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ABSTRACT

The purpose of this study is to examine the issue of inflation accounting and decision usefulness. As
well as having political costs for a country, inflation has financial costs for companies and their
stakeholders. To test the necessity of inflation accounting adoption, Ohlson's (1995) pricing model is
used and earnings volatility is measured across years. It was concluded that earnings are more volatile
and don’t explain the changes in company market value when inflation adjustments are required.
Furthermore, it has been suggested that stewardship theory can explain the reporting of inflation-

adjusted values in conjunction with historical cost values.
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KARARA FAYDALILIK VE ENFLASYON MUHASEBESI: TURKIYE ORNEGI

oz

Bu caligmanin temel amaci enflasyon muhasebesi ve karara faydalilik konusunu incelemektir. Enf-
lasyonun tilkeye siyasi maliyeti olmasinin yansira, sirketlere ve paydaslarina finansal maliyeti de bulun-
maktadir. Enflasyon muhasebesinin uygulanmasi gerekliligini kanitlamak i¢in Ohlson (1995) tarafindan
gelistirilen fiyat modeli kullanilmis ve kazanglarin yillara gére oynakligr 6l¢iilmiistiir. Sonug olarak,
enflasyon diizeltmesi gerektigi zamanlarda kazanglarin daha fazla oynaklik gosterdigi ve sirketin piyasa

degerini agiklayamadig1 goriilmiistiir. Ayrica, enflasyon muhasebesi uygulamasi sonucu olusan deger-

lerin tarihi muhasebe degerleriyle birlikte sunumu temsil teorisi ile agiklanabilecegi 6ne siirtilmiistir.
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GENISLETILMIiS OZET
AMAC VE MOTiVASYON

Son donemlerde giindemi sik¢a mesgul eden enflasyon sorunu sadece makroekonomik diizeyde si-
nirli kalmayip hayatin her alanina niifuz ederek isletmeler agisindan da biiylik bir sorun teskil etmekte-
dir. Bu baglamda isletmelerin paydas gruplara ve yatirimcilara sunduklar1 finansal raporlar enflasyon
nedeniyle gercegi tam olarak yansitmamaktadir. Enflasyonun yiiksek oldugu dénemlerde igletmeler ta-
rafindan sunulan finansal tablolarin karar vericiler agisindan faydali bilgi sunup sunmadiginin incelen-
mesi dnem arz etmektedir. Isletme ilgililerinin dogru karar verebilmesi i¢in daha dnce uygulamada bu-

lunan enflasyon muhasebesi enflasyonun yilikselmesiyle son zamanlarda tekrar giindeme gelmistir.
ARASTIRMA YONTEMIi

Basinda kendisinden siirekli s6z ettiren enflasyon olgusu, sirketlerin finansal tablolarinin gériintimii-
niin de etkileyici bir unsurudur. 1950°li yillarin ortalarinda ortaya koyulan karara faydalilik kavrami
daha sonra Uluslararas1 Muhasebe Standartlar1 Kurulu ve Muhasebe Standartlar1 Komitesi’nin yayilari
ile daha da ileri bir diizeye taginmistir. Muhasebe literatiiriinde siklikla dile getirilen ger¢ege uygun
deger ile tarihi deger konusunun uzantis1 olarak goriilen enflasyon muhasebesi de yeniden giindemde
yer almistir. Calismada, son zamanlarda siklikla giindeme gelen enflasyon muhasebesinin, gercege uy-
gun degeri yansitmada araci olarak kullanilip kullanilamayacagi incelenmistir. Enflasyon muhasebesi-
nin muhasebe literatiiriinde genisce yer bulan karara faydalilik konusu ile nasil bir etkilesimi oldugunu
anlatmak {izere yapilan bu ¢aligmada ge¢misten giliniimiize Tiirkiye’de enflasyonun gelisim seyri ge-
nigge ele alinmistir. Ayrica Tiirkiye’de kendi diizeyindeki iilkelere kiyasla ¢ok yiiksek bir enflasyon
gorililmesine ragmen neden bu uygulamanin gerceklestirilemedigi ortaya koyulmus olup, gerceklestiril-
mesine yonelik taleplerin ve durumun 6nemi giincel basindan 6rneklerle detaylandirilmastir.

Sirketlerin yatirimeilar ve diger paydas gruplar i¢in sundugu finansal tablolarin sirketin piyasa de-
gerini yansitip yansitmadigi ve bu bilgilerin yiiksek ve diisiik enflasyonlu yillarda nasil sekillendigi,
yillik veriler kullanilarak Ohlson (1995) tarafindan gelistirilen fiyat modeli ile incelenmistir. Bunun di-
sinda kazang oynaklig1 olarak bilinen sirketlerin 1.2.3. ve 4. ¢ceyrekteki karlilik oranlarinin standart sap-

malan yillik diizeyde karliligin oynakliginin belirlenmesinde kullanilmistir.
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BULGULAR VE TARTISMA

