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Chapter - 6

[nflation Accounting: A Tool for Measuring
The Rate at Which Price Level of Goods

and Services Increasing

Dr. Darshana Deepak Kadwadkar’

.~ Introduction

: Inﬂation Accounting refers to a state in which the purchasing power
- Lof money goes down conversely. As a result, there is more money in
-~ circulation than is justified by goods and services.

. Inflation Accounting involves recording the business transaction
 at current value to analyse the impact of changes in price or business
. transaction on companies' cost and revenues, assets, and liabilities.
~ After adjustments, the balance sheet exhibits a suitable position that
helps managers make the right decisions. It compares revenues and
expenses at current cost for reflecting a realistic position. Inflation
accounting presents the company's actual condition by adjusting all
price level changes in its financial statements. It depicts a fair view
of its financial position by reflecting all changes per the current price
index.

In an economic sense, Inflation refers to a quantitative measure of
the rate at which the average price level of goods and services increases.
Inflation Accounting refers to a state in which the purchasing power
of money goes down conversely. There is more money in circulation
than is justified by goods and services. The general weakness of the
traditiona] accounting system is that it fails to reflect the price level
thange in the financial statement based on historical cost. -

L After adjustments, the balance sheet .eghibits a Sﬁltaili 5;‘;::::
4 reite helps managers make the right dec1sxor}§. Fina yl,.gﬁC kion
. *NUesand expenses at current cost for reflecting a realisicp
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Historical informati.on OT; f:;Z?eCS‘ailnsgat:mems is ng |

licable when a bUSI.I'leSS P ; Ountry with e
appit ¢ market inflation or deflation. In some cases, g,
amount 0 fation-adjusted figures to counter this jsgyq Mpay,
s 1*: s to reflect current economic values, 155’ restahn,_,
the ot e; Financial Reporting Standards ([fgg Of t,
Internation hose functional currency is the hyper; dirgy,
O IFRS describes hyperinflatio. ™
economy's currency. The 5 ¢ Yperlnﬂatlon as 1y,
debt, and wages linked to a price mc.lex that cumulatively rige 1o
or more over three years. Cor_npames that fall u.nder this Catego}
might require updating .the1r statements pe.rlodllcally to mg),
them relevant to prevailing economic and financial condj,,
supplementing cost-based financial statements with regular Price.
level adjusted statements.

Inflation accounting is a unique method used to weigh on th
published statistics of multinational firms in the effects of soaring o
plummeting prices of products in some areas of the world. Finana
statements are adjusted as per price indexes to paint a clearer pictur
of a firm's financial position in inflationary environments rather thar
relying solely on cost accounting. This method is also referred toa
price level accounting.

Inflation accounting uses two primary methods, i.e. curen
purchasing power (CPP) and current cost accounting (CCA). 4

Current Purchasing Power (CPP) means monetary items &
non-monetary items are separated according to the CPP method. T
monetary items accounting adjustment is subject to recording ?“e;
gain or loss. Non-monetary details are updated into figures mthw;
conversion factor equivalent to the price index at the end of the per™
divided by the price index at the transaction date. -

Under this method, the monetary and non-monetary 1.‘; ;
are separated with monetary items recording only a net gjl -
1(.358' In contrast, the non-monetary items will be updat® ecil:
flg'Ure.s with a particular conversion factor equivalent t 2 F
Price index.

| e
~ Conversion factor under CPP method= price at curre™t |
price at the Historica] Period

Current Cost A
their Fair Market Va
paid wh
as well

assel

ccounting (CCA): This method Value: the F™
lue (FMV) rather than at historical €% ™
en the fixed asget was purchased. Under the cea-t

3 NON-monetary items, is restated to current value>
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ges & Disadvantages

Advf‘"m .
. . y »
omparing existing sales to current cogts glven by
C L wr.

{{ can confuse investors by providing adjusted figures and al|

companies to flag numbers that shine in 4 better light. The pro (TW
of changing accounts to a factor in market changes will lezd i‘-ﬁs
constant restatement and alteration of financia] statements .

Objectives and Importance of Inflation Accounting

Inflation accounting exhibits the actual and financial statys of the
company by reflecting all books of accounts at the current price.
It adjusts all records following the current price index of
determining actual profitability.

It keeps a check on companies' financial statements to avoid any
overstatements of profits.

It charges the correct amount of depreciation by calculating it on
present value instead of historical value.

It enables firms to compare their inter-periods performance for
determining their profitability quickly.

It provides correct information to shareholders and workers
based on the present price level.

Limitations

The profit and loss account and the balance sheet drawn up
based on historical costs do not permit a proper appraisal of the
performance of the concern and its financial position.

The second limitation is faulty decisions that are likely to be made
if the costs and profits are not correctly ascertained.

