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Chapter-6 

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

and Services Increasing 

Dr. Darshana Deepak Kadwadkar 

Introduction 

Tnflation 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 arnalyse 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. 

niation Accounting refers to a state in which the purchasing power 

ney goes down conversely. There is more money in circulation 

than is justified by goods and services. The general weakness of the 

onal accounting system is that it fails to reflect the price level 

nge in the financial statement based on historical cost. 

adjustments, the balance sheet exhibits a suitable position 

Teven 
tha 

managers make the right decisions. Finally, it compares 

venues and expenses at current cost for reflecting a realistic position. 
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s is no 

applicable 
when a 

business operates in a count S no 

cases, compan 

Historical 
information on financial statemer 

ntry with a lata 
ie, restati can use 

inflation-adjusted figures to counter this COmpa bunt of market inflation or deflation. In some casee 

the numbers to reflect current economic values. I 
of t 

International 

organizations whose 

Financial 

functional 

Reporting 
currency 

Standards 
is the hyperinflati 

(IFRS) 
fationar 

of 

economy's currency. The IFRS describes hyperinflation 
debt, and wages linked to a price index that cumulatively rises 100 

might require updating their statements periodically to 

S tates 

fall under this categ or more over three years. Companies that fall under this cat 

make 
ions 

them relevant to prevailing economic and financial conditi 

price 
supplementing cost-based financial statements with regular p 

level adjusted statements. 

Inflation accounting is a unique method used to weigh on t 
published statistics of multinational firms in the effects of soaring 
plummeting prices of products in some areas of the world. Finanal 
statements are adjusted as per price indexes to paint a clearer picture 

of a firm's financial position in inflationary environments rather than 
relying solely on cost accounting. This method is also referred to as 

price level accounting 
Inflation accounting uses two primary methods, ie. current 

purchasing power (CPP) and current cost accounting (CCA). 
Current Purchasing Power (CPP) means monetary items a 

non-monetary items are separated according to the CPP method. it 
monetary items accounting adijustment is subject to recording a 

with gain or loss. Non-monetary details are updated into figures 
conversion tactor equivalent to the price index at the end ot tne P 

divided by the price index at the transaction date. 

are separated with monetary items recording only a net 

Under this method, the monetary and non-monela 
item y 

gain 

In contrast, the non-monetary items will be upaa 
ated int 

hgures with a particular conversion factor equivalent 
a specih 

price index. 
Conversion factor under CPP method= price at cu price at the Historical Period 
Current Cost Accounting (CCA): This method values ase 

their Fair Market Value (FMV) rather than at historio u 
st, the pri 

paid when the fixed asset was purchased. Under u as well as non-monetary items, is restated to cure 

he CCA, cume 

alues. 
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comparin existing sales to current costs. 

It can nfuse investors by providing adjusted figures and allow 
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Much 

more practical analysis of productivity is given by 

companies nanies to flag numbers that shine in a better light. The process of changing accounts to a factor in market changes will lead to a nstant restatement and alteration of financial statements. 
Objectives and Importance of Inflation Accounting 

, Inflation accounting exhibits the actual and financial status 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 
ne proit 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. 

Ihe second limitation is faulty decisions that are likely to be made 

tne costs and profits are not correctly ascertained. 

Role of Inflation Accounting 
It is 
is Ential, but equally important is the question of survival which 
is bound up 
their l intimately with the replacement of assets at the end of 

their life. It mean it means that the firm must have funds to carry out the 

placement when due. 

also, 
is 
if 

quite adequatel performed if there is no increase in prices; 

s in prices are constantly kept in view while providing 

d 
This 
is quit 

is one of the critical functions of accounting for depreciation 
and 
also, if incre 
epreciation, at least partialy. 