Gelisen ekonomiler arasinda oldukga yiiksek bir enflasyona sahip olan Tiirkiye 2004 yilindan sonra
uygulanmasi terkedilen enflasyon muhasebesinin uygulanmasi i¢in gerekli goriilen tiim sartlarin olug-
masina ragmen bu uygulamay1 gergeklestirmemistir. Gerek Uluslararas1 Muhasebe Standartlarini uygu-
layan borsada islem goren sirketler gerekse Maliye Bakanliginin koydugu yasalar takip eden halka agik
olmayan sirketler bu uygulamadan faydalanamamislardir. 2021 y1li1 sonunda enflasyonun yiikselise geg-
mesi, herhangi bir diizeltme yapilmadan finansal tablolarin anlagilirligini zorlastirmigtir. Hazine ve Ma-
liye Bakanligimin belirledigi sartlara gore, enflasyon muhasebesinin uygulamaya gegirilebilmesi i¢in son
ii¢ yilin toplam enflasyonunun %100°{ agsmasi ve i¢inde bulunulan mevcut yilda enflasyonun %10 veya
daha fazla olmasi1 gerekmektedir. Hazine ve Maliye Bakanlig1 yayinladig1 gecici madde ile kendisine
tabi olan sirketlerin 2021 ve 2022 yillar1 i¢in 2 yil siire ile enflasyon muhasebesini uygulayamayacakla-
rma hiikmetmis ve 2023 y1l1 i¢in sartlarin olusup olusmadigina bakilmaksizin uygulanacagini belirtmis-
tir. Sermaye piyasasi araglart borsada igslem goren sirketler i¢in IAS 29'da belirtilen gereklilikler yerine
getirilmis olmasina ragmen, Kamu Gozetimi Muhasebe ve Denetim Standartlart Kurumu (KGK) tara-
findan yayinlanan bildiride, Tiirkiye Istatistik Kurumu tarafindan agiklanan iiretici fiyat endeksi yerine
tiiketici fiyat endeksinin esas alinmasi gerektigi vurgulanmistir. Ancak, bu endeks oranimin son {i¢ yilin
toplaminda %100'i agmamasi nedeniyle uygulamaya gegilmeyecegi belirtilmistir. Yapilan analizler so-
nucunda, enflasyon muhasebesi uygulanmasi sartlarmin gergeklestigi halde uygulanmadig: yillarda
(2021 ile 2022 yillarinda) kazang oynakliginin daha yiiksek oldugu ve fiyat modelinin agiklama giiciiniin
azaldig1 goriilmiistlir. Ayrica, yapilan gozlemler neticesinde, net karn sirketlerin piyasa degerini agik-
lamada yetersiz kaldig1 goriilmiis, bu duruma karsilik net varliklarin piyasa degeri konusunda daha tu-
tarl bilgiler sundugu ve enflasyondan daha az etkilendigi gdzlemlenmistir. Bu anlamda ¢aligma kendi-
sinden 6nce yapilan diger caligmalarla benzer sonuglar gostermektedir (Belesis ve digerleri, 2022; Liu

& Sun, 2022).
SONUC VE ONERILER

Muhasebede finansal tablolarin gercege uygun deger ve tarihi deger ile sunumu konusu, 1960’11 ve
19701i yillarda yasanan yiiksek enflasyon olgusu ile sekillenmistir (Whittington, 2008). Literatiirde her
iki goriislin taraflar1 olmasina ragmen, gercege uygun deger ile tarihi degerin birlikte sunulmasinin fay-
dal1 bilgiler sunmasi agisindan daha 6nemli oldugu vurgulanmistir (Kirkulak & Balsari, 2009; Filip &
Raffournier, 2010; Chamisa ve digerleri, 2018). Buna bagl olarak, ger¢ege uygun degerin tarihi degerler
ile birlikte gosterilmesi, kurumsal yonetimin énemli teorilerinden biri olan temsil teorisi ile agiklanmak-
tadir. Vekalet teorisine dayali olarak, isletmelerde temsilciler ile paydaglar arasindaki bilgi esitsizligi,
enflasyon muhasebesinin tarihsel ve giincel degerleri igeren raporlama 6zelligi ile azaltilabilir. Enflas-

yonun yiiksek oldugu donemlerde sunulan muhasebe bilgilerinin sirketin piyasa degerini yeterince
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yansitmadig1 ve kar oynakliginin yiiksek oldugu gézlemlenmistir. Yapilan analizler sonucunda, 2018
yilindan sonra enflasyonun yiikselmesiyle beraber finansal tablolarda bulunan bilgilerin, sirketin gergek
degerini belirlemede 2000 yilindan beri hi¢ goriilmedigi kadar yetersiz kaldig1 gézlemlenmistir. Ayrica,
enflasyon muhasebesi, sartlarin olusup olusmadigina bakilmaksizin, 2023 yili i¢in tekrar uygulanacak-
tir. 2023 yil1 igin bu alanda yapilacak olan ¢aligmalarda, enflasyona gore diizeltilmis muhasebe degerleri

ile diizeltilmemis muhasebe degerlerinin karsilastirilmasi, literatiire nemli katki saglayacaktir.

