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Classification: Indicators that would lead to finance lease are:
(a) Lease transfers ownership of the asset to the lessee by the end of the lease term; 
(b) The lessee has a bargain purchase option;
(c) The lease term is for a major part of the economic life of the asset; 
(d) The PV of the lease payments amounts to at least substantially all of the asset’s fair 
value;
(e) The underlying asset is of specialized nature that lessee can use it without 
modification;
(f) Lessor’s losses associated with the cancellation of lease are borne by the lessee; 
(g) Gains or losses from the fluctuation in the FV of the residual accrue to the lessee.

Impact of New IFRS on Auditor’s scope of work
IFRS 16 - Leases

DISCLOSURE – LESSOR: A lessor must disclose qualitative and quantitative information about its leasing activities including the nature of the lessor’s leasing 
activities, receivable and a reconciliation of the discounted lease payments receivable to the net investment in the lease. 

DISCLOSURE – LESSEE: Extensive disclosure requirements including qualitative information on the lessee’s leasing activities and the rights and obligations arising 
from its major lease contracts, as well as significant quantitative disclosure on lease commitments, variable lease payments, extension and termination options.

The core principle of developing IFRS 16 is to combine and replace IAS-17 ‘Leases’, IFRIC-4 ‘Determining whether an arrangement contains a lease’, SIC-15 
‘Operating Leases-Incentives’ and SIC-27 ‘Evaluating the substance of transaction involving the legal form of a lease’ and to remove the distinction between 
‘Operating’ and ‘Finance Lease’ for Lessees. It provides a single lessee accounting model, requiring lessees to recognize assets and liabilities for all leases 
unless the lease term is twelve (12) months or less or the underlying asset has a low value. Lessors continue to classify leases as operating or finance. IFRS 
16 was issued in January 2016 and applies to annual reporting periods beginning on or after January 1, 2019. However, it can be applied earlier by entities also 
applying IFRS-15. The core principle can be delivered in a three-step model framework:

Step 1: Identify a lease
A contract contains a lease if following conditions are met: [IFRS 16:9]
•	 the	right	to	control	use	of	an	asset	along	with	all	associated	economic		
 benefits are conveyed in exchange of consideration;
•	 asset	is	identified	explicitly	or	can	be	identified	by	specifying	at	the		
 time it is made available for use by the customer.

Where a supplier has a substantive right of substitution throughout the 
period of use, a customer does not have a ‘right to use’ an identified asset.

Substantive implies:
‘Supplier has both the practical ability to substitute alternative assets 
throughout the period of use and they would economically benefit from 
substitution’. [IFRS 16:B13-14]

Recognition Exemptions
A lessee may elect to account for lease payments as an expense on a 
straight-line basis over the lease term or another systematic basis for the 
following two types of leases:

Finance Lease - a lease that transfers substantially all the risks and 
rewards incidental to ownership of an asset. Title may or may not 
eventually be transferred.
Operating lease – lease other than a finance lease.

RIGHT OF USE ASSET - At the commencement date of the lease, a lessee 
recognizes a right-of-use asset at cost, comprising:
(a) The amount of the lease liability recognized;
(b) Any lease payments made at or before the commencement date, less any 
lease incentives;
(c) Any initial direct costs incurred; and
(d) An estimate of costs to be incurred to dismantle and remove  an asset and 
restore the site based on the terms and conditions of the lease.

Subsequently, a lessee shall measure the right-of-use asset using a cost model unless:
1) the right-of-use asset is an investment property and the lessee fair values its 
investment property under IAS 40;
2) the right-of-use asset relates to a class of PPE to which the lessee applies IAS 
16’s revaluation model, in which case all right-of-use assets relating to that class 
of PPE can be revalued.

The re-measurements are treated as adjustments to the right-of-use asset. [IFRS 16:39]. 
Lease modifications may also prompt re-measurement of the lease liability unless they 
are to be treated as separate lease. 

Accounting treatment – Operating Lease
•	Lease	contracts	accounted	for	on	an	executory	basis
•	Lessor	retains	leased	asset	on	its	statement	of	financial	position
•	Lease	income	is	normally	recognized	on	a	straight	line	basis	overthe	lease	term.

