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Abstract:
This study discusses the limitations of historical cost accounting
information under inflationary conditions by introducing a review of the

previous literature on inflation accounting.

The study concludes that historical-cost financial statements prepared
underinflationary conditions could be misleading. Furthermore, inflation
impairs the financial accounting role a basis for decision-making. Hence,
the need for the adjustment of the historical cost financialstatements to

reflect currenteconomic realities becomes inevitable.
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Introduction:

One of the most significant economic problems that have received
broad attention of experts, economists and researchers over many years is
inflation. Inflation is an ongoing phenomenon that has affected many
economies for many years. Inflation also is referred to as price level
changes.

Accounting is defined as the process of identifying, measuring and
communicating economic information in order to permit informed
judgments and decisions by the users of the information (American

Accounting Association, 1977)

Accounting is affected by the phenomenon of inflation, which affects the
accuracy of information disclosed in the financial statements. It is one of
the factors that affect the accounting system in a country. Inflation, the
systematic decrease of purchasing power and destroyer of wealth, is a
fundamental fact of economic activity over time and creates serious
financial reporting and financial management problems (Schneider et
al.,1999).

Archambault and Archambault (1999) show that the rate of inflation
iIs the dominant factor in applying inflation accounting. Countries with
higher inflation rates choose to use price-level adjustment rather than
historical cost with some revaluations.

The accounting financial reporting regime is nominal, which assumes
no changes to the purchasing power of money over time.Although the
effects of inflation on financial reporting received considerable attention
during the late 1970s when inflation was relatively high, inflationary effects
have been mostly ignored in the more modest inflationary environment
since that time (Konchitchki, 2011).



Financial statements without adequate adjustment to inflation do not
reflect appropriately the financial position and performance of business
enterprises. Furthermore, unadjusted financial statements can be meaningless
or even misleading under inflationary conditions.Several countries have
implemented different adjustment procedures resulting in lack of
uniformity. A uniform solution to the problem of assessing financial
performance of enterprises in an inflationary environment has been long
overdue (Goldschmidt and Jacob, 1991).

A number of articles have beenpublished, but findings have not been
conclusive and decisive. The fundamental arguments against accounting for
price changes are that the orthodox of conservatism and historical costs
must be the foundation for financial reporting. The so-called attribute of
reliability derived from historical costs must be emphasized in various
spectrums. The arguments for taking account of inflation seek to enhance
more the relevance attribute of accounting reporting, in order to reflect

more accurately the current economic values of assets (Du and Min, 2012).

Problem Statement:

The objective of financial information is to provide users with
relevant and timely information for decision-making. While decision-
making is concerned with future actions, the infrastructure which generates
accounting information as frame worked by Generally Accepted
Accounting Principles (GAAP) is based on historical cost. This is
fundamental accounting practice, as evolved over the years, has proved to
be reasonably satisfactory during the periods of relative price stability.
However, in the absence of price stability, which is often the case in many
developing countries, the value of accounting information as a practical
language of economics could be lost and its quality of being relevant for

decision making damaged (Bello, 2011).
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High quality accounting information is of key importance for a large
number of users, as it influences the quality of their decisions. Providing
high quality and useful accounting information is a prerequisite for the
efficiency of the enterprise. The usefulness of the accounting information is
connected with the extent to which this information corresponds to the
particular needs at any given time and how the information contributes to
the solution of a particular problem. Usefulness is determined by the
quality of accounting information. By useful information which means the
kind of information that is necessary and needed by its users; is provided
on time and is used for performing a particular activity and for the
implementation of direct or indirect link/feedback between the preparers
and the users of accounting information. Measuring and assessing the
quality and usefulness of accounting information are of particular
importance, as these activities will not only enhance the quality of economic
decision-making for the users, but also the overall market efficiency of the
business as well (Tsoncheva, 2015).