1. INTRODUCTION

In the accounting discipline, the appropriate asset and liability measurement concept is still a
contentious issue (Frank, 2019). The origin of this controversial discussion goes back to the 1960s and
1970s when there was a discussion about the implementation of inflation accounting (Whittington,
2008). Nonetheless, both FASB and IASB require to use of fair value accounting for monetary assets
and liabilities to provide more reliable and useful information with regard to decision usefulness (Gassen
& Schwedler, 2010; Kieso et al., 2019). In this manner, both FASB and IASB consider presentation of
fair values be an objective of financial reporting (Hitz, 2007). According to the Conceptual Framework,
the usefulness is enhanced if the provided information represents true and reliable information and if it
can be compared with financial information of previous years (IASB, 2018). The high inflation rate,
however, makes it difficult to compare financial information over time. In this way, IAS 29 requires the
restatement of financial statements in accordance with the relevant price index to reflect companies' real
financial situation when a firm's functional currency is that of a hyperinflationary economy (IASB,
1989). The IAS 29 defines five characteristics of hyperinflation and identifies countries with

hyperinflation if they have those characteristics:

a) The general public chooses to hold their money in nonmonetary assets or in reasonably stable
foreign currencies. Amounts retained in local currency are promptly invested to preserve purchasing

power.

b) In the general public's eyes prices are not quoted in terms of local currency, but rather in terms of

a foreign stable currency.

c¢) Short-term credit sales and purchases take place at prices which compensate for the loss of

purchasing power.
d) Salary, wages, and prices change in relation to the price index.

e) Cumulative inflation rate over three years approaches, or exceeds, 100%.
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Turkey, as an emerging economy, has the second highest inflation rate (% 57.7) following Argentina
among G-20 countries as of January 2023 (OECD, 2023). Turkish economy has been plagued by high
inflation rates for a considerable period. Although the governments attempted to reduce high inflation,
they were not successful in maintaining a stable and low inflation rate for many years. Governments
delayed stable economic policies to prevent low tax earnings for the State since low inflation would
reduce tax expense reported by companies. Turkey has experienced high inflation from 1950 to the
2000s. In order to eliminate the devastating impact of high inflation on the financial statements,
companies protect themselves by using LIFO (Last in first out) method for the cost of sales, diminishing
balance method for amortization, and allocating higher reserves (Gengoglu & Ertan, 2012). Companies
following Capital Markets Law were allowed to adjust their financial statements based on the inflation
rate at the end of 2003 (Karasioglu & Erdemir, 2005). Other companies that don’t follow the Capital
Markets Law and are governed by the Ministry of Finance are also allowed to adjust their financial
statements. Since this date, Turkish entities have been able to properly compare their financial
statements with those of foreign entities. Ministry of Finance accepted adjusted income as taxable
income in case the inflation rate of the three consecutive years exceeds or approaches %100 (Arsoy &

Gilicenme, 2009).

Although the inflation rate between 2004 and 2017 was more stable and lower than previous years,
it started to rise again after 2018 and continues to rise today. Studies have argued for the negative impact
of high inflation rates on financial reporting quality, and consequently on the investment decisions of
investors (Durak & Giirel, 2014; Higson et al., 2007; Leuz et al., 2003; Scholtens & Kang, 2013).
Inflation accounting mitigates the problem of over taxation and fictitious profits while providing fair

value information (Arzova & Sahin, 2022).

As fair value measurements provide timely and relevant information to analysts, they may also
impact their information environment positively. This allows analysts to relate earnings expectations to
overall movements in other variables (e.g. macroeconomic variables) that affect asset performance and
pricing. This enhances their ability to make accurate predictions, as well as increasing the consistency
of forecasts (Ayres et al., 2017). In this respect fair-value information is believed to provide valuable

information to analysts in terms of forecasting earnings (Magnan et al., 2015).

This study's main objective is to explain the interaction between decision usefulness and the
phenomenon of inflation accounting and to explain how it influences earnings forecasts and stock prices.
This paper aims to contribute to the growing body of literature by examining topics that are currently
being discussed. It also illustrates the application of inflation accounting which has been suspended for

many years.
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The study is organized as follows: the second section is devoted to decision usefulness and the third
section deals with the inflation dynamics and its history in Turkey. Following this, the fourth section
explains the application and implementation of inflation accounting. Moving forward, the fifth section
reviews relevant prior research and presents hypothesis development. The sixth section explains the
research design and methodology and the last section discusses the findings and includes the closing

remarks.

2. DECISION USEFULNESS

The decision usefulness theory was formulated in the mid-1950s in accounting. This theory is based
on the usefulness of information obtained from financial statements. The theory took on a real meaning
with the publications of the International Accounting Standards Board in 1973 and the Accounting
Standards Committee in 1975 (Berry & Robertson, 2006). The conceptual framework defines
information as useful when it meets the relevance and reliability criteria. Relevance refers to the
influence the financial statement measure has on a user's decision, whereas reliability refers to the
measure's ability to represent what it is designed to represent. In order to evaluate the usefulness of

decisions, a measurement and information perspective is essential.