Accounting treatment – Finance Lease
•	 The	leased	asset	is	de-recognized	and	a	gain	or	loss	is	recognized.	
•	 Lessor	recognizes	a	receivable	equal	to	the	net	investment	in	the	lease
•	 Finance	income	is	recognized	based	on	a	pattern	reflecting	a	constant		
 periodic rate of return on the net investment in the lease. 

Sales and Leaseback Transactions
To determine whether the transfer of an asset is accounted for as a sale 
an entity applies the requirements of IFRS 15 for determining when a 
performance obligation is satisfied. If an asset transfer satisfies IFRS 15’s 
requirements to be accounted for as a sale the seller measures the right-of-
use asset at the proportion of the previous carrying amount that relates to 
the right of use retained. Accordingly, the seller only recognizes the amount 
of gain or loss that relates to the rights transferred to the buyer. [IFRS 16:100a)

LEASE LIABILITY - At the commencement date of the lease, a lessee 
recognizes a lease liability for the unpaid portion of payments discounted 
at the rate implicit in the lease or, if this is not readily determinable, the 
incremental rate of borrowing, comprising:
(a) Fixed payments (including in-substance fixed payments), less any lease 
incentives receivable;
(b) Variable lease payments dependent on an index or rate;
(c) Residual value guarantees;
(d) The exercise price of a reasonably certain purchase options; and
(e) Lease termination penalties, if a lessee termination option was considered 
in setting the lease term. 

The lease liability is subsequently re-measured to reflect changes in: [IFRS 16:36]

1) the lease term (using a revised discount rate); 
2)the assessment of a purchase option (using a revised discount rate);
3) the amounts expected to be payable under residual value guarantees 
(using an unchanged discount rate); 
4) future lease payments resulting from a change in an index or a rate used to 
determine those payments (using an unchanged discount rate).

Step 3: Accounting in the books of Lessors

Step 2: Accounting in the books of Lessees

i) leases with a lease term of 12 months or less and containing no purchase 
options – this election is made by class of underlying asset; and

ii) leases where the underlying asset has a low value when new (such as personal  
computers or small items of office furniture) – this election can be made on a 
lease-by-lease basis.[IFRS 16:5, 6 & 8]

Separating Contract Components
For a contract that contains a lease component and additional lease and 
non-lease components (e.g. Maintenance services), lessees shall allocate the 
consideration payable on the basis of the relative stand-alone prices, which 
shall be estimated if observable prices are not readily available.

As a practical expedient, a lessee may elect, by class of underlying asset, not to 
separate non-lease components from lease components and instead account 
for all components as a lease. [IFRS 16:13-15]

Lessors shall allocate consideration in accordance with IFRS 15 “Revenue from 
Contracts with Customers”.
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1. Companies Bill 2016

SECP has issued the final draft of Companies Bills 2016 on July 
20, 2016 and has formally sent the draft Bill to the Ministry 
of Finance for initiating necessary legislative process and its 
passage by the Parliament. 

In order to meet the international standards and 
requirements and also to ensure corporate transparency 
and facilitate meaningful due diligence, SECP proposes to 
maintain a Global Register of officers and beneficial owners 
of the companies having beneficial ownership in local or 
foreign companies. The SECP also proposes to introduce 
provisions regarding certain specialized companies 
including Free Zone companies, Real Estate Companies and 
Agricultural Promotion Companies. SECP will finalize such 
provisions after broader consultation and consensus of the 
stakeholders. The deadline for giving comments on the draft 
is August 5, 2016.

2. Amendment in NBFC Rules and  
 Notified Entities Regulations
 
On June 14, 2016 SECP has approved draft amendments in non-
Banking Finance Companies (Establishment & Regulation) 
Rules, 2003 and Non- Banking Finance Companies & Notified 
Entities Regulations, 2008 for smooth transition of Micro 
Finance Institutions (MFIs) into Non-Bank Microfinance 
Companies (NBMFCs).

In order to provide operational flexibility for the smooth 
transition of MFIs into NBMFCs, the major amendments 
include relaxation in cross directorship requirement for 
NBMFCs for specified periods of time and insertion of 
experience and knowledge in professions such as economics, 
social sector, development sector, microfinance sector for 
persons to become directors of NBMFCs in the Fit & Proper 
criteria.

