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he emergence of the Audit Committees
of the Board (ACBs) in the Indian
Corporate Sector, is not more than a
decade old. Initially, the public financial
institutions in India, started insisting that
all large size assisted Companies should

have an Audit Committee of the Board, as a matter of self-
discipline. Based on the recommendations of the
Kumaramangalam Birla Committee Report on Corporate
Governance, the Securities and Exchange Board of India
(SEBI) suggested in Feb. 2000, to incorporate in clause-49
of the listing agreements compulsory formation of Audit
Committees by all Listed Companies. It is only by the
Companies (Amendment) Act 2000 that Sec.292.A was
inserted in the Companies Act, 1956 making it mandatory
for all Public companies with a minimum paid up capital of
not less than Rs.5.00crores, to form the Audit Committees

of the Board. This article attempts to analyse, in brief, the
requirements of the formation of the ACB, their role and
responsibilities in Banks under the Regulatory instructions
and Statutory requirements.

A. Audit Committees in Banks- Reserve Bank of
India Instructions

As early as in April 1994, the Reserve Bank of India
(RBI) had stipulated that all Indian Commercial Banks
shall set up Audit Committees of the Board, to function
as an effective tier to the Board of Directors of the
Banks. The constitution, role and functions of the Audit
Committee have also been laid down by the RBI.

Composition of Audit Committees
In the Public Sector Banks, the ACB shall consist of

5 Members of the Board of Directors, who will include:
a) Executive Directors on the Board.
b) Two official Directors (Nominees of Government

and RBI)
c) Two non official, non executive directors (at least

one of them should be a Chartered Accountant)
Directors from staff should not be included in the ACB
As per the RBI guidelines, the meeting of the ACB

should be chaired by any one of the Non-Executive
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Directors. Non-Official Directors should be rotated every
two years. If the bank has only one Non-Official Chartered
Accountant Director, he should not be rotated and should
continue to be in the ACB. In the case of the private Banks,
apart from the above, the principle of predominance in the
number of Non-Executive Directors on the ACB, should
also be observed. Regarding the periodicity of the ACB
meetings, the ACB should meet once in every quarter and
minimum of 6 meetings should be held in a year. Three
members will constitute the quorum for ACB meetings.

Role and Functions of ACB
The role and functions of the ACB in Banks

whether Listed or Unlisted Public Sector or the
Private Sector, as laid down by the RBI, are as under:-
1) Provide directions and also oversee the operation

of the total audit function in the Bank.
2) Ensure proper organization, operationalization

and quality control of the internal audit and
inspection.

3) Follow up of the statutory external audit and
inspection of RBI.

4) Review of internal inspection/audit function, its
system, its quality and effectiveness in terms of fol-
low up.

5) Review the Inspection Report of specialized and
extra large branches and branches with unsatis-
factory rating.

6) Focus specially on:
a. Inter-branch adjustment account.
b. Un-reconciled long outstanding entries in the

inter-bank accounts and nostro accounts.
c. Arrears in balancing of books at various

branches.
d. Frauds
e. Other major areas of house keeping.

7) Review the half-yearly report obtained from the
Compliance Officer appointed in the Bank.

8) Follow up all issues raised in the Long Form
Audit report (LFAR) of the Statutory Auditors.

9) Interact with External Auditors before the finali-
sation of the Annual/Half Yearly Financial
Accounts and Reports.

10) Follow up all issues/concerns raised in the RBI
Inspection Reports.

11) Reviewing with the Management, the Annual
Financial Statements before submission to the
Board.

12) To look into reasons for default, if any, in pay-
ment to the Depositors, Debenture holders,
Shareholders, Creditors etc.

13) A report on the functioning of the ACB has to be
incorporated in The Directors’ Annual Report to
shareholders.

14) In a separate circular the RBI has recently directed
that the surveillance and monitoring of invest-
ments in shares/advances against shares shall be
done by the Audit Committee of the Board, which
shall review in each of its meetings, the total expo-
sure of the Bank to the capital market, both fund
based and non fund based, and ensure that the
guidelines issued by the RBI are complied with and
that an adequate risk management and internal
control system are in place. The Audit Committee
shall keep the Board informed about the exposure
to the Capital Market, the compliance with the RBI
and the Board guidelines etc.

In addition to the above specific functions laid down by
the RBI, the ACBs of the Banks generally attend to the fol-
lowing areas also, as are delegated by the Board of Directors:-
1) Concentrate on the review and follow up of Non

Performing Assets.
2) Issue guidelines on selection of Concurrent

Auditors, scope of their work, review of their per-
formance etc. and recommending their terms of
appointment to the Board of Directors.

3) Review of the rating mechanism of branches, based
on internal inspection.

