applying normal analytics e.g. comparison and correlations etc and obtaining management representations on abnormal variances, should substantiate the findings with other evidences, such as by checking the interest applied / failed reports. Auditors should also consider circumstantial evidences while examining the reasonableness of variances revealed, such as substantial reduction in non interest incomes due to RTGS business during the year. 

5
Compliance of TDS provisions 
Apart from scrutinizing the system generated reports on TDS, auditors should determine that tax has been deducted on expenses, typically incurred at branches, and where manual intervention is involved in TDS process e.g. salaries, premises rent, fees paid to professionals and payments to contractors, e.g. taxies, generators, courier, security guard, computer AMC etc. 
Obtaining narration wise break up of all material payments debited in “other expenses”/ “miscellaneous expenses” / “any other expenses” for identifying instances of non deduction of tax on eligible expenditures. 
As objective of this article has been to sketch an audit approach, instead of suggesting the complete checklist or detailed guidance, auditors should design and apply audit procedures for different items. 
Analytical procedures applied at final stage, would help auditors satisfying about the overall reasonableness of financial statements’ assertions and would provide an additional layer of confidence to the auditors. 

Now, having performed all audit procedures, auditors are ready to take up the reporting work. 
STAGE- V
REPORTING THE AUDIT

Finally, having consolidated all the findings, auditors should invest adequate time in reviewing these findings and should assess the impact of significant audit findings on opinion. 
Having assessed the impact, if matter affects opinion, auditors should consider issuing report as per guidance available in SA-700 i.e. qualified, disclaimer, and adverse. 

If it does not affect opinion, auditor should assess whether matter requires emphasis. Then, audit report without qualifications with suitable modifications, could be issued. For detailed guidance, auditors should refer the standard/other available guidance of ICAI. 

However, in practical audit situations, auditors may come across of significant uncertainties, where financial impact of matter emphasized, is not ascertainable. In such situations, auditors, having obtained the branch management’s written explanations on such matter / estimate of impact, should examine the managements’ explanations and should report appropriately, e.g. in main report or in LFAR with sufficient details, apprehending central auditors / senior management to assess the significance/impact. For instance, dispute on enhanced lease rent, lease deed of branch premises not got registered and notice from revenue authorities imposing tax and penalties. 
Staged Approach Yields Many Benefits 

By splitting the entire auditing process into five consecutive stages, article lays stress on orderly and coherent execution of audit procedures, minimizing probabilities of lapses and duplication of work. Article sketches a risk-focused systematic approach to - plan, perform and report- the audit.  It would help managing the time budget, besides documenting the audit simultaneously, eventually resulting into an quality audit in timely fashion. Overall, article could be a starting point for developing an audit approach and could work as beginners’ guide. 
Appendix-I

Some useful Audit Exception / Analytical Reports generally available in CBS environment
	For Balance Sheet and Profit and Loss Account Audit

	1. Age wise and nature (head) wise classification of all office accounts

2. Advances disbursed by transferring to deposit accounts

3. Abnormal transactions in term deposit accounts

4. GL error report

5.  Accounts having minimum interest rate pegged

6.  Interest applied/ failed report for deposits 

7.  Interest applied /failed report for advances

8.  Loan accounts with Zero interest rate 


	For LFAR Procedures

	1. Overdue stock/book-debts/ QIS statements
2. Overdue reviews /renewals  of credit limits

3. Expired insurances/under-insurances of securities

4. Overdue inspection of securities

5. Overdue renewal of loan documents

6. Overdue valuations of fixed assets charged in NPA

7. TDRs where lien has been lifted

8. Loans against TDR where lien Not marked

9. Cash balance above the cash retention limit
10. Accounts having sanction limit exceeding rupees five crore.



	For IRAC Compliance Audit

	1.  Accounts where moratorium period expired and interest flag “N”
2.  Sub standard accounts restructured during the year

3. Standard accounts rescheduled during the year

4.  Transaction turnover  in CC accounts

5.  Report on overdue installments and interest in loan accounts
6.  Accounts where value of securities is less than drawing power

7.  Accounts out of order for more than 90 days

8.  Sub standard NPA upgraded during the year

	For Tax Audit

	1.Interest paid on term deposit  above the exemption limit 
2. TDS not remitted within seven days from the last day of previous month 


