Advanced Financial Accounting
Richard Lewis and David Pendrill

Rigorous in its approach, Advanced Financial Accounting
tackles the more complex issues of the subject in a lively
and engaging manner. Familiar in its structure and
treatment of basic concepts, this seventh edition has been
thoroughly revised and updated to reflect recent and
planned developments in financial reporting.
This leading text continues to provide both clear
explanations and critical evaluations of current accounting
practice, especially as found in national and international
accounting standards, and relates them to the needs of
users of financial statements.
The seventh edition is accompanied by a downloadable
Solutions Manual which is available to lecturers on the
website at www.booksites.net/lewispendrill. As with the
previous edition, annual updates are also available online.

Advanced Financial Accounting is written for second and
third year financial accounting students on accounting or
business studies degrees and is also suitable for MBA
courses. The book provides extensive coverage of the
syllabuses for the advanced papers in financial accounting
and financial reporting of the ACCA, CIMA, ICAEW, ICAI and
ICAS.

The new edition
• explains the considerable changes which
are scheduled to take place in the European
Union during the next few years
• examines the increasing importance of the
IASB and international standards
• includes greater focus on international
developments
• provides in-depth discussion of all
important areas, including controversial
issues such as accounting for financial
instruments, goodwill and share options, as
well as exploring the impact of the major
changes that have occurred in the
accounting treatment of pension costs
• includes numerous questions, now grouped
together at the ends of chapters

www.pearson-books.com

Lewis and Pendrill

David Pendrill BSc(Econ), MSc, FCA, CTA, LTCL, is the Esmée Fairbairn Professor of Accounting and Financial Management
at the University of Buckingham, where he was Head of the Department of Accounting and Finance for more than a decade.
He was formerly a Senior Lecturer in Accountancy at what is now Cardiff University and has taught at the London School of
Economics as well as at universities in Canada, Singapore and the West Indies.

Richard Lewis and
David Pendrill

Advanced
Financial Accounting
seventh edition

seventh edition

Richard Lewis MSc, FCA, is Co-Director of the Centre for Higher Education Research and Information at the Open University.
He was formerly a Pro-Vice-Chancellor of the Open University and Deputy Chief Examiner of the Council for National
Academic Awards. Prior to that, he was Sir Julian Hodge Professor of Accounting at the University of Wales, Aberystwyth,
and Head of the Accountancy Department at what is now London Metropolitan University.

an imprint of

Advanced Financial Accounting

seventh edition

Advanced Financial Accounting

We work with leading authors to develop the
strongest educational materials in business and finance,
bringing cutting-edge thinking and best learning
practice to a global market.
Under a range of well-known imprints, including
Financial Times Prentice Hall, we craft high quality
print and electronic publications which help
readers to understand and apply their content,
whether studying or at work.
To find out more about the complete range of our
publishing please visit us on the World Wide Web at:
www.pearsoned.co.uk

seventh
edition

Advanced Financial Accounting
Richard Lewis MSc, FCA
Co-Director of the Centre for Higher Education Research and Information,
Open University

David Pendrill BSc(Econ), MSc, FCA, CTA, LTCL
Esmée Fairbairn Professor of Accounting and Financial Management,
University of Buckingham

Pearson Education Limited
Edinburgh Gate
Harlow
Essex CM20 2JE
England
and Associated Companies around the world
Visit us on the World Wide Web at:
www.pearsoned.co.uk

First published under the Pitman imprint 1981
Second edition published 1985
Third edition published 1991
Fourth edition published 1994
Fifth edition published under the Financial Times Pitman Publishing imprint 1996
Sixth edition published under the Financial Times Prentice Hall imprint 2000
Seventh edition published 2004
© Richard Lewis, David Pendrill and David S. Simon 1981, 1985
© Richard Lewis and David Pendrill 1991, 1994, 1996, 2000, 2004
The rights of Richard Lewis and David Pendrill to be identified as authors
of this work have been asserted by the authors in accordance with the
Copyright, Designs, and Patents Act 1988.
All rights reserved; no part of this publication may be reproduced, stored
in a retrieval system, or transmitted in any form or by any means, electronic,
mechanical, photocopying, recording, or otherwise without either the prior
written permission of the Publishers or a licence permitting restricted copying
in the United Kingdom issued by the Copyright Licensing Agency Ltd,
90 Tottenham Court Road, London W1T 4LP.
ISBN 0 273 65849 2
British Library Cataloguing-in-Publication Data
A catalogue record for this book can be obtained from the British Library.
10 9 8 7 6 5 4 3 2 1
08 07 06 05 04
Typeset in 10/12pt Minion by 30.
Printed and bound in Great Britain by Bell and Bain Ltd, Glasgow.
The publisher’s policy is to use paper manufactured from sustainable forests.

