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Chapter 12: Audit of Banks 
Additions to Topics 
1. Types of Banks 
a. Commercial banks are the most wide spread banking institutions in India, that provide a 

number of products and services to general public and other segments of economy. Two of 
its main functions are: 
a. accepting deposits and 
b. granting advances. 

b. Regional Rural Banks known as RRBs are the banks that have been set up in rural areas in 
different states of the country to cater to the basic banking and financial needs of the rural  
communities. Examples are :- Punjab Gramin Bank , Tripura Gramin Bank , Allahabad UP 
Gramin Bank , Andhra Pradesh Grameen Vikas Bank, etc. 
 

c. Co-operative Banks function like Commercial Banks only but are set up on the basis of 
Cooperative Principles and registered under the Cooperative Societies Act of the respective 
state or the Multistate Cooperative Societies Act and usually cater to the needs of the  
agricultural and rural sectors. Examples are :- The Gujarat State Co-operative Bank Ltd. ,  
Chhatisgarh Rajya Sahakari Bank Maryadit , etc. 
 

d. Payments Banks are a new type of banks which have been recently introduced by RBI. They 
are allowed to accept restricted deposits but they cannot issue loans and credit cards. However, 
customers can open Current & Savings accounts and also avail the facility of ATM cum Debit 
cards , Internet-banking & Mobile-banking. Examples are : Airtel Payments Bank , India Post 
Payments Bank, Paytm Payments Bank , etc. 
 

e. Development Banks had been conceptualized to provide funds for infrastructural facilities 
important for the economic growth of the country. Examples are: Industrial Finance 
Corporation of India (IFCI), Industrial Development Bank of India (IDBI), Small Industries 
Development Bank of India (SIDBI) , etc. 

f. Small Finance Banks have been set up by RBI to make available basic financial and banking 
facilities to the unserved and unorganised sectors like small marginal farmers, small & micro 
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business units, etc. Examples are: Equitas Small Finance Bank , AU Small Finance Bank , etc. 
 

2. Types of Banks as per Computerisation 
Banks may be divided into three board categorises based on the level of computerisation: 
a. Non-computerised banks: Transactions can be done only at bank branches during 

working hours using paper and pen. 
b. Partially computerised banks: Some transactions are computerised while major are non-

computerised. 
c. Fully computerised banks: Core banking allows inter-connectivity between branches of 

the same bank and with CBS, customers can operate their accounts as well as avail 
banking services from any branch of the bank over the network 

3. Advantages of Engagement Team Discussion 
a. Specific emphasis should be provided to the susceptibility of the bank’s financial 

statements to material misstatement due to fraud, that enables the engagement team 
to consider an appropriate response to fraud risks, including those related to engagement 
risk, pervasive risks, and specific risks. 

b. It further enables the audit engagement partner to delegate the work to the experienced 
engagement team members, and to determine the procedures to be followed when fraud 
is identified. 

c. Further, audit engagement partner may review the need to involve specialists to address 
the issues relating to fraud. 

4. Types of Advances 
c. Funded loans are those loans where there is an actual transfer of funds from the bank 

to the borrower. Examples of funded loans are Term loans, Cash credits, Overdrafts, 
Demand Loans, Bills Discounted and Purchased, Participation on Risk Sharing basis, 
Interest-bearing Staff Loans. 

d. Non-funded facilities are those which do not involve such transfer. Examples of non-
funded loans are Letters of credit, Bank guarantees, etc. 
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Examples and Case Studies 
1. Out of Order Account 

Illustration:  A Ltd. has been sanctioned a Cash Credit Facility by ADB Bank Ltd. for INR 
50 lacs but as per the Stock Statements furnished for the last quarter , the Bank has 
calculated the Drawing power to be INR 42 Lakhs. When will the account be termed as OUT 
OF ORDER? 
Solution: 
The account will be termed as Out of Order if: 

i. the outstanding balance remains continuously in excess of the INR 50 lacs/42 lacs 
whatever the case may be ; or 

ii. The outstanding balance in the account is less than INR 42 lacs but there are no 
credits or any payments deposited into this account continuously for 90 days as on 
the date of Balance Sheet ; or 

iii. credits are there upto say INR 2 lakhs but are not enough to cover the interest 
debited during the same period which is around INR 5 lakhs. 

2.  Asset classification would be borrower-wise and not facility-wise. 
Mr. Raman has availed two Loan facilities - a Car Loan as well as a Housing Loan from XYZ 
Bank Ltd. He is regular in depositing the Housing loan EMI but has not deposited the last 4 
EMI’s of the Car Loan due to paucity of funds. Hence, in this case , not only the Car loan 
but the Housing Loan would also be treated as an NPA, although it is going good and there 
are no irregularities because the NPA classification is Borrower wise (Mr. Raman) and not 
Facility wise ( Car & Housing Loan individually). 

Correct-Incorrect Questions 
i. Collateral security refers to the security offered by the borrower for bank finance or the one 

against which credit has been extended by the bank. 
e. Incorrect: Primary security refers to the security offered by the borrower for bank 

finance or the one against which credit has been extended by the bank. This security is 
the principal security for an advance. 

ii. Registered mortgage is effected by a mere delivery of title deeds or other documents of title 
with intent to create security thereof. 
Incorrect: Equitable mortgage, on the other hand, is effected by a mere delivery of title 
deeds or other documents of title with intent to create security thereof. 
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iii. Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid within 90 
days of becoming due. 
Incorrect: Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid 
on the due date fixed by the bank. 

iv. An account should be treated as 'out of order' if the outstanding balance remains continuously 
in excess of the sanctioned limit/drawing power. 
Correct: An account should be treated as 'out of order' if the outstanding balance remains 
continuously in excess of the sanctioned limit/drawing power. 

v. Banks recognize income on Non-Performing Assets on accrual basis. 
Incorrect: Income from non-performing assets (NPA) is not recognised on accrual basis due 
to its uncertainty but is booked as income only when it is actually received. 

vi. Auditor of a Nationalised bank is to be appointed at the annual general meeting of the 
shareholders. 
Incorrect: Auditor of a nationalized bank is to be appointed by the bank concerned acting 
through its Boards of Directors and approval of the Reserve bank is required before the 
appointment is made. 

Theoretical Questions 
i. What are the general requirements of an effective Risk Management System in Banks? 

Hint: Oversight by TCWG, Measurement and monitoring of risks, Control Activities, 
Monitoring Activities, and Reliable Information Systems. 

ii. Explain the audit approach you would follow to check the Operating Expenses of a Bank. 
Hint: Check Internal Controls, Vouching of expenses and Analytical Procedures 

iii. The auditor should examine the efficacy of various internal controls over advances to 
determine the nature, timing and extent of his substantive procedures. Explain this 
statement. 
Hint: Internal Controls over Advances 
 
 
 
 


