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Abstract 

The proper assessment of the effect of inflation upon the performance of firms is seriously impaired 

by the absence of a suitable adjustment method and adequate historical-cost accounting data. The 

methodology proposed herein provides a sophisticated approach in evaluating inflation-related perfor

mance under conditions of limited financial disclosure. It is built around the General Price Level Adjust

ment model. Its significance is tested in assessing the impact of double-digit inflation rates upon the 

performance of a sample of firms operating in Greece. 

1. Introduction 

Inflation continues to be a fact of economic life in most countries. High 
inflation rates have seriously eroded monetary values in these countries over the 
past two decades, and have brought forth new patterns of economic behavior. 

Even so, the effects of inflation on the performance of every economic unit 
go unrecognized in published financial statements. Businesses continue to report 
historical cost accounting data without providing supplementary information on 
management's ability to protect its financial capital from the erosive power of 
rising prices. 

These conditions and the absence of adequate historical cost accounting 
data seriously impair investor capacity to properly evaluate management per
formance. Investors apply a common adjustment factor to all items in the 
income statement in assessing the impact of inflation upon a firm's performance. 
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The deflated income serves as the criterion of management's success in facing the 
effects of inflation. This approach yields unsatisfactory results since it is based 
on the erroneous assumptions that inflation affects all the components of a 
firm's income in the same way and that real income alone constitutes the only 
success/ failure criterion of management's anti-inflationary performance. 

In this paper, a new methodology is presented for the assessment of a firm's 
performance under conditions of high inflation rates and limited financial dis
closure. It is based on an adjustment mechanism (model) which is both concise 
and unambiguous. The new mechanism utilizes a number of ratios in adjusting 
historical-cost data to general price-level increases. 

The procedural aspects of the proposed methodology are illustrated by 
applying it to a number of firms operating in Greece, a country of high inflation 
rates. The relevant findings demonstrate the significance of the new method to 
investors in assessing the impact of inflation on their command over resources, 
and its limitations in evaluating inflation-related performance on an industry
wide basis. 

This paper is divided into three parts. The first refers to research material of 
previous studies and includes the methodology of this research. The second part 
contains the proposed evaluation model, and the last one indicates its applica
tion, the corresponding findings, its limitations, and the conclusions. 

2. Previous Studies 

Research on inflation accounting focuses on two basic issues. The first 
refers to the process of establishing the most suitable model of accounting for 
changing prices [Chambers R. and Dean G. (1979 p. 115)] while the second 
concerns the evaluation of the effects of inflation upon the performance of 
economic units. Most empirical research is of the latter kind. 

It was the Accounting Principles Board in the United States that conducted 
the first field test on the effects of inflation on the profitability of a number of 
firms operating in the U.S [Rosenfeld Ρ (1969 p. 45-50)]. Similar research was 
conducted by Davidson and Weil a few years later. They evaluated the effects of 
inflation upon the performance of a sample of industrial firms [Davidson S. and 
Weil R. (1975a p. 27-34)] and public utilities in the U.S (1975b p. 30-34). More 
recently, Norby (1983 p. 33-39) and Smith and Anderson (1986 p. 107-115) 
studied correlations between historical-cost income and imputed constant dollar 
income of a sample of U.S. firms. 
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In Greece, as in most nonindustrialized countries, inflation accounting 
research is non-existent. In spite of the fact that inflation rates over the last 
fifteen years were high and varied from 15 percent to 32 percent, neither the 
State nor the accounting profession has managed to introduce an acceptable 
system of monetary correction [Greek Management Association (1982 p. 5)]. 
Instead, the State has allowed businesses to revalue certain depreciable assets at 
a predetermined price index. So far, no research has been conducted on the 
impact of the price indexing policy upon the information contents of the finan
cial statements published. 

3. The Methodology 

The standard unit for measuring management's success or failure in facing 
the effect of inflation is general purchasing power. Since investors are interested 
in maintaining and/or improving their consumption power, the sucess or failure 
criterion must reflect an increase or decrease in the holding, command over, or 
prospects of obtaining consumption goods and services rather than money. 

Gains in general purchasing power mean success, while losses mean failure 
in protecting investors command over resources. A gain (loss) in general pur
chasing power is observed whenever the firm reports (a) real, not inflationary, 
operating profit (loss), and (b) purchasing power gain (loss) on monetary items. 
A gain (loss) is also observed in cases where the sum of real income and gains 
(losses) on monetary items is positive (negative). 