Role of Inflation Accounting

!t Is €ssential, but equally important is the qu

lts ound up intimately with the replacemen
Or life, |

"placeme

Qpreciatio

estion of survival which
t of assets at the end of

t the
t means that the firm must have funds to carry ou

nt wh iati

. is 1S One (:zfnts:sntlca] functions of accountin,g for d:}j;e;lfltégs
=18 Quite adequately performEd if there i.s ne mcrf]ﬁfe roviding
°0, 1f INCreases in prices are constantly keptin vieww P

N, at least partially.
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1 BT hat inflation accounting must specg;
a

| _ Wy
The point 1 otherwise, there1s2 d?ir;giratt};aft:ge fi Wil
. sive in vie it does nOt haVe a q ) .('15 t val\."
object! € ts have yielded all their utility ™
. real profitandm aintenance OfOperéﬁona] G,
Jf ascertaini™ g” are to be viewed SeparatEIY,.th_]S aPprg.
hysically do so will be to take a partial vie,, of b,
id:j b:rtirtr?eﬂt of not only the various interesteg pars,.
e :

sick SITP yn the old ass€

of af‘fair to

also the ﬁﬁrm itsskell)fmd not eat up its capital. Instead, it shoug |
The firm

1 replace assets with new ones Qf eql_Jal efficienc;
its at_nhty to eslf’is a duty and function _Of Fmanaal. Accoum'm |
the time C'?/Ilgnage ment. Perhaps Financial Accom@g has a ¢,
Financwi illity in this regard since it alone can provide the nec

ons _ .
ﬁgmaﬁon for the required decisions.

Examples

From the below-given data, compute the net monetary gainor i«
per the CCP method.

. 1/1/2020 N
Monetary items 5000 :
Cash |
Debtors ‘ ig’ggg i
Public deposits | _——i———"’///
Creditors 20,000
Price index | P
1/1/2020 | 00—
31/12/2020 10—

Solution; Monetary gain on holding liabilities -
Im

pact of price Jey

el changes oy liabilities j
Value of Moneta

Ty assets on 1/1 2020 A
Value of liabilitj 2

es at cy . 150 100) 1
Ww{g 45,000%150/ |

450000415 20 nal labilities 4¢ current prices (Rs. 60,000-

Tota . -

LQSS: \—/‘/ P
Monezzlue a§ €1 closin balance sheet /« ’
Y gain op ho]ding liabilitieg -
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onetary gain on holding liabilities =Rs. 86,250 - Rs. 60,000 - g

;\ here, Value as per closing balance sheet =

Credits + Public Deposits
_Rs. 00'000

\fonetary loss on holding a monetary asset

o \
epact of price level changes on monetary assets | Rs ;

value of monetary assets on 1/1/2020 133,000
\'J;;;at current prices (Rs. 33,000%150/100) |

—

u 149500
\dditions at current prices (Rs. 49,500-33,000)*150/120 20,625
Total current price 70125
Less: value as per closing balance sheet 49,500
\Monetary gain on holding liabilities 20,625

Monetary loss on holding monetary asset = Rs70,125 — Rs49,500 = Rs.
20,625

Calculation of Net Monetary Gain is as follows,

Monetary gain on holding liabilities  Rs. 26,250 ‘

Monetary loss on holding monetary asset | Rs. 20,625 |
T

Net monetary gain | Rs. 5625

Net Monetary gain = Rs. 26,250 -Rs20,625 =Rs.5,625
Conclusion

Historical cost accounting does not disclose actual profit that can
maintain its capital. The growing dissatisfaction with historical cogt
dccounting as a method of reporting financial statements has.made it
necessary to consider alternative methods accountmg.tor price le.vel
changes, |t accounts for price level changes put as inflation accogtr;‘tu;lg
€Ports financial activities by adjusting historical cost values wi L ei
*ftect of Inflation mainly through inflation indices and the mcal: <
Price of assets, Many people have raised many concerns liﬁlation
N Omplexity, subjectivity, cost, and the use of indices.

A . ting due
'\fk“unting provides a breeding grouﬂd for creative accoun g

t _ - . ~ investor.
ot . : the mogent m
> ludgemental nature to the disadvantage of | value of the

: - ctua

nﬂatmn accounting, no doubt, reflects thtlhaL.; Lon-acceptance

"'Ness but suffers from certain drawbacks su -‘::eme and process:
- - VS b

" duthorities or complications involved in the sy

usj
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e of a financial statF
1S to

the real purpos _
-curate and fair value to the business. The INCOme stay, '
« true and accurate profit or loss ¢ .te"\en,‘.'
heet must reflect the fair and acurmg N
mrate M.,

%,eriod. The balance S .
' firg,

position again. '
y are represented in monetary valye
money fluctuates regularly, it becomes necessary th a’t :nd Curye,
as inﬂation accounting serves its purpose by enablin Ttnethoda
statements to reflect such true and fair value accor dinglg h§ fing,
thus ensures that there will be no significant devjaﬁons)’;)ll;htji me.
€ pan

the business.
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