Brief contents

Preface

Part 1 · The framework of financial reporting
1
2
3
4

The search for principles
Sources of authority: the United Kingdom
Sources of authority: the rise of international standards
What is profit?

Part 2 · Financial reporting in practice
5
6
7
8
9
10
11
12
13
14
15
16
17
18

Assets I
Assets II
Liabilities
Financial instruments
Substance over form and leases
Pension costs
Reporting financial performance
Taxation: current and deferred
Business combinations and goodwill
Investments and groups
Associates and joint ventures
Overseas involvement
Expansion of the annual report
Capital reorganisation, reduction and reconstruction

xiii
1
3
23
42
59
93
95
133
160
176
205
248
276
337
359
403
447
476
526
579

Part 3 · Accounting and price changes

617

19 Accounting for price changes
20 Current cost accounting
21 Beyond current cost accounting

619
644
666

Index

703

Contents

Preface

Part 1 · The framework of financial reporting
1 The search for principles
Overview
Introduction
Accounting theory
The FASB conceptual framework project
The IASC/IASB framework
The ASB’s Statement of Principles
Summary
Recommended reading
Questions

2 Sources of authority: the United Kingdom
Overview
Introduction
Legislation
Stock Exchange rules
Accounting concepts
Standardisation
The Government’s proposals
Summary
Recommended reading
Some useful websites
Questions

3 Sources of authority: the rise of international standards
Overview
International standardisation
Harmonisation in the European Union
The EU Regulation of 2002 and the problems that it poses
Summary
Recommended reading
Some useful websites
Questions

xiii
1
3
3
3
5
8
11
12
21
21
22
23
23
23
24
27
28
31
37
39
39
39
40
42
42
42
46
50
55
55
56
56

viii

Contents

4 What is profit?
Overview
Introduction
Present value of the business
Measurement of wealth by reference to the valuation of individual assets
Capital maintenance
The usefulness of different profit measures
How do we choose?
The limitations of historical cost accounting
Interim summary
Distributable profits
Realised profits
Summary
Recommended reading
A useful website
Questions

Part 2 · Financial reporting in practice
5 Assets I
Overview
Introduction
The basis of valuation
Tangible fixed assets
Depreciation
Investment properties
Intangible assets
Differences in the treatment of tangible and intangible fixed assets
Impairment reviews
Summary
Recommended reading
Questions

6 Assets II
Overview
Introduction
Stocks and long-term contracts
Research and development
Government grants
Summary
Recommended reading
Questions

59
59
59
61
61
65
71
73
73
77
77
81
86
87
87
87
93
95
95
95
98
100
110
116
118
122
122
127
127
128
133
133
133
134
144
146
149
149
150

Contents

7 Liabilities
Overview
Introduction
Liabilities
Provisions and contingencies
Summary
Recommended reading
Questions

8 Financial instruments
Overview
Introduction
FRS 4 Capital Instruments
Hedge accounting
Derivatives
The valuation of financial instruments
FRED 30 and the convergence programme
Summary
Recommended reading
Questions

9 Substance over form and leases
Overview
Introduction
Reflecting the substance of transactions
Leases
Beyond SSAP 21
Summary
Recommended reading
Questions

10 Pension costs
Overview
Introduction
SSAP 24 Accounting for Pension Costs
From SSAP 24 to FRS 17
FRS 17 Retirement Benefits
Summary
Recommended reading
Questions

11 Reporting financial performance
Overview
Part A · Reconfiguring the financial statements
Reporting financial performance

160
160
160
162
165
171
171
171
176
176
176
177
189
191
193
197
201
201
202
205
205
206
206
214
236
238
238
239
248
248
248
252
259
260
271
271
271
276
276
277
277

ix

x

Contents

Review of FRS 3
Segmental reporting
Part B · Extending the financial reporting envelope
Accounting for post balance sheet events
Earnings per share
Related party disclosures
Part C · Share-based payments
Different types of share-based payment
Summary
Recommended reading
Questions

12 Taxation: current and deferred
Overview
Introduction
Current taxation
Deferred taxation
Summary
Recommended reading
Questions

13 Business combinations and goodwill
Overview
Business combinations
Goodwill
Summary
Recommended reading
Questions

14 Investments and groups
Overview
Introduction
Investments
Accounting for groups
Summary
Recommended reading
Questions

15 Associates and joint ventures
Overview
Introduction
Possible methods of accounting
The regulatory framework in the United Kingdom