Amendments can be accessed at the below link:

http://www.secp.gov.pk/notification/pdf/2016/SRO-531-
2016-Amendments_in_NBFC_Regulation_2008.pdf

3. SECP introduces new regulatory  
 regime  for Securities brokers

In line with its efforts to strengthen the capital market and 
as part of subsidiary legislation under the Securities Act, 
2015 (the “Act”), the SECP has accorded its approval to the 
Securities Brokers (Licensing and Operations) Regulations, 
2016. The regulations will take effect upon notification 
of commencement of Part V of the Act by the Federal 
Government. 

The regulations introduced various new requirements and 
strengthen existing requirements for the securities brokers 
to help achieve the objectives of risk management and 
enhanced investor protection.

It also ensures continuity of business of the existing securities 
brokers through phased implementation of certain new 
requirements. The new regime also takes into account the 
effect of integration of the stock exchanges and facilitates 
transition of brokers from the earlier regime to the new regime 
over an extended period of time.

4. Shariah Board Report

State Bank of Pakistan (SBP) vide its Circular Letter No. 1, dated 
April 12, 2016 prescribed that Shariah board of an Islamic Banking 
Institution (IBI) will prepare a report on its shariah compliance 
environment and conditions which will be published in its 
annual report.

Urdu translation of above mentioned report shall also be 
published by all IBIs with effect from December 31, 2016 to 
enhance public understanding of the report.

5. Disclosure Requirements for Islamic 
 Capital Markets

In order to promote the Islamic capital market and facilitate 
review of the Pakistan Stock Exchange (PSX)’s All Shares Islamic 
Index (ASII), the SECP, vide its Circular No. 14 of April 23, 2016, 
requires listed companies to disclose in their annual and half-
yearly accounts, certain specific information in terms of Shariah 
compliance to facilitate the PSX in fairly maintaining its newly 
developed ASII. ASII comprise all those listed companies that 
are shariah compliant as per the shariah and technical screening 
criteria developed by PSX for this purpose.

The disclosures to be made under the circular include 
disclosure of loans, advances, deposits, revenue, profits, gains, 
income, losses, bank balances etc. separately based on Shariah-
compliant mode and conventional mode. The circular is 
available on the SECP’s website www.secp.gov.pk

6. Corporate Governance Principles  
 for Non Listed Companies

SECP has introduced principles of corporate governance for 
non-listed companies, considering the fact that more than 
60,000 non-listed companies in Pakistan. 

The introduction of principles is aimed to strengthen the 
corporate governance structure of non-listed companies.  
Principles are voluntary in order to encourage market 
participants for better adoption. 13 principles had been 
introduced wherein phase-I contained seven principles 
and phase-II contained six principles. Phase-I principles are 
generally applicable to all non-listed companies except small-
sized companies whereas phase two principles are applicable 
to large sized companies.

An awareness program on Principles of Corporate Governance 
for Non-Listed Companies was also conducted by SECP on April 
7, 2016 in collaboration with IFC and Centre for International 
Private Enterprise (CIPE).

Legal and Regulatory Requirements
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1. Application of  Accounting & 
Financial Reporting Standards (AFRS) 
on Non- Profit Unlisted Companies 

SECP vide its SRO 413 of 2016, dated May 11, 2016 directed 
unlisted companies and NPOs licensed/ formed under section 
42 & 43 of the Companies Ordinance, 1984 to follow the 
Accounting and Financial Reporting Standards in preparation 
of financial statements. 

The applicable accounting and financial reporting standards 
are IFRS as issued by International Accounting Standards Board 
(IASB) and as notified by the Commission and Accounting 
Standards for Not for Profit Organisations issued by ICAP.

In case of Small and Medium Sized Company licensed/
formed under Section 42 and Section 43 of the Ordinance, 
the applicable accounting and financial reporting standards 
are IFRS for Small and Medium-Sized “Entities (SMEs) issued by 
IASB and as notified by the Commission; A Small and Medium-
Sized Company licensed/formed under Section 42 and Section 
43 of the Ordinance with appropriate disclosure in its financial 
statements may have option to adopt the following:

The revaluation model included in the IAS 16 Property Plant 
and Equipment’ and the capitalizing of borrowing costs as 
permitted by the IAS 23 ‘Borrowing Cost’.