The application of the General Price-Level Adjustment (GPLA) model on 
historical cost accounting data yields information on the purchasing power firms 
gain or lose by operating under conditions of high inflation. Under this model, 
conventional balance sheet and income statement items are restated for changes 
in the general price level. The resulting GPLA income represents the amount of 
wealth that can be disposed of during an inflationary period while leaving intact 
the entity's level of general purchasing power. 

Employment of other restatement methods, besides that of GPLA, is not 
possible under conditions of limited financial disclosure. For example, the appli
cation of current cost method depends on the availability of data on the price 
changes of certain balance sheet items. Such data are not usually available to 
investors. 

• 
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The adjustment model presented in this paper is substantially different from 
the GPLA model that appears in accounting literature. Although both models 
employ the same success/failure criterion, their adjustment procedures are sig
nificantly different. The GPLA model requires the restatement of the balance 
sheet items for changes in the general price level, while the proposed model calls 
for the isolation of the inflationary factor contained in each component of the 
conventional income. 

The two models differ also in terms of their information requirements. The 
proposed model is operative under conditions of limited financial disclosure, 
while the GPLA model requires more extensive disclosure. Data on sales, cost of 
sales, breakdown of costs and revenue are not usually available in countries with 
unsatisfactory level of accounting sophistication [Price Waterhouse, (1984, p. 
6)]. 

The new model, applied on historical-cost data, yields information essential 
for the assessment of a firm's performance in terms of protecting the purchasing 
power of investors' cash flows. Investors' purchasing power is actually protected 
in cases where the purchasing power of the firm's capital is maintained. This 
takes place whenever the firm experiences real net operating profits and gains on 
monetary items. 

A mathematical approach is followed for the development of the adjust
ment model. A number of conversion ratios are established for a) deflating the 
basic components of operating income, and thus determining the amount of real 
net income, and b) deriving the amount of purchasing power gain or loss from 
holding monetary items under conditions of high inflation. 

The procedural aspects of the proposed methodology and the relevancy of 
its findings are demonstrated through the application of the model on the 1986 
financial statements of twenty-five firms operating in Greece. These published 
accounts exemplify a case of limited financial disclosure. Data on sales, cost of 
goods sold, ordinary and extraordinary expenses were not disclosed in annual 
accounts published prior to 1987. With the introduction of the General Account
ing Plan of Greece and its adoption by the local business community by 1987, 
the information content of financial statements has drastically been improved. 

The twenty-five firms selected were profitable and followed the same 
accounting practices during the 1985-1986 period. The presence of these condi
tions ensures comparability of historical cost data and facilitates the illustration 
of the effect of an 18 percent inflation rate upon the firms' real profitability. 
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These same firms belong to different industries, i.e., food, beverages, tobacco, 
paper, textile, chemicals, metal products with varying degrees of debt exposure 
and capital intensity. This diversity helps exemplify the impact of inflation on 
monetary items, and the applicability of the model on firms with different capi
tal structures. 

The number of firms selected suffices for the illustration of the model's 
application. The group of firms chosen reflects a satisfactory degree of diversity 
in terms of scale and nature of operations, capital structure, and debt exposure. 
A greater number of firms would neither enhance the diversity nor alter the 
conclusions. 

These twenty-five firms should not be viewed as a sample representing any 
population of firms in Greece. The evaluation of their inflation-related perfor
mance is not subject to generalisation. No conclusions can be inmferred for any 
other group of firms, since inflation does not affect business performance 
uniformly. 

4. The Model 

The development of the model is based on a number of assumptions that 
refer to the entity's economic activities and concern the application of the model. 
Specifically: 

(a) Sales, purchases, cash expenses, and changes in monetary items occur evenly 
throughout the year (inflation period). 

(b) Beginning and ending inventories are purchased in the last two months of 
the prior and current year, respectively. 

(c) Cost of goods sold is determined on a FIFO basis, and 
(d) Gross operating profit is the top item in the income statement published. 

These assumptions allow for the building of a model which is straightfor
ward and corresponds to requirements of Greek accounting practices. 

The new model consists of a series of conversion ratios that express rela
tionships between (1) adjusted gross operating income and reported gross oper
ating income, (2) adjusted net operating income and reported net operating 
income, and (3) purchasing power gain (loss) on monetary items and reported 
net operating income. Each conversion ratio is determined, analyzed, and inter
preted in the following paragraphs. 