The International Accounting Standards Board (IASB)
issuedstandards as well as the conceptual framework, essentially aiming at
producing higher quality financial statements. The critical question that
arises is whether this goal has been achieved; that is, whether the historical
financial statements following the IASB adoption are in fact, of higher
guality as opposed to inflation adjusted financial statements.

In periods of rising prices, financial accounting information has been
criticized because it reflects a number of dated monetary units while the
value of the monetary unit is changing. According to Hughes, et al. (2004),
“Inflation, creates an earnings illusion as an artifact of the mismatching of
expenses based on allocations of historical costs with current revenues in

determining earnings. This mismatching distorts mappings of aggregate
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earnings and book values into equity value such that value-relevant

information is lost.”

Manyarguments have been presented that under conditions of
changes in the general level of prices financial statements are irrelevant and
uninterpretable. According to the argument for restatement of financial
statements, a real (constant) money measure of performance indicates that
management is failing to maintain its physical stock of capital. The nominal
money measure is considered to be the problem, since it cannot provide a
constant measure of the physical quantities. Attempts have been made to
alter financial accounting information in order to measure the impact of
inflation on a business enterprise to assist the firm in making its investment
decisions and the firm's shareholders in making their investment and
consumption decisions.However, in great part, these attempts have not
withstood the test of relevance and interpretability. The argument in
support of accounting for changes in the general level of prices was
examined in light of the following questions: What is it that is entrusted to
management? Is it a physical stock or a financial stock of capital? Does a
firm seek to accumulate a physical stock or a nominal money stock? Are
the suppliers of money-capital concerned with physical flow prediction or
with nominal money flow prediction? (Stanley, 2004).

In recognizing the defects of financial reports in inflation situations, a
lot of debates, observations, reservations and opinions were presented in
economies such as the U.S and the U.K. However, in developing economies,
like Egypt, where inflation is more persistent and is likely to remain so in

the near future, little effort has been made.

This studyexamines the limitations of historical cost under

inflationary conditions.



Research Objective:

The main objective of this research is to discuss the limitations of

historical cost accounting under inflationary conditions.

The reminder of this paper presentsmeaning of inflation,history of inflation
in Egypt, limitations of historical cost accounting system under inflationary

condition and conclusion.

1- Meaning of Inflation:

Inflation affects everything in our life, from basic necessities
like housing, food, medical care, education and utilities to the cost of
luxuries goods and services. In addition, inflation has negative
effects on our savings. It makes money saved today less valuable
tomorrow, eroding our future purchasing power and even
interfering with our ability to retire.

Inflation is a rise in the general level of prices of goods and services in
an economy over a period. An increase in the general price level makes
each unit of currency buys fewer goods and services .Consequently,
inflation is erosion in the purchasing power of money. A chief measure of
price inflation is the inflation rate. Inflation rate is the percentage change in
a general price index or the rate at which the general level of prices for
goods and services is rising (Islam, 2013).

Labonte (2011:p.1) defined inflation as a sustained or continuous rise
in the general price level or, alternatively, as a sustained or continuous fall
in the value of money. Several points should be noted about this definition:

e First, inflation refers to the movement in the general level of prices. It
does not refer to changes in one price relative to other prices. These
changes are common even when the overall level of prices is stable.

e Second, the prices are those of goods and services.
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e Third, the rise in the price level must be somewhat substantial and
continue over a period longer than a day, week, or month.

From the above definitions, Inflation can be defined either as a rise in
prices,decrease in the monetary value or as an expansion in aggregate income
(expenditure). Inflation is a state of disequilibrium when there occurs a
sustained rise in price level. It is inflation if the prices of most goods go up.The

rate of increase in prices may be slow, moderate or rapid.
2-History of Inflation in Egypt:

The essential goal of macroeconomic policies in Egyptis to keep
inflation low, stable and predictable as it can as possible. However, data
shows that this is merely an objective and has not often been achieved.
During the study period (2014-2018), the Egyptian economy has witnessed
substantial economic and political changes. These changes have affected the

inflation- rates in Egypt.