4) Periodical review of accounting policy/system of the
Bank with a view to ensure greater transparency and
ensure compliance of the Accounting Standards.

5) Ensure that there is well-defined system for fixing
staff accountability for non-compliance of internal
guidelines and terms of sanction of loans and non-
rectification of inspection comments.

6) Ensure periodical inspections of the functioning of all
departments at the Head Office and the Regional Offices
and review/follow up of the Inspection Reports.

7) Review of the vigilance mechanism prevailing in the
Bank and to ensure its adequacy.

BB..  RREEQQUUIIRREEMMEENNTTSS  AASS  PPEERR  SSEEBBII  GGUUIIDDEELLIINNEESS
AASS  AAPPPPLLIICCAABBLLEE  TTOO  LLIISSTTEEDD  CCOOMMPPAANNIIEESS
((IINNCCLLUUDDIINNGG  BBAANNKKSS))

Based on the recommendations of the
Kumaramangalam Birla Committee Report on
‘Corporate Governance’, SEBI has suggested incorpora-
tion of the following matters in the listing of Agreements:
1) Formation and setting up of a qualified and Independent

Audit Committee, by the Board of Directors.
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a. ACB to have minimum of three members, all being
Non-Executive Directors, with at least one Director
having Financial and Accounting knowledge.

b. Chairman of ACB shall be an independent
Director, who shall be present at the Annual
General Meeting to answer the shareholder queries.

c. Concerned Executives and Representatives of
the External Auditor may be invited to the ACB
meetings at times as and when required.

d. The Company Secretary to act as Secretary to
the ACB.

2) The ACB to meet at least thrice a year. The quorum
shall be either two members or one third of the num-
ber of the committee members whichever is higher,
with a minimum of two Independent Directors.

3) The ACB should also have the following powers,
delegated to it by the Board of Directors:
a. To investigate any activity within its terms of

reference.
b. To seek information from any employee.
c. To obtain outside legal or other professional advice.
d. To secure attendance of outsiders with relevant

expertise, if considered necessary.
e. Oversight of the Company’s Financial

Reporting process and disclosure of its
Financial Information.

f. Recommending appointment/removal of
External Auditors, their terms of appointment etc.

g. Reviewing with the Management the Annual
Financial Statements before submission to the
Board.

h. Reviewing with the Management External and
Internal Auditors, the adequacy of the internal
control systems.

i. Reviewing the adequacy of the internal audit
function.

j. Discussion with the Internal Auditors on any
significant findings and follow up thereon.

k. Reviewing the findings of any internal investi-
gation and reporting the matter to the Board.

l. Discussion with External Auditors on the
nature and scope of the Audit.

m. Reviewing the Company’s Financial and Risk
Management Policies.

n. Looking into reasons for substantial defaults, if
any, in payments to the Depositors, Debenture
holders, Shareholders, Creditors etc.

CC..  PPRROOVVIISSIIOONNSS  UUNNDDEERR  TTHHEE  CCOOMMPPAANNIIEESS  AACCTT,,  11995566
Section 292A of the Companies Act, 1956, inserted

by the Companies (Amendment) Act, 2000, lays down
the following provisions with regard to the formation of
the Audit Committees, their constitution and functions”
1) Every Public Company having a paid up capital of

not less than Rs.5 crores shall constitute an Audit
Committee. The Committee shall have not less than
three Directors and such number of other Directors
as may be determined by the Board.

2) The terms of reference of the ACB shall be specified
in writing by the Board.

3) The members of the ACB shall elect a Chairman
from amongst themselves, who shall attend the
Annual General Meetings to provide clarification on
matters relating to the Audit.

4) The constitution of the Committee shall be dis-
closed to the members of the Company.

5) The Statutory Auditor, Internal Auditor and the
Director in charge of finance shall attend and partic-
ipate in the ACB meetings, although without the
right to vote.

6) The Committee shall periodically discuss with the
Auditors about the internal control system, scope of
audit etc. and review the financial statements before
submission to the Board.

7) The Committee shall have authority to investigate
into any matter specified under this Section or those
referred to by the Board.

8) The recommendations of the ACB on any matter
relating to financial management, shall be binding
on the Board. However, the Board may not accept
the recommendations, for reasons to be recorded in
writing, and communicated to the Shareholders.
From the above Regulatory instructions and

Statutory Provisions, it can be seen that the scope and
ambit of the coverage of ACB functions are very wide
and permeate all crucial areas of a Bank’s functioning. It
can also be seen that the requirements laid down above,
are more or less, complimentary in nature and are not
conflicting. While an unlisted Banking Company will
have to comply with the Reserve Bank instructions as
well as the Companies Act requirements (if applicable), a
listed Banking Company will have to comply with the
RBI instructions, the SEBI guidelines and also the
Companies Act provisions (if applicable) with regard to
the formation and functioning of the Audit Committees.