The measurement perspective embodies the traditional view of information. The basic information
required by investors should be reported truthfully from this perspective (Hitz, 2007). Overall, this
perspective measures its usefulness by evaluating how accurately a financial statement captures the true
financial situation of an entity (Barth, 2000). According to this perspective, fair value measurement
depicts an entity’s financial status and represents decision useful information properly only in a utopian
world. The reality is that in the real world there are some deficiencies, and these deficiencies are also
part of the financial reporting process. When the market is illiquid, fair value is viewed as a measurement
of procyclicality and contagion. During the financial crisis, illiquid markets did not reflect future returns,
but merely the cash available to the investor. From the perspective of measurement, fair value
measurement does not seem to be very useful. Thus, the value in use is more appropriate from this

perspective.

On the other hand, the information perspective has a broader view. In this perspective, useful
information is regarded as a signal that converts a priori expectations into insights, thereby enhancing
better judgment and revision. Using this perspective, the information provided to investors is critical for
influencing the decisions of the investors. It is therefore relevant to consider how fair value information
influences investors' decisions (Hitz, 2007). The literature survey conducted by Sapkauskiene &
Orlovskij (2017) has revealed that in terms of providing useful information to investors, fair value

accounting is considered a superior method, although it has some limitations. On the other hand,
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historical costs can be easily verified and are less subjective, which is why they have been used in
bookkeeping for centuries. Accounting conservatism prevents assets from being written up when the
market value of the asset increases. In contrast, a decline in market value is not treated the same way
and, instead, is written down. Therefore, historical cost accounting is more protective than fair value
accounting (Wang, 2012). In addition, historical cost accounting allows for the determination of the

carrying value of items in financial statements.

As stated before, fair value accounting reports assets and liabilities based on their current market
value. As a result, it reflects the firm's true and relevant financial position. Whenever the market
fluctuates, stakeholders are better informed about the financial statements of an entity. Creditors and
stakeholders can use updated information to learn more about the firm's prevalent risks and can take
more effective action. However, the use of fair value measurement results in increased subjectivity. In
this manner, FASB has developed a hierarchy of fair value measurements. Fair value accounting consists
of three different hierarchical tiers. Level 1 includes adjusted prices for identical assets and liabilities in
the active market at the measurement date. Level 2 includes assets and liabilities that are not included
in Level 1 and observed either directly or indirectly. Inputs of Level 3 are not observable and are used
when observable data is unavailable. For instance, the mortgage assets of a subprime ledger are not

easily evaluable because the market is no longer active (Kieso et al., 2019).

Fair value accounting advocates believe that it reflects the company's current status and provides
more useful information (Laux, 2012; Adwan et al., 2020). Fair value is defined as "the price that would
be received to sell an asset, or paid to transfer a liability, in an orderly transaction between market
participants at the measurement date" (IASB, 2018, par. 6.12). As per IASB, fair value should provide
information on future cash flow, which can serve as a decision aid (Whittington, 2008). It is believed
that investors make less favourable financial decisions when they are provided solely with historical
cost information. Therefore, fair value information is believed to improve investors’ asset allocation

decisions as well as their stewardship judgments (Anderson et al., 2015).

As a result, fair value has been associated with decision usefulness by many scholars. However, fair
value is insufficient to provide a comprehensive analysis of the company. As part of the stewardship
oriented perspective, historical costs should be integrated with fair value (Whittington, 2008; Palea,
2014; Anderson et al., 2015; Andrejcik et al., 2021). The study conducted by Anderson et al.(2015)
demonstrate that the fair values presented on the face of the financial statements and the historical costs

in the footnote created better stewardship judgement than vice versa.

The stewardship theory relies on the statements of Donaldson (1990) and Donaldson & Davis (1991)
in the academic literature. It provides a sociological and psychological explanation of the organization

of corporate administration. Since stewardship is defined as accountability to investors it has an equal
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ranking with decision usefulness (Whittington, 2008). Stewardship theory calls for getting timely

information about the financial performance of a company.

Moreover, it has been argued that the fair value method also reduces the agency costs that arise
between shareholders and managers as a result of their asymmetric information possession (Barlev &
Haddad, 2003). In agency theory, both fair value accounting and historical cost accounting are evaluated
according to whether they isolate managers' benefits and support investors. As a result, the usefulness
of the information should be assessed according to its informativeness about the manager's contribution

or value-added to the firm (Anderson et al., 2015).