Inflation rates were in general relatively high during the 1980s before
dropping substantially in the 1990s after the adoption of the Economic
Reform and Structural Adjustment Programme. Afterwards, inflation
rates started to increase once again reaching 18% in 2008 compared to 2%
in the year 2001.In the new millennium, Egypt continued in adopting
economic reform policies in several areas such as foreign exchange rates,
taxes, and banking systems. In 2003, a managed floating exchange rate
system came into effect to replace the old system that pegs the Egyptian
pound against the US dollar. This flexibility in the exchange rate was
intended to achieve price stability and reduce the inflationary pressures by
correcting for the overvaluation of the Egyptian pound and to face the
growing black market for currency, all of which will enhance the

competitiveness of the Egyptian exports. Following the new floating system,
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the Egyptian pound depreciated by around 25%. However, the
depreciation of the Egyptian pound seems to have contributed rather than
to remedy the increase in the inflation rate given the high dependence on
Imports to satisfy domestic demand for most of the essential goods. Despite
the undertaken policy reforms, inflation rates increased significantly
during this period, reaching 11% in 2004 and 19.1% in 2008(Sharaf,2015).

Inflation rate declined only in 2005. It reached 4.8% but this decline
happened after the central bank declared that the inflation targeting regime
will be adopted. So the central bank will target an inflation rate and then it
will try to steer actual inflation towards the target through the use of interest
rate changes and other monetary tools. but it returned to rise to 9.5% in
2007/2008 and reached 18.3% in 2008/2009 as the result of supply shocks
resulting from high food and energy prices and other services on one hand
and demand pressures particularly in the construction sector This high
inflation pressures lead to decrease the real income and so the ability of
peoples to get their basic needs was affected.The Egyptian revolution on
January 25, 2011 was a transformative event, both at the political and
economic domains, resulting in long lasting and wide implications which
include increase in annual inflation rate to more than 12% in 2012 compared
to 10% in 2010. In 2013,2014 and 2015 inflation rate ranged from10% to
12%.Inflation was already on the rise in 2016, having accelerated to around
14% by October 2016 (NBK Economic Research,2017).

On November 3, 2016, the Egyptian government officially floated the
national currency, following through with a key demand of the International
Monetary Fund (IMF). It also responded to pressure from the black market,
where the Egyptian pound had plunged to a record low of 18 to the dollar, less
than half of the official rate. Prices for imported goods have since surged,

adding to the inflationary pressures created by the slashing of subsidies and
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new consumer taxes. Within less than a year, a large part of the Egyptian

population has seen half of its real purchase power wiped out (Stiftung,2017).

The liberalization of the exchange rate regime and the devaluation of
the Egyptian pound were critical steps toward restoring confidence in the
economy and eliminating foreignexchange shortages. The new exchange rate
regime will be supported by prudently tight monetary policy to anchor
inflation expectations, contain domestic and external demand pressures, and
allow accumulation of foreign exchange reserves. On November 11, 2016, the
Executive Board of the International Monetary Fund (IMF) approved a three-
year extended arrangement under the Extended Fund Facility (EFF) for the
Arab Republic of Egypt for an amount equivalent to US$12 billion, to support

the authorities’ economic reform program(IMF,2016).

Annual headline inflation rose to 28.14 percent in January 2017 due to
exceptional monthly increases averaging 4.01 percent between November 2016
and January 2017 that were strongly impacted by the economic reform
measures. The higher monthly inflation in January (4.07 percent) compared
to December (3.13 percent) is estimated to be partly driven by relatively
higher regular monthly dynamics as well as the introduction of higher custom
tariffs at the end of 2016(Central Bank of Egypt, 2017).By the end of 2017,
inflation rate reached to 29.5 percent. At the end of 2018 inflation rate
declined to 14.5%.