SSUUGGGGEESSTTIIOONNSS  FFOORR  IIMMPPRROOVVEEMMEENNTT  OOFF  AACCBB  FFUUNNCCTTIIOONNIINNGG
The following suggestions are made for improving

the effectiveness of the functioning of the Audit
Committees in the Banks:
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1) The RBI guidelines do not prohibit inviting the
Chairman and the Chief Executive Officer of the
Bank to the ACB Meetings, when important agenda
items such as the RBI Inspection Report, Half
Yearly/Annual Accounts finalisation, Long Form
Audit Report etc. are discussed. The practice of
inviting the Chairman of the Bank to the ACB as and
when required, may be resorted to, so as to render
the discussions more meaningful and effective.

2) Since the Chairman and the CEO of the Bank is not
a member of the ACB, the role of the ACB vis a vis
the Chairman and the CEO needs clear definition
and demarcation. It is desirable to lay down specific
areas to be looked into by the ACB. In this connec-
tion, the following points may be considered:-
a. It will be advisable to delegate specific powers

by the Board to the ACB  concerning all aspects
of review and follow up of the inspection sys-
tem and the internal control procedures.

b. The ACB may give directions in matters concern-
ing areas specifically delegated to it by the Board.

c. The Board may discuss and review the minutes of
the ACB Meetings and make any observations
deemed fit. Separate notes may be placed to the
Board on the items of the Minutes where the
ACB has given recommendations/suggestions
to the Board for its consideration/approval.

d. All agenda notes to be placed at the ACB meet-
ing may be cleared by the designated
Compliance Officer and then seen by the
Chairman and the CEO of the Bank. The
Compliance Officer shall ensure that no item is
left out to be placed at the ACB and all review
reports are placed in time.

e. The designated Compliance Officer, who will
normally be a General Manager of the Bank,
may be an invitee to the ACB meetings. He may
give his views and suggestions to the ACB and
ensure that guidelines/directions issued by the
ACB are within its delegated powers.

3. Though as per the RBI guidelines, a minimum of 6
ACB Meetings have to be held in a year, considering
the size, volume of business and transactions of the
Bank, the number of ACB meetings required may be
decided appropriately, being not less than six in a year.

4. In order to reduce the volume of agenda and con-
centrate more on the important areas to be attended
to by the ACB, it is suggested to have a First Tier
Committee of the ACB consisting of Senior
Executives of the Banks, other than the Chairman

and the CEO. This Committee can meet more fre-
quently and review all the routine matters and
Inspection Reports of all the branches. The Minutes
of the First Tier Committee Meeting may be placed
before the ACB. Inspection reports of large
branches, and branches, where there are major
adverse remarks, need only be placed before the
ACB, and other Inspection Reports and Concurrent
Audit Reports may be reviewed by the First Tier
Committee only.

5. As per the existing guidelines, the ACB has not been
given the opportunity to interact with the RBI
inspection team in the case of Annual Financial
Inspection (AFI) of the Banks. It is suggested that the
RBI inspection team may meet the ACB in the pres-
ence of the Chairman and the CEO of the Bank, and
discuss all their important observations and get the
views of the ACB members, before the Inspection
Report is finalized. This will lend more accuracy and
authenticity to the RBI Inspection Reports.

6. Internal guidelines may be adopted by the Banks for the
selection of members of the ACB. The members of the
ACB should have some banking exposure or profes-
sional qualification. Refresher courses may be arranged
for members of the ACB as recommended by the
Cadbury Committee for improvement of its functioning.

7. The existing stipulation regarding the rotation of
Non Official Directors, other than the Chartered
Accountant Director, every two years may be modi-
fied and increased to three years, in order to have
continuity and better cohesion in the functioning of
the ACB.

8. Since formation of similar Board level Committees,
such as The Risk Management Committee,
Shareholders’/ Investors’ Grievance Committee
etc. with a specific role and responsibilities, have
been mandated by the Reserve Bank of India in the
Banks, functions such as looking into reasons for
default in payment to the Shareholders/Debenture
holders and review of the Risk Management
Policies, may be transferred to the respective
Committees, in order to avoid overlapping of the
functions amongst the Committees.
The Audit Committees have established themselves

as an effective tier to the Board of Directors. Further fine
tuning of the role, scope and ambit of functioning of the
ACB may be made to suit the changing requirements,
which will immensely benefit the Banks and the
Corporates and help them to match the international
standards in the area of Corporate Governance. ■
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