Each class of companies is required to comply with the 
requirements of above SRO for annual financial period 
beginning on or after July 1, 2016.  

2. Accounting Standard for Not for  
 Profit Organisations (NPO’s)

SECP through SRO No. 413/2016 dated May 11, 2016 has further to 
its notification through SRO No. 929/2015 dated September 10, 
2015 has directed the non-listed companies formed / licensed 
under Section 42 and 43 of the Companies Ordinance, 1984 to 
follow ‘The Accounting Standard for NPOs issued by ICAP. This 
standard has been notified on the recommendation of ICAP.

Under the SECP directives, Accounting Standard for NPOs is to 
be applied by:

1. Public Interest Company and Large Sized Company   
 licensed/formed under Section 42 and Section 43 of the  
 Companies Ordinance, 1984 along with IFRSs as notified by  
 the SECP.

2. Small and Medium Sized Company licensed/formed under  
 Section 42 and Section 43 of the Companies Ordinance,  
 1984 along with IFRS for SMEs as notified by the SECP.

The SECP’s directive has become applicable for annual financial 
period beginning on or after July 1, 2016. 

Members may also refer ICAP Circular No.5/2016 dated 
May 13, 2016 using the following link: 

http://www.icap.net.pk/archives/2506

SECP’ SROs and The NPO Standard can be accessed using the 
following link:

http://www.secp.gov.pk/notification/pdf/2016/SRO- 
Signature_Issuance_under_sub_section_3_of_section _ 
234_of_CO_84.pdf

http://www.icap.net.pk/wp-content/uploads/2013/12/
Final-Accounting-Standard-for-npos-for-SECP.pdf

3. Format of Review Report on Annual  
 Statement of compliance with Section  
 11 & 12 of the Insurance Ordinance 2000
SECP vide its Circular letter ID/PRDD/MISC/2016/4703 dated 
April 15, 2016 has asked Insures to submit the Annual Statement 
of Compliance with Section 11 and 12 of the Insurance Ordinance 
2000 duly reviewed and certified by the statutory auditors 
along with the review report.

The Institute’s relevant Committee has developed a suggested 
format for the review report for a limited assurance engagement 
based on International Standard on Assurance Engagements 
3000, ‘Assurance Engagements other than audits or reviews of 
historical financial statements’ issued by the IASB.

The review report is enclosed with the ICAP Circular No. 
06/2016 dated May 25, 2016 which can be accessed using the 
following link: 

http://www.icap.net.pk/archives/2517

4. Adoption of ISA 701 - Communicating  
 Key Audit Matters in the Independent  
 Auditor’s Report
The Council of the Institute in its 274th meeting held on May 
4, 2016 has approved adoption of ISA 701 ‘Communicating 
Key Audit Matters in the Independent Auditor’s Report’ vide 
its circular No. 07/2016. The ISA 701 will be effective for 
audits of financial statements for periods ending on or after 
December 15, 2016.

A series of technical sessions on the new auditor report have 
already been conducted by the Institute for members and 
other stakeholders including SECP and SBP. 

SECP will soon be notifying the revised formats of audit reports 
under the Companies Ordinance, 1984 based on the revised 
and new International Standards on Auditing. ICAP Circular No. 
07/2016 can be accessed using the following link: 

http://www.icap.net.pk/archives/2536

Local Developments
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Events

1. Seminar on ‘Raising the standards of Audit Profession’
The SECP and the ICAP have held a seminar in Lahore on April 13, 2016 to raise awareness about their observations regarding 
shortcomings of chartered accountants. 

The main objective of the SECP was to highlight the efforts being made to bring the quality of assurance services at par with more 
advanced corporate jurisdictions of the world. Emphasis was placed on evolving role of the auditor and the need for flexibility 
and adaptability of the audit professional to the continuous changes proposed by IFAC.

Areas of weaknesses were highlighted which were observed by the SECP during examination of assurance assignments conducted 
by chartered accountants with the objective of assisting them to overcome these weaknesses. 