As illustration, figure 1 summarized the annual inflation rate for Egypt
for the period from 2008 to 2018.
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Annual Inflation rate for Urban Egypt
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Copy Right to Central Agency far Public Mobilization And Statistics
Which the primary source of offidal statistics for the Arab Republic of Egypt

Figure 1: annual inflation rate in Egypt (2008-2018).

3-Limitations of Historical Cost Accounting under Inflationary

Conditions:

The traditional assumption of stable currency and historical cost
accounting model considers neither changes in monetary value nor price
changes of measured production factors; therefore it cannot reflect the
information of price changes.The Financial Accounting Standard
BoardFASB (1979) stated that the absence of information about the effects

of changing prices could lead to the following difficulties:

"Resources may be allocated inefficiently, investors' and creditors'
understanding of the past performance of an enterprise and their ability to

assess future cash flows may be severely limited.” (Paragraph 3: p. 2)
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In the case of inflation, the use of historical cost accounting will
lead to the following serious limitations:

e The accounting financial reporting regime is nominal, which assumes no
changes to the purchasing power of money over time. That is, the
accounting amounts reported in financial statements are called nominal
because they are not adjusted for inflation.When purchasing power is
not constant, a nominal reporting system that combines monetary
amounts from different periods violates the Monetary Unit accounting
assumption of a stable currency (SFAC 5, Financial Accounting
Standards Board, FASB 1984) and decreases comparability both across
firms and over time (Konchitchki, 2011). Comparability of business
entities, which is so necessary in the assessment of performance and
growth, becomes distorted.

¢ Financial reports become confusing at best, misleading at worst, because
revenue is mismatched with differing historical cost levels as the
monetary unit becomes unstable (Elliott ; J. Elliott,2011).

e Using The nominal financial reporting regime result in two types of
accounting errors which include (Sherazy,1990):

a) Measurement errors: Ignoring the changing purchasing power of
money (Monetary Unit accounting assumption of a stable currency)
makes the accounting numbers non-additive and non-comparable.

b) Timing errors: Whichresult from delaying the recognition of changes
in value until the objective evidence is available (traditional formof
realization principle).

e Financial statements without adequate adjustment to inflation do not
reflect appropriately the financial position and performance of business
enterprises. Furthermore, unadjusted financial statements can be
meaningless or even misleading under Inflationary conditions.The FASB
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(1979) stated that the absence of inflation accounting information could
lead to the following difficulties:

""Resources may be allocated inefficiently, investors' and creditors’
understanding of the past performance of an enterprise and their ability
to assess future cash flows may be severely limited." (Paragraph 3: p. 2)
Unadjusted financial statements overstate profitability during a period of
rising prices, and misrepresent the relative financial strengths of firms.
The concern is that analysts and investors cannot make informed
financial decisions without understanding the impact of inflation on
financial information (zaid,2013).

Since depreciation charges forlong-lived assets do not reflect the current
costs, accountskept in historical units overstate income. If the
inflationrate is high enough, even the costs which are incurred in
thesame year when they are expensed do not reflect the currentjcosts. On
the other hand, revenue increases as prices rise. Thus, an overstated
income results. In addition to the overstatement of income, understated
book values of assetscompound the effect upon the rate of return on
capital.In parallel to the overstatement of income, the effectivetax rate
also increases. Since income tax is determined as apercentage, it goes up
with reported income. However, realincome may not have increased at
all. As a result, theeffective tax rate, tax as a percentage of real
income,becomes larger.Another issue is the maintenance of business

capitalrepresented by stockholders™" equity. Basically, income isdivided
among tax, dividends and retained earnings. Asillustrated above, the
effective tax rate increases underinflation and takes a greater portion of
income. On the otherhand, stockholders expect to receive enough
dividends to makeup for inflation. However, if sufficient earnings to

maintainthe physical capital are not retained, dividend policies basedon
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overstated income figures may erode the capital base. Physical capital
represents the resources necessary to maintain the existing level of
productive capacity (Wadi,2006).