291
296
300
300
303
309
313
314
318
319
319
337
337
337
339
343
355
355
356
359
359
359
377
391
392
392
403
403
403
404
407
431
431
432
447
447
447
448
453

Contents

The international accounting standards
Summary
Recommended reading
Questions

16 Overseas involvement
Overview
Introduction: the problems identified
Accounting for foreign currency transactions
Translation of the financial statements of an overseas subsidiary
The international accounting standard
The proposed new standards
Summary
Recommended reading
Questions

17 Expansion of the annual report
Overview
Introduction
Cash flow statements
The operating and financial review
The historical summary
Reporting about and to employees
Summary financial statements
Interim reports and preliminary announcements
Summary
Recommended reading
A useful website
Questions

18 Capital reorganisation, reduction and reconstruction
Overview
Introduction
Redemption and purchase of shares
Capital reduction
The proposed simplification of capital reduction
The legal background to other reorganisations
Capital reconstruction
Summary
Recommended reading
A useful website
Questions

464
466
466
467
476
476
476
477
486
514
516
517
518
518
526
526
526
528
549
552
554
555
557
560
560
561
561
579
579
579
580
591
594
595
596
605
605
606
606

xi

xii

Contents

Part 3 · Accounting and price changes

617

19 Accounting for price changes

619
619
619
621
624
642

Overview
Introduction
The progress of accounting reform
Current purchasing power accounting
Summary

20 Current cost accounting
Overview
Introduction
Theoretical roots
The basic elements of current cost accounting
Summary

21 Beyond current cost accounting
Overview
The utility of current cost accounts
Interim summary
CCP and CCA combined
A real alternative – Making Corporate Reports Valuable
The evolution of the ASB’s thinking
Summary
Recommended reading
Questions
Index

644
644
644
645
656
665
666
666
666
669
669
676
686
689
689
689
703

Preface

This is undoubtedly a demanding time for practitioners and students of financial reporting.
Accountants and business people in European Union countries need to master not only their
national regulations but also the rules of the International Accounting Standards Board.
Both sets of rules are voluminous, ever growing and presently undergoing a process of rapid
change as a consequence of the convergence programme designed to bring national and
international standards into line with one another.
The ASB, in the UK, has developed its Statement of Principles for Financial Reporting, a
conceptual framework designed to underpin the development of accounting standards
which adopts a rather different view from that of the accruals-based approach of traditional
financial accounting. However, some of the principles are inconsistent with present company law and several of the Financial Reporting Standards in issue are inconsistent with the
Statement of Principles. Company law is presently under review, with the publication of a
White Paper which proposes major changes to the mechanism for setting and enforcing
accounting rules in the UK. Once the law is changed, then it will be necessary to change
numerous Financial Reporting Standards. It can perhaps be seen that the failure in the past
to develop a generally-agreed theory underpinning financial accounting is not without its
practical costs.
A 2002 EU Regulation requires all quoted companies in Europe to prepare their consolidated financial statements in accordance with international standards, rather than national
standards, by the year 2005. Accounting rule setters in the various member states are
attempting, with varying degrees of enthusiasm, to achieve convergence between their own
standards and those of the IASB, but this process is difficult to achieve because of considerable, often major, differences between the respective standards and because the IASB is itself
revising a large number of standards as part of its improvements project. National standard
setters are therefore in the uncomfortable position of shooting at a moving target.
The EU Regulation applies only to the consolidated financial statements of quoted companies, although member states may permit, or require, the use of international standards in
the single-entity financial statements of those companies as well as in both the single entity
and consolidated financial statements of unquoted companies. At the time of writing it is
unclear whether the various member states will require universal application of international
standards or whether two sets of standards, national and international, will co-exist for
application to different financial statements in the same country. In the view of the authors,
even the consolidated financial statements of quoted companies in different EU countries
are unlikely to be comparable until long after 2005, let alone the financial statements of
unquoted companies.
While the world’s standard setters still have their disagreements, most of them seem to
suffer from the same condition – asking for more and more about what is in relative terms
less and less. The phrase ‘knowledge economy’ might have become a stale cliché but it still
has a relevance in that the major assets of an increasing number of businesses are knowledge
and expertise rather than physical assets. Yet standard setters have poured far more of their
energies into the production of longer and ever more detailed standards relating to tangible
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assets than they have to the critical questions of how an entity should report on the extent to
which it has invested in enhancing its store of knowledge and what it has done to protect
that store, for example through its staffing policies.
Another disappointing feature of the shared practices of standard setters is their reluctance to move away from the view that there is one and only one way of valuing an asset or a
liability that should be reported. The standard setters argue that it would be confusing to
report both the replacement cost and historical cost of an asset or the market value and original value of a liability. One of their strongest arguments is that the users of financial
statements would not understand the different bases but, at the same time, they issue standards of such detail and complexity that the layperson attempting to interpret financial
statements can now no longer even see the trees; the wood disappeared some while ago.
The practice of providing very detailed information about what is such a limited range of
assets and liabilities does suggest that financial accounting practice is an area where, increasingly, spurious accuracy reigns.
We are grateful for the permission of the Accounting Standards Board to reproduce
extracts from their large list of publications. As in previous editions, we have included a
selection of questions from the professional examination papers of the Association of
Chartered Certified Accountants, the Chartered Institute of Management Accountants and
the Institute of Chartered Accountants in England and Wales. We gratefully acknowledge
the permission of these three bodies to reproduce their questions, although we are disappointed that the ACCA will not permit us to include questions set in the two years preceding
publication of the book, even though those questions are available on their website. We have
chosen to include questions based on UK standards but would emphasise that both the
ACCA and CIMA set alternative examination papers based on international accounting
standards, should readers wish to make use of these.
A downloadable Solutions Manual, prepared by John Wyett, to whom both the authors
and readers of this text owe a considerable debt, is available to Lecturers on the passwordprotected website to the book, www.booksites.net/lewispendrill, where we intend also to
publish annual Updates.
As always, we wish to thank our long-suffering wives, Pamela and Louise, for all their help
in reading and commenting on draft chapters and checking proofs, and for reminding us in
such positive tones that there is a life beyond Advanced Financial Accounting.
RWL
DP