3. INFLATION DYNAMICS IN TURKEY

Inflation means swelling or expansion as a word derived from Latin (Karapmar & Eflatun, 2022).
Inflation is defined as a general increase in prices of products and services in a market (Aydogan, 2004;
Ayvaz Giiven & Ayvaz, 2018; Kibritgioglu, 2002; Varol, 2022). The Turkish economy is seen as an
exemplary laboratory for the study of inflation dynamics. In contrast to other developed countries, the
inflation rate in Turkey is highly volatile (Kantur & Ozcan, 2022). Due to frequent Turkish lira
devaluations in the 1970s and two major oil crises in 1973 and 1978, Turkey experienced high inflation
rates. However, there was a sharp acceleration of inflation in the 1980s, which has continued to this day
(Kibritgioglu, 2002). The reason for the high inflation during this period can be attributed to an increase
in the money supply caused by wrong economic policies. In addition, the increase in public sector
deficits, and the continuous increase in domestic and foreign interest debt led to high inflation. The
government of the period signed an agreement with International Monetary Fund (IMF) to implement
significant changes in the economy by securing the support of foreign capital. In 1994, Turkey
experienced the highest inflation rate. The high inflation rate on this date can be attributed to Turkey's
monetary growth and inefficient taxation policy. This means that taxes could not be raised to a level to
cover government expenditures (Aydogan, 2004). Turkish inflation was very high in the 1990s and was
reduced by solid and successful economic policies in early 2000s. The implemented disinflation
program was prepared under the supervision and consultancy of the IMF in 1999. In this program, the
goal was to reduce inflation to a predetermined level, 10% for wholesale prices and 12% for consumer
prices. Moreover, the primary balance of the public sector was supposed to increase from a deficit of
2.8 percent to +3.07 percent of Gross National Product (GNP). The sources used to generate this
percentage increase are income taxes, indirect taxes and value added taxes. Apart from the privatization
process, taxes in general constitute a major part of monetary sources (Yeldan, 2001). Following this,
inflation soured again during the economic crisis in 2001. The Law of the Central Bank of the Republic

of Turkey guaranteed its formal independence and prevented state owned enterprises from being directly
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liable. Therefore, the Central Bank aimed to keep inflation low and maintain price stability. In 2004, the
inflation rate fell to single digits. Following the global crisis in 2008, excessive volatility and capital
flows in emerging markets were triggered by the expansionary monetary policies of the Federal Reserve
(Fed). The reason for the increase in capital flows was the economic downturn in developed countries
(Bilici & Cekin, 2020). In 2017 the inflation rate reached double digits again (Kantur & Ozcan, 2022).
Inflation in Turkey was negatively affected by the novel Corona virus that emerged in Wuhan province
at the end 02019 (TURMOB, 2020). After the military intervention launched by Russia against Ukraine
at the beginning of 2022, the global economy, which is trying to recover from the effects of the
pandemic, has again entered a difficult period (Bakan, 2022). Turkey had the second highest inflation
rates as of 2022 and it had the second highest inflation rate among G-20 countries as of January 2023
(OECD, 2023). The Producer Price Index (PPI) in Turkey between 1990-2022 is presented in Table 1.

Table 1. Annual Inflation Rates (PPI) in Turkey
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Developing countries are particularly affected by inflation, as are nations that are vulnerable to its
negative effects (Yilmazkuday, 2022). Numerous research articles have documented the negative impact
of inflation on economic growth and high tax rates (Faria & Carneiro, 2001; Sweidan, 2004; Erbaykal

& Okuyan, 2008; Seleteng et al., 2013).

However, the impact of inflation is not limited solely to negative economic growth or high tax rates.
The high rate of inflation also affects the financial statements of a company that inform stakeholders
through accounting numbers. By the end of the fiscal year, data generated on the date of transaction will
have no meaning, due to dramatic changes in the purchasing power of the currency. Therefore, the

financial statements should be recalculated to reflect the changing purchasing power of the currency.

In terms of balance sheet items, the impact of inflation can be classified into two different groups of

assets and liabilities, namely monetary and non-monetary items. As a result of inflation, monetary items
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such as cash, marketable securities, accounts receivable and payable lose value. The nominal values of
monetary items remain unchanged while their fair values change with inflation. In contrast, non-
monetary items such as fixed assets, copyright, and goodwill will protect their real values and move in

line with inflationary changes (Varol, 2022).

The income statement, which depicts the company’s sales, costs of sales, other expenses and
consequently profit or loss, is also vulnerable to inflation. Over time, the importance of the income
statement increased, and it became an essential tool for communicating with stakeholders through
numbers. Though all items listed in income statements are non-monetary items, they are also subject to
high rates of inflation. Sales are recorded at current value while sales related costs are recorded at
historical cost (Altinisik, 2019). The depreciation amount of an asset is recorded less than its actual
value in the event of hyperinflation. This situation occurs due to the enormous difference between the
purchasing price and the current value of assets. Further, this results in a higher level of income (known
as fictitious profits) and, accordingly, a high rate of tax and dividend payments. Additionally, a fictitious
profit is the result of the difference between the current value of the product or service and the prepaid
expenses associated with it. The liability portion of bonds or notes payable may also differ from their
real values in a hyperinflationary environment. Recording the historical costs of these liabilities and
paying them at fair value could potentially result in cost savings for firms. Additionally, when these
debts are settled at their recorded value, it has the potential to positively impact the company's equity.
The company’s equity which consists of retained earnings, common stocks and preferred shares, is also
affected by inflation. Equity held in non-monetary items will increase in value during an inflationary
period, whereas equity mostly invested in monetary items will diminish in value during an inflationary

period (Oncel, 1995).