6. Limitations 

The new methodology is limited in application by the assumptions of the 
model and the adequacy of the data used. Thus, the new methodology is not 
suitable for assessing the inflation-related performance of firms with highly 
seasonal operations, eratic flow of goods, or inconsistent application of account
ing practices. The use of inventory valuation methods other than FIFO, varia
tions in the nature and extent of financial disclosure, and the absence of a 
concise criterion for the classification of items into monetary and nonmonetary 
further restrict the model's applicability. 

The results from the application of the new methods are not subject to 
generalization. They could not be used to infer the inflation-related performance 
of any other group of firms operating in Greece or elsewhere, This is so because 
inflation affects firms in distinctively different ways. Firms present no uniform 
structure of assets and liabilities, debt exposure, flow of funds, and use no 
identical valuation methods or rates of depreciation. 

The new model does not cope with the effects of rising specific prices on a 
firm's performance. Thus, gains in purchasing power obtained by holding non
monetary items under these conditions were not taken into consideration in 
building the proposed method. 

The prevailing rates of inflation have no bearing on the applicability of the 
proposed model. Slight modification of the price indices in the model suffices for 
making the new method suitable for assessing a firm's performance under condi
tions of low, high, or hyper-inflation. 
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these twenty-five firms. The relevant findings appear in the Tables of this paper. 
They refer to the capacity of each firms to protect investors' cash flows, i.e. its 
capacity to (1) generate real gross or net operating profit, and (2) secure purchas
ing power gains on monetary items. 

Are these findings in conformity with generally accepted principles of infla
tion accounting? Is the proposed methodology of value to investors in assessing 
a firm's performance under conditions of limited financial disclosure? To answer 
these questions, the relevant findings are analysed and interpreted in the follow
ing paragraphs. 

7.1. Real Operating Income 

The positive values of ratio r, in Table 1, indicate that all firms had realized 
real gross profits in 1986. The amounts of these profits in thirteen firms exceed 
the reported. For the remaining firms, the real gross profit is lower than that 
reported and varies in size from a minimum of 78.4 percent (KERANIS) to a 
maximum 99.9 percent (VIS) of the reported (nominal) income. 

The ranking of the firms according to the amount of their real gross profit 
reflects the known principle that inflation does not equally affect all firms [Pe
terson R. J (1973, p. 34-43). Firms with relatively low inventory in relation to 
total assets are less affected by inflation than firms with expensive inventory. 
Firms in the first quartile of variable r, in Table 3, possess a low average 
inventory in relation to their total assets (Table 1). On the other end of the range, 
firms in the third quartile own expensive average inventory. 

With respect to the capacity of each firm to generate real net operating 
profit, the positive values of ratio k in Table 1 indicate that seventeen firms 
realized real net profit. This income varies in amount from a minimum of 10.3 
percent (EVGA) to a maximum of 99.5 percent (ARVANITIS) of the corres
ponding nominal net profit. The negative values of ratio k indicate that the 
remaining eight firms experienced real losses while reporting net profits. The 
amount of this loss varies from 4.5 percent (VIELEX) to 241.9 percent 
(YOULA) of the reporting profit. 

The ranking of the twenty five firms according to the amount of their real 
operating income (ratio k) illustrates the significance of capital intensity upon 
the bearing of inflation on a firms's performance. The values of the ratio Net 
Fixed Assets to Net Total Assets in Table 1, reflect the degree of the firms' 
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capital intensity. Adjustment of historical-cost depreciation expense to rising 
prices always bears upon the level of the reported income and its inflation 
component [Davidosn S. and Weil R. (1975a p. 27-34)]. 

The adverse effect of adjusted depreciation on reported income is offset , 
either fully or partially, dependent upon the firm's profitability. The inverse 
relationship of depreciation expense to reported gross profit (Table 1, last 
column) measures the relative significance of a firm's profitability. Certain firms 
(BDF, BEBELAC, JOHNSON, REFINERY, VIS) with immaterial depreciation 
to their gross profit, presented significant real profits (ratio k) in spite of their 
high degree of capital intensity. On the other hand, firms like TITAN and 
YOULA failed to generate real net profits and experienced real losses. Their 
reported profits were not adequate enough (high depreciation to gross profit 
ratio) to fully counteract the adverse effect of depreciation on their profitability. 

Similar conclusions are derived from Table 3. Firms with low level of 
depreciation expense in relation to reported gross profit belong to the first 
quartile of variable k, while firms with a high level of depreciation expense to 
gross profit belong to the third quartile. 