PART

1
The framework of financial
reporting

chapter

The search for principles

Introduction
One of the most difficult tasks facing authors is deciding how to start their books. An elegant
epigram or an eye-catching sentence might well fix the attention of prospective readers or,
more importantly, potential purchasers of the book, but such devices do not seem appropriate in this case. We feel that it would be best to start the book in a fashion which reflects its
approach, i.e. we shall adopt a practical stance and start by discussing what we mean by the
three words which constitute the title of the book – Advanced Financial Accounting. It will be
convenient to start at the end of the title and then work back.
A number of definitions of accounting are available in the literature, and of these we will
select the oft-quoted description provided by the Committee of the American Accounting
Association (AAA), which was formed in order to prepare a statement of basic accounting
theory. In its report, which was published in 1966, the Committee defined accounting as:
the process of identifying, measuring, and communicating economic information to permit
informed judgements and decisions by users of the information.1

We feel that the definition is a useful one in that it focuses not on the accounting process
itself but on the reasons why information is required. It is all too easy for accountants to
become obsessed with the techniques of their craft and to forget that the application of these
techniques is not an end in itself but merely a means to an end. In this book we shall constantly reiterate such questions as ‘Why is this information required?’ or ‘How will this data
be used?’ We believe that a proper study of accounting must start with an examination of the
needs of decision makers.
The distinction between financial and management accounting is a convenient one to
make, but it must not be regarded as one which divides the two areas of study into watertight
compartments. It would be better if the phrases ‘financial’ and ‘management’ accounting
1

A statement of basic accounting theory, AAA, New York, 1966, p. 1.

overview

In this chapter we first introduce the subject matter of the book and explore the role of
accounting theory before turning to some of the attempts which have been made to construct a conceptual framework for financial reporting. We examine the ongoing US
Conceptual Framework Project and the International Accounting Standards Board (IASB)
Framework for the Preparation and Presentation of Financial Statements before concentrating on the work of the UK Accounting Standards Board (ASB) that led to the publication of
its Statement of Principles for Financial Reporting in December 1999.
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were replaced by ‘external’ and ‘internal’ accounting, as management accounting has financial implications while managers have more than a passing interest in financial accounting.
But, however one describes the differences, it is generally agreed that financial, or external,
accounting is primarily concerned with the communication of information about an entity
to those who do not share in its management, while management, or internal, accounting
refers to the communication of information to the managers of the particular entity. Thus
the American Financial Accounting Standards Board (FASB) has defined financial reporting
as activities which are intended to serve ‘the informational needs of external users who lack
the authority to prescribe the financial information they want from an enterprise, and therefore must use the information that management communicates to them’.2 This is a helpful
definition which indicates that in this book we will be concerned with financial information
that is given to users rather than information which is required by an individual or group of
individuals who are in a position to enforce their request.
A more recent description of the objective served by financial statements has been provided by the UK Accounting Standards Board (ASB), whose publications loom large in this
book. In its Statement of Principles for Financial Reporting,3 the Board states that:
The objective of financial statements is to provide information about the reporting entity’s
financial performance and financial position that is useful to a wide range of users for assessing the stewardship of the entity’s management and for making economic decisions.