4. INFLATION ACCOUNTING

Inflation accounting became mandatory between 2001 and 2004 in Turkey (Yiicel, 2023). Initially,
it was adopted by the Banking Regulation and Supervision Agency for financial entities, followed by
the Capital Markets Board, for BIST (Borsa Istanbul) firms in 2003 and 2004. Eventually, it was
incorporated into the Tax Procedure Law regulations in 2004. Several studies have documented the
significant impact of inflation on key financial ratios that are calculated to evaluate the companies’
performance and facilitate comparisons with one another (see Ozkan, 2005; Patjoshi, 2020; Kantar et
al., 2021). Studies have shown that inflation has a significant impact on financial statements and the
information provided. Inflation accounting is considered an efficient tool to decrease the impact of
inflation on financial statements and to prevent over taxation. In light of the partial regulations (i.e.,

LIFO, renewal fund, accelerated depreciation methods, revaluation, and indexation in investment
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allowance) not being sufficient to eliminate the impact of inflation, the Ministry of Finance enacted Law
No. 5024. This law regulates the inflation adjustment to financial statements. Inflation adjustment is
subject to certain conditions according to law No. 5024. According to this law, the cumulative inflation
rates of the previous three years should be above 100% and at least 10% for the current year. In case
neither of these conditions exist, inflation accounting cannot be applied (Altimisik, 2019). The
application process begins with non-monetary items that are multiplied by the inflation adjustment rate.
The adjustment rate is determined by the Turkish Statistical Institute as the Wholesale Price Index. The
inflation differences account and inflation adjustment account are used to record the recalculated
financial amounts of non-monetary items in the financial statements. While the first account is used to
record the difference in the non-monetary items before and after the inflation adjustment the latter
account is regarded as an adjustment account to correspond to the inflation differences account and it
will be offset through transferring it to the income statement (Arsoy & Gucenme, 2009). A company
cannot opt out of this method; rather, they must implement inflation adjustment when the predetermined
conditions are met. As of December 2021, the three consecutive year inflation rate has reached 113%,
and the current annual inflation rate has reached 80%. Though these predetermined conditions existed
by the end of 2021, inflation accounting was not implemented. An interim article of the TPL prevented
companies from adopting inflation accounting in 2021, 2022. Further it was stated that regardless of the
conditions that are required to implement inflation accounting, it will be implemented at the end of the

year 2023.

As a result, inflation accounting cannot be implemented for the years 2021 and 2022 but only for
2023 (https://www.resmigazete.gov.tr/eskiler/2022/01/20220129-9.htm, 2022). The companies not
subject to TPL have also been deprived of the opportunity to implement inflation accounting. According
to the announcement made by the KGK in January 2022, companies subject to International Financial
Reporting Standards (IFRS), rather than TPL are obliged to follow the regulations and rules of the KGK.
Furthermore, these companies are not allowed to use inflation accounting. Turkish Statistical Institute,
however, considers the consumer price index as a general price level index that reflects changes in
purchasing power. The cumulative consumer price index for three consecutive years, is 74,41%, as of
2021. In this respect, the businesses that apply IFRS do not need to make any adjustments in their
financial statements for 2021 within the scope of IAS 29. However, the standard does not provide a

precise ratio for determining whether hyperinflation exists.

The phenomenon of inflation accounting has brought heated debate in the press and media nowadays.
The president of Bursa Commodity Exchange asked for urgent application of inflation accounting in the
year 2022. The objective is to minimize the damaging effect of inflation on businesses in order to
maintain  production and investments (www.bursa.com/haber/bursa-is-dunyasindan-ekonomi-

yonetimine-quot-enflasyon-muhasebesi-quot-cagrisi-530794.html, 2022). The president of Union of
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Chambers and Commodity Exchanges of Turkey has also called for the implementation of inflation
accounting. He mentioned that inflation accounting is now a mandatory requirement in Turkey. In this
context, it is expected that the necessary steps will be taken. In previous months, the president of the
Ankara Chamber of Industry also said that high inflation melts profits and capital, and thus it can cause
serious damage to companies. The chairman of Ankara Chamber of Commerce, who visited the Treasury
and Finance Minister in August, said, that inflation accounting has become a necessity for businesses.
Moreover, the chief financial officer of Sabanci Holding, one of the biggest industrial and financial
conglomerates in Turkey, said in an official speech that they are preparing their companies for the use
of inflation accounting (https://www.bloomberght.com/sabanci-da-enflasyon-muhasebesine-gecis-

hazirligi-2312812, 2022).

As aresult, inflation accounting was implemented only for the financial statements of 2003 and 2004
and since then it hasn't been applied (Kargin, 2013). There are three different methods of inflation
methods of adjusting the financial statement accounts for inflation; namely, General Price Level
Accounting method, Current Cost Accounting method and General Price-Current Cost Accounting
(Mixed Method). An illustration of an inflation adjustment example can be found in Appendix A.
However, it should be noted that this study focuses on the implications and effects of inflation
accounting in financial reporting and does not address the detailed calculation methodology of inflation