Under inflationary conditions, however, the purchasing power of the
money declines, causing some crucial figures of the conventional
financial statements especially net income and nonmonetary assets’ value
to be distorted. Thus, "a hundred feet plus ten centimeters is certainly
not a hundred and ten anything, and the accountant’s balance-sheet total
IS not much better™. In other words, during a period of inflation, the
values of assets and some cost items (such as depreciation of fixed assets),
as recorded in the financial statements, tend to be understated. To
provide meaningful information, these figures should be revalued
(Goldschmidt and Yaron,1991).

Nominal financial statements, by their nature, do not account for gains
and losses attributable to changes in purchasing power over time. For
example, whereas the erosion of a firm’s monetary assets (e.g., cash)
attributable to inflation is a loss to the firm, the erosion of a firm’s
monetary liabilities (e.g., debt) is a gain. Further, whereas inflation-
adjusted amounts of nonmonetary items (e.g., land) accumulate
inflationary effects over time to reflect changes in purchasing power,
such effects are not recognized in nominal financial statements. The
difference between inflation-adjusted and nominal earnings represents
unrecognized gains and losses from inflation (Konchitchki, 2011).
Inflation decreases the effectiveness of financial reports by not only
creating wrong effects about the potentials of company’s profits and
losses but also it leads to incorrect managerial decisions about profit
distribution, product pricing and performance evaluation (Nemr,

1986).The decision-making process, the formulation of plans and the
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setting of targets may be suboptimal if the financial base data are out of
date.

e The failure of accountants’ to recognize, identify, measure, and report
the effects of price changes has contributed to the measurement problem
and diminished the relevance attached to accounting information as a
vehicle as well as an infrastructure for financial decisions. As decision-
making involves future actions, accounting information reported under
historical cost reflects a mere historical numbers of the past (Bello,2011).

In the same context, the credibility of accounting information may
be affected by inflation at leastat these four main appearances (Shaban,

1986):

= Incredibility of historical values which are included in the balance
sheet:

According to the traditional accounting methods, assets and liabilities
are presented in pecuniary form and the monetary unit is used as the unit
of measurement. As a result, the balance sheet present an idea about the
adequacy of assets to reimbursing liabilities, but it does not give adequate

information about the real values of these assets.
= Incredibility of Profit or Profit Illusions:

Revenues that are measured by a monetary unit that has current
purchasing power will be matched by costs that are measured by a
monetary unit that has different or higher purchasing power, and as a
result, the profit will be overstated.

= Capital Erosion:

Some companies may consider their historical profits as a
distributable income and consequently distribute it after paying taxes, so

they distribute part of capital which will result in capital erosion.
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= |[gnoring the effect of inflation on borrowing and drawing structure:

During inflation a company’s monetary assets and monetary
liabilities lose real value. A company with net monetary assets suffers a loss
in real terms, the company with net monetary liabilities makes a gain, as
less real cost is involved in paying debt. Thus, a high gearing company

gains handsomely from inflation.

4-Conclusion:

Debate about inflation accounting has been ongoing for many years
in many countries, especially the developing countries. This study tries
toshift attention to inflation accountingapplication by investigating the
limitations of historical cost accounting information under inflationary

conditions.

The overall findings of previous studies concluded that historical-cost
financial statements prepared in inflationary conditions could be
misleading. Furthermore, it reduces the financial accounting role as an
input for decision-making. Hence, the need for adjustment of the historical

cost approach to reflect current economic realities becomes inevitable.
Further research should be conducted regarding the following issues:

e The effect of inflation accounting on key financial ratios.

e The usefulness of inflation-adjusted data in bankruptcy prediction
and distribution of dividend decisions.

e The ability of inflation-adjusted information to improve financial

reporting quality.
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