The reference to the making of economic decisions links back to the AAA’s description of
accounting and reminds us of the essentially utilitarian nature of the activity. The concept
of stewardship reminds us of accounting’s historical roots which were based on the desire of
owners of assets to receive reports from their stewards on the way in which the assets
entrusted to their charge had been used.
A more modern interpretation of the concept of stewardship suggests that it has two
aspects. The obligation to render accounts, or provide financial statements, might be
expected to motivate stewards (managers) to act in ways which best serve the interests of
owners, while the receipt of such information might help owners make economic decisions
(e.g. sell shares or sack the managers), thus indicating that the two purposes of the provision
of financial information identified by the ASB are closely interrelated.
Another way in which our attitude to stewardship has changed is that there is now the
question of whether stewardship is owed to parties other than the economic owners of the
assets. Do managers have an obligation to report to other groups such as employees?
Although many would contend that economic ownership is all, and that reporting to other
groups is simply a means to the end desired by the owners, there are others who would argue
that in a modern business enterprise shareholders are not the only stakeholders entitled to
receive reports. We shall return to this theme later in the book.
In this book we shall concentrate on the question of accounting for limited companies.
We do, of course, recognise that there are many other forms of entity which are of importance, including charities, universities, central and local government and their associated
agencies. Our reason for deciding to concentrate on the topic of limited companies is not
because we think that the other forms of entity do not merit the concern of financial accountants, but because we recognise that, at least at present, most accounting courses are
concerned with the private profit-seeking sector of the economy. Our readers will appreciate
2
3

Statement of Financial Accounting Concepts (SFAC) 1, Objectives of Financial Reporting by Business Enterprises,
FASB, Stamford, Conn., 1978, Para. 28.
Statement of Principles for Financial Reporting, ASB, London, December 1999.

Chapter 1 · The search for principles

that many of the topics that will be discussed in the context of limited companies are of
direct relevance to other forms of economic entity.
We should also provide some indication of the interpretation that should be placed on the
adjective ‘advanced’ in the title of this book. It does not mean that the text will concentrate
on detailed and complex manipulations of debits and credits, although we shall of course
have to deal with such matters from time to time. In the context of this book, ‘advanced’
means that we shall concentrate on the identification, measurement and communication of
economic information in the light of our acceptance of the view of the ASB that such information is required to help in decision making. Thus we shall concentrate on such questions
as what information is relevant to decision makers, how the information is relevant to decision makers, how the information should be measured, and the manner in which it should
be communicated. In so doing we shall describe and evaluate alternative approaches to the
solution of accounting problems.
The definitions of accounting which we quoted above stop at the ‘communication’ of
information. However, it must be emphasised that the interpretation of information is a vital
part of an accountant’s work, and it is clear that this aspect must be regarded as being an
integral part of the process of communication. It should be noted that the definition of
accounting does not extend to decision making. Of course, many accountants do become
involved in decision making, but when they do so they are performing a managerial rather
than an accounting role. We would not for one moment wish to argue that accountants
should not become involved in management, but it is essential to distinguish between
accounting and decision making. It is important that information provided by accountants
should be as free as possible from personal bias but, if accountants do not keep the distinction between accounting and decision making clear in their own minds, there is a great
danger that they might, possibly quite unconsciously, bias the information provided towards
the decision which they would wish to see made.
The above discussion might suggest that we see the work of an accountant as being of a
purely technical nature in which he or she is allowed little latitude for professional judgement. This is not the case, because we believe that the accountant must strive to find out and
attempt to satisfy the information needs of decision makers and, as we shall show, this is no
easy task.

Accounting theory
Academic accountants tend to bemoan the lack of generally accepted accounting theory.
This is understandable because theory is the stock in trade of academics. Some ‘practical’
accountants are probably rather pleased that there is no generally agreed theory of accounting because such practical people are suspicious of theory and theorising as they believe that
it gets in the way of ‘real work’. However, those who take this view are probably ignorant of
the role that theory can play in practical matters and do not realise that an absence of theory
does give rise to many real and practical difficulties.
The description of accounting theory provided by Hendriksen shows clearly the practical
uses of theory. Hendriksen defines accounting theory as ‘logical reasoning in the form of a
set of broad principles that (i) provide a general frame of reference by which accounting
practice can be evaluated and (ii) guide the development of new practices and procedures’.4
4

E.S. Hendriksen and M.F. Van Breda, Accounting Theory, 5th edn, R.D. Irwin, Homewood, Ill., 1992.
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