ICAP representatives highlighted the major irregularities and non-compliances with the applicable laws and regulations, which 
have come to the attention of the ICAP’s Investigation Committee on a recurring basis. They also stressed the need to adhere 
to the fundamental principles of Code of Ethics for Chartered Accountants and QCR observations noted frequently during the 
review of working papers of the professional firms

The session was chaired by Mr. Rashid Ibrahim, Council Member ICAP, and was addressed by Mr. Abid Hussain, Executive Director, 
SECP, Ms. Maheen Fatima, Director, SECP, Mr. Shahid Hussain, Director (Quality Assurance-ICAP) , Mr. Irfan Azam (Deputy Director, 
Legal and Membership Affairs-ICAP and Mr. Asad Feroze (Chairman NRC ICAP).

2. Seminar on ‘Draft Companies Bill 2016’

On 12 May 2016, a seminar was conducted by the Southern Regional Committee (SRC) of ICAP on the SECP’ draft Companies Bill 
2016. The objective of this seminar was to provide an overview of the proposed changes in the corporate laws and also review 
the comments and recommendations which have been finalized by ICAP task force in the relation to the draft law.  

The keynote speaker was Mr. Mohammad Zulfikar Akhtar, Partner at A. F. Ferguson & Co. and the Session Chairman was Mr. Asad 
Ali Shah, Managing Partner, Deloitte Yousuf Adil. 

Mr. Zulfikar threw the light on the history of Company laws in Pakistan and gave comparison between the major changes in 
the proposed Companies bill including additions and deletions with the current law and presented its potential impact on 
stakeholders.
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1. Revision of Audit Report Formats

In order to align audit report formats with new and revised auditing standards and clarified ISA 600, the suggested Form 35A, 35B 
and 35C formats of the Companies Ordinance 1984 have been sent to the SECP for consideration.

2. New Auditors Report Web Page

In order to facilitate implementation of the new Auditor’s Report model in Pakistan, a question and answer blog and data bank of 
topic wise Key Audit Matters (KAM) from other jurisdictions has been developed for the Institute’s website.

The Q&A service will facilitate everyone in answering queries related to the ISA 700 requirements and the new auditor 
report. 

3. Auditing Framework for Audit of Smaller Entities

IFAC ‘Guide to Using ISAs in the Audits of Small- and Medium-Sized Entities’ (the Guide) has been approved by AuSC to be 
adopted as it is along with the criteria for using Guide, which have been developed considering the requirements/ categorization 
given in IFRS for SME and through SECP SRO 929 of 2015. The underlying framework of the Guide is ISAs and will be voluntary for 
members. 

It is organized in two volumes. Key concepts of audit engagements are explained with the help of different chapters which 
outlines the content, purpose and extract of relevant ISAs. It also includes illustrative case studies to demonstrate how ISAs are applied in 
practice. This guide has been forwarded to PSTAC for review.

4. Companies (Compliance With Licensing Conditions) General Order, 2016

The General Order (the Order) was issued by SECP on February 15, 2016 which requires companies specified in Schedule I of the 
Order to file compliance report with respect to its status of compliance with the applicable licensing condition imposed by relevant 
licensing authority. This Order further requires auditor to certify the compliance report before filing it to registrar.

The Independent Assurance Report on Compliance Report with the Licensing Conditions is being developed by AuSC, in 
accordance with the format of revised ISAE 3000.

5. Revamping of Cost Audit report
AuSC is currently reviewing cost audit report, being developed as per Cost Audit Rules 1998, to align it with the ISAs requirement. 

SECP representatives are very cooperative about the changes required under ISA and they have suggested that they would look 
into including enabling provision in the revised Cost Audit Rules 1998 which is currently under SECP consideration. 

Updates from Auditing Standards Committee (AuSC)

Send your valuable feedback/ 
comments to:

Technical Services Department, ICAP
Chartered Accountants Avenue
Karachi, Pakistan

farheen.mirza@icap.org.pk

This publication is intended 
to provide a summary of 
developments relating to audit 

during the quarter, legal and regulatory matters and matters 
under consideration of AuSC.

This information should not form the basis of any decision; nor 
it should be relied upon as a legal and professional guidance 
regarded as a substitute for specific advice.

No responsibility of any person acting as a result of any material 
in this publication can be accepted by ICAP and the Department.
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