7.2. Purchasing Power Gain/Loss On Monetary Items 

The amount of purchasing power each firm lost (gained) in 1986 on mone
tary items is given, in Table 2, as percentage l of the reported net operating 
profit. Three firms experienced losses that vary in amount from 1.2 percent 
(THRACE MILLS) to 2.2 percent (ARVANITIS), to 33.4 percent (VELPLAST) 
of their reported net income. The remaining twenty-two firms experienced a 
gain. For seven of those firms the gain is greater that the reported net operating 
income and varies from 107 percent (ELAIS) to 566.5 percent (TITAN) of the 
nominal profit. For the other fifteen firms, the gain is a fraction of the income 
reported. 

The ranking of the twenty-five firms, according to the purchasing power 
gain experienced (ratiol) is significantly different from the corresponding one on 
the reported net income (ratio k). These variations demonstrate the principle 
that a firm's ability to generate gains on monetary items is not influenced by its 
capacity to realize operating profits. 

Firms with net monetary liability position gain from inflation, while firms 
with net monetary asset position lose. Firms like TITAN, BOUTARIS, EVGA 
with the highest ratio of monetry liabilities to monetary assets are in the first 
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quartile of variable l in Table 3. On the other hand, firms like VELPLAST, 
ARVANITIS, THRACE MILLS with limited net monetary liability position or 
extensive net monetary asset position experienced either an insignificant gain or 
a substantial loss on their purchasing power on monetary items and belong to 
third quartile. 

7.3. Overall Performance 

The values of ratio s, in Table 2, indicate the overall performance of each 
firm in terms of their capacity to maintain or even improve the purchasing 
power of their capital. All firms, except one (FULGOR), succeeded in increasing 
their general purchasing power. In seven firms (BOUTARIS, COLGATE, 
ELAIS, KERANIS, TITAN, VIELEX, YOULA) gains on monetary items 
absorbed their real operating losses (Table 1, ratio k), while in another three 
firms (ARVANITIS, THRACE MILLS, VELPLAST) real operating profits 
absorbed losses on monetary items. In the remaining fourteen profitable firms, 
the general purchasing power was increased by the sum of the gain on monetary 
items and the amount of their real operating profit. 

Interpretation of these findings is affected by the model's main assump
tions, us, gains on fixed-amount obligations add to purchasing power of inves
tors' cash flows provided that those obligations have been discharged with infla
tionary means (money). Otherwise, outstanding obligations do not generate cash 
flows of higher purchasing power. 

These findings are indicative of the significance of the new method to 
investors in assessing a firm's inflation-related performance. Employment of the 
proposed model enables investors to isolate, even under conditions of limited 
financial disclosure, the sources of gains and the causes of losses in the general 
purchasing power of their cash flows. 

The proposed methodology yields information on the major inflationary 
components of historical-cost income, and on purchasing power gains (losses) 
on monetary items. This serves investors' interests more so than does the appli
cation of a single deflator to total income reported. It allows investors to identify 
all elements of management performance, evaluate the effectiveness of any anti-
inflationary policies, and assess their investment performance. 
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8. Concluding Remarks 

Under conditions of continuous inflation, investors are primarily con
cerned with the protection of the purchasing power of their cash flows. Purchas
ing power is maintained as long as management succeeds in realizing real operat
ing profits and generating gains on monetary items. 

The methodology developed in this paper allows for a concise assessment of 
management capacity to protect investors' command over resources. It is built 
around the General Price Level Adjustment model. Its application is simple and 
the interpretation of its findings straightforward. 

Under the new approach investors secure information on management per
formance which is more extensive and reliable than that currently available. 
Present methodologies rest on the simplistic assumption that real operating 
income alone is a satisfactory success/ failure criterion of management's 
inflation-related performance. The application of a common deflator on all 
income items does not suffice for the recognition and evaluation of all forms and 
causes of the impact of inflation on business performance. 

The proposed method isolates the inflationary factor contained in each 
component of conventional income and the effects of inflation on monetary 
items. This facilitates investors to trace, even under conditions of limited finan
cial disclosure, the exact causes of purchasing power gains or losses experienced. 

The methodology developed in this paper is not suitable for the evaluation 
of inflation-related performance on an industry-wide basis. New research in this 
field is essential for improving our understanding of the various complex prob
lems firms face by operating under conditions of severe inflation over prolonged 
periods. 
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