accounting.
4.1. General Price Level Accounting Method

The purpose of this method is to ameliorate the impact of price changes on financial statements. This
method is utilized to adjust the financial statements according to the purchasing power of the currency
at the time of adjustment. The financial statements should be adjusted to accurately disclose financial
information. So, the gain and loss arising from holding monetary items as well as liabilities should be
included in the financial statements. This method uses either the Wholesale Price Index (WPI), the
General Consumer Price Index (CPI), or the national income deflator to approximate historical values
to current values. Profit or loss is determined after all costs and revenues are expressed with the same
purchasing power. The benefit of this method is to be able to compare useful information over time.
This is to protect the purchasing power of capital, and to ensure that inflation gains are reflected in the
financial statements. The items on the balance sheet are classified as monetary and non-monetary items
under this method. However, only non-monetary items are adjusted since monetary receivables and
other monetary items already reflect the real purchasing power in an inflationary environment.
Furthermore, the loss arises from holding monetary items and the gain arises from monetary liabilities
during an inflationary period, recorded as income or loss on the income statement (Altinisik, 2019). This

model has some limitations since it hinders the comparison of the company’s old financial statements
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with the current period financial statements. Moreover, the financial statements are adjusted with price
indices derived from the business and its activities. Despite the fact that it is not necessary to show the
historical values of the items in the financial statements, it may be done in conjunction with their current

values (Karapinar & Eflatun, 2022).
4.2. Current Cost Accounting Method

This method involves the evaluation of financial statements based on current cost instead of historical
cost. As part of this method, the business should include capital costs incurred during the process of
asset repurchases. Unlike the general price level accounting method this method considers the cost of
each item depending on their specific price changes. This method assumes that each item in the balance
sheet is affected differently by price changes, since each item is not affected by inflation at the same
rate. These companies specialize in a particular type of product in general. Therefore, the price increase
is different for each product and for each company. With this method, the real performance of the

company is reflected without regard to any monetary losses or gains (Karapinar & Eflatun, 2022).

To apply the current cost accounting method properly it is essential to identify the adjustment rate
correctly. In this manner, the special price indices announced by the official institutes, the indices
developed based on the entity's own experience, or the valuation made by experts can all be utilized to
calculate the correct rate. However, these rates are determined differently by each company and cannot
offer a useful solution since a comparison is not possible between the entities. Although this method
provides more realistic financial information compared to general price level accounting, it is more

difficult to audit and apply it (Altinisik, 2019).
4.3. General Price-Current Cost Accounting Method

The main purpose of the mixed method is to utilize both the general price level accounting method
and current cost accounting method together. This will enable the companies to benefit from both of
these methods. In this sense, it is believed that the mixed method provides more useful and reliable
information. However, the application of this method is difficult and it entails the disadvantages of both
methods and thus, this method has not been put in practice and advocated by any institutions or

organization (Karapinar & Eflatun, 2022).

5. PRIOR RESEARCH AND HYPOTHESES

To measure the informativeness of the financial statements various methods are available in the
literature. In this way many studies used earnings management, earnings volatility, analysts’ forecast

errors, value relevance of earnings, etc. These methods are used to compare financial statements'
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informativeness under diverse economic cycles or under different reporting standards (i.e., different

reporting requirements).

A company's financial statements serve the purpose of providing a true and fair picture of its
operations and financial position. In the absence of any relationship between firm value and numbers in
the financial statements, such statements are not relevant. If financial statements lose their relevance no
one will be interested in them. Therefore, the investigation of firms accounting information is a direct

check of the reliability and validity of financial statements (Pathirawasam, 2013).

Inflation adjusted accounting information and historical cost amounts have been largely
benchmarked in the literature in terms of providing value relevant information. In many studies, it has
been documented that inflation diminishes the value of relevant accounting information and inflation
accounting adjustment prevents this reduction of useful information. In this sense, Barviv (1999)
investigates the usefulness of accounting information during high inflationary periods in Israel. The
study concludes that the adjusted financial statements are more value relevant than non-adjusted ones.
To build on this Bublitz et al. (1985) document incremental explanatory power of inflation adjusted
accounting information. Further a study conducted by Hughes et al. (2004) shows that inflation adjusted
book values are more value relevant than information based on historical cost. In a similar vein, Ashton
et al. (2011) numerically explore the value relevance of accounting information under inflationary
conditions. They find that inflation adjusted book values are more value relevant than historical cost
ones. Davis-Friday & Rivera (2000) investigate the same relationship for Mexican firms. They find that
both inflation accounting adjustments and accounting information based on U.S. GAAP are value
relevant. Furthermore, Konchitchki (2013a) benchmark both inflation adjusted and non-adjusted
accounting information to examine their association with U.S. stock values. The study shows that
inflation adjusted book value is more value relevant. Another study conducted by Konchitchki (2013b)
investigates the same relation and concluded that investors who don’t possess inflation adjusted
information are more exposed to abnormal returns. Anandarajan et al. (2006) and Adwan et al., (2020)
which used 3761 firm years observations between 1992 and 2001 for BIST-listed companies and a
sample of European listed financial companies between 2005-2011 reach similar conclusions. They
argue that value relevance of earnings has declined over time with rising inflation. In contrast, book
value has remained relevant to reflect companies' value over time. In the context of recent events such
as the COVID-19 pandemic that led to high inflation rates all over the world, similar patterns of
declining earnings relevance can be observed. Similarly, Belesis et al (2022) uses a sample of European
companies for the period 2010-2020 to explore the value relevance of accounting information. They
reveal that during the COVID-19 period earnings lost its relevance to the market while book value

remained relevant. To strengthen this standpoint Liu & Sun (2022) examine the value relevance of
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accounting information for the US companies during and before the COVID-19 period. They show that
earning lost its relevance during COVID-19 period.