objective in view; 
otherwise, 

there is a danger that the hyh 
have adequate funds to acquite 
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sick 
simply 

because it does not have adequate 

Ifascertaining 
real profit and maintenance of ono 

or capital 
physically 

are to be viewed separately, 

The point is that inflation accounting must that specifi the fim will ks 

yielded all their util 
when the old assets have yielded 

intenance of operat onalcape ape this approach 
be pretty valid, but to do so will be to take a partial .PPrOa 

parte 

to take a partial vie of hey 
of affair to the detriment of not only the 

also the firm itself. 

the various interest 

The firm should not eat up its capital. Instead, it should 
iency its ability to replace assets with new ones of equal efii 

the time comes is a duty and function of Financial Accoum 

Financial Management. Perhaps Financial Accounting has a 

responsibility in this regard since it alone can provide the ner 
information for the required decisions. 

eces 

Examples 
From the below-given data, compute the net monetary gain or les:. 

per the CCP method. 

1/1/2020 31 12 Monetary items 

Cash 10 8,000 

Debtors 25,000 
Public deposits 30,000 

Creditors 20,000 

Price index 

1/1/2020 
31/12/2020 

100 

150 

Average for the year 120 

Solution: Monetary gain on holding liabilities 
Impact of price level changes on liabilities Value of monetary assets on 1/1/2020 Value of liabilities at current prices (Rs. 45,000 alue at additional liabilities at current 45,000*150/120 Total current price 

ent prices (Rs. 45,000"150/100) 
current prices (Rs. 60,000 

Less: value as per closing balance sheet Monetary gain on holding liabilities 
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ain on holding liabilities =Rs. 86,250 Rs. 60,000 Rs. 
Monetary gain on 

o 
Where 

Value as per closing balance sheet = Credits +Public Deposits 

20250 

Rs. 60,000 

Monetary loss on holding a monetary asset 

Ipact of price level changes on monetary assets Rs 
Value of monetary assets on 1/1/2020 

33,000 
Value at current prices (Rs. 33,000*150/100) 

Additions at current prices (Rs. 49,500-33,000)*150/120 
49,500 

20,625 
Total current price 70,125 
Less: value as per closing balance sheet 49,500 
Monetary gain on holding liabilities 20,625 

Monetary loss on holding monetary asset R$70,125 Rs49,500 Rs. 
20,625 

Calculation of Net Monetary Gain is as follows, 

Monetary gain on holding liabilities 

Monetary loss on holding monetary asset 

Rs. 26,250 

Rs. 20,625 

Net monetary gain Rs. 5625 

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

Conclusion 
istorical cost accounting does not disclose actual profit that can 

laintain its capital. The growing dissatisfaction with historical cost 

nting as a method of reporting financial statements has made it 

Cessary to consider alternative methods accounting for price level 

ges.It accounts for price level changes put as inflation accounting 

rts inancial activities by adjusting historical cost values with the 

ri Intlation mainly through inflation indices and the market 

it Oassets. Many people have raised many concerns such as 

A plexity, subjectivitv, cost, and the use of indices. Inflation 

to its 
Dunting provides a breeding ground for creative accounting due 

busin Inflation accounting, no doubt, reflects the actual value of the 
to its dgemental nature to the disadvantage of the innocent investor. 

business but by t suffers from certain drawbacks such as non-acceptance 

Or complications involved in the systems and process. 

authorities or 



However, 
the real purpose 

of a financial stat 

the business. The inc 
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statement is to 

accurate 
and tair 

value to the business. The ine 
Is to 

loss during a spe ir and accurate fn 

provide ne statement. 

nroftnd accurate finare 
period. The balance 

sheet must reflect the fair 

position again. 

show the 
business's 

true and accurate profit or le 

Since they are 
represented in monetary Val 

money 
fluctuates regularly, it 

becomes: necessary that a 
une 

monetary value, and 

statements to reflect such true and fair value accordingly. This 
thus ensures that there will be no significant leviations on the p 
as inflation accounting 

serves its purpose by enabling the 

het 
nan 

the business. 
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