Transitioning to the Turkish context, several studies reveal the negative impact of economic
downturns on the value relevance of earning as noted by (Ertugrul, 2020). For example, Tiirel (2009)
examine the value relevance of earnings, considering 2001-2005 and 2005-2006 as two different time
periods to be compared. From the first to the second period, value relevance of earnings turned from
negative to positive, while value relevance of book values declined. In a parallel vein, Kargin (2013)
investigates the value relevance of accounting information during 1998-2007. The study shows that the
importance of book value declined over 2001-2004 and it started to improve after 2005 while the value
relevance of earnings stayed non-significant through the 2001-2006 period. Similar results are obtained
by Bilgic and Ibis (2013). They report a decline in earnings’ value relevance and an increase in book
values’ relevance after 2005. Considering the Global Financial Crisis experienced in 2008, Dingergok
(2013) explores the value relevance of earnings for BIST companies over 2003-2009 and concludes that
the financial crisis has a detrimental impact on the value relevance of earnings. Another study conducted
by Ozkan & Kaytmaz Balsari (2010) documents that the financial crisis experienced in 1994 in Turkey
decreased the value relevance of earnings and improved the value relevance of book value of equity,
whereas due to the different nature of the crisis, the one experienced in Turkey in 2001 decreased the
value relevance of earnings and did not impact the book value of equity. Furthermore, a recent study
conducted by Bilgic et al.(2018) shows that value relevance shifts from earnings to book values after
the adoption of International Financial Reporting Standards (IFRS) in 2005. Additionally, the global

financial crisis in 2008 and 2009 has diminished earnings and book value relevance.

Other studies have found that combining inflation adjusted accounting data with historical costs
provides a more comprehensive insight during inflationary periods. Kirkulak & Balsari (2009)
investigated the value relevance of inflation adjusted and non-adjusted financial statements of Turkish
firms for 2003. They find that providing both inflation adjusted and historical cost amounts together is
more value relevant. Similar results are obtained by Filip & Raffournier (2010). They examine the value
relevance of financial statements of Romanian firms during the period 1998-2004. They document that
inflation adjusted financial statements should be reported as supplementary information, instead of
supplanting historical cost information. Consistent with these studies Chamisa et al. (2018) explore the
same issue in Zimbabwe under hyperinflationary conditions. They compare inflation adjusted financial
statements with historical costs for the period 2000-2005. As they noted, these two sets of amounts
provide equivalent values and offer additional information beyond what is provided by the other. To test
the relevance of accounting information to stock prices, the pricing model developed by Ohlson (1995)
is utilized in this study. This model is used in the literature especially to compare financial statements

under different reporting requirements or conditions (Wang et al., 2020; Busari & Bagudo, 2021;
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McGregor, 2022). In line with this model, book value per share and earnings per share reported in

financial statements are regressed against the stock prices of the companies.

It has been shown in most studies that financial statements lose value during periods of high inflation

and need inflation adjusted statements. Thus, the first hypothesis can be expressed as follows;
H;: High rates of inflation decrease the reliability of accounting information.

Our second hypothesis involves the measurement of earnings volatility that can be defined as a
measure of the level of uncertainty or variability in a company's profits, indicating the degree of business
risk it faces (Fiechter, 2011). Additionally, higher earnings volatility associated with uncertainty,
discourages investors from investing in such companies (Ozcan, 2022). A study conducted by Basu et
al. (2010) investigate how analysts consider inflation risk when forecasting earnings. They find that
analysts don’t take inflation risk into account which leads to incorrect earnings forecasts. Consequently,
they argue that inflation exposure can affect earnings volatility and forecasts. According to the author's
understanding, despite the fact that no study has examined the impact of inflation on earnings volatility
or compared earnings volatility based on historical cost versus inflation adjusted values, many studies
have indicated that inflation increases stock volatility (see Aggarwal et al., 1999; Yaya & Shittu, 2010;
Aliyu, 2012; Hatipoglu, 2016; Kili¢ & Dilber, 2017). Further, several studies employed earnings
volatility to compare financial statements under different reporting requirements or conditions or to
assess earnings predictability (Jermakowicz et al., 2007; Dichev & Tang, 2009; Frankel & Litov, 2009;
Ballas et al., 2010; Iatridis, 2010; Ozcan, 2022). Following the literature, the standard deviation of return
on assets (ROA) ) based on the accounting information is calculated to determine earnings volatility as
an indicator of decision usefulness based on the accounting information. Earnings volatility for firm i
in year t is computed as the standard deviation of ROA for the four quarters of a given year. Investors
and analysts are believed to make less effective financial decisions when inflation rates are high. As a

result, the following hypothesis was developed;

H;: High rates of inflation increase earnings volatility.

6. RESEARCH DESIGN
6.1. Data and Methodology

This study uses data consisting of 388 non-financial companies listed in BIST during the period 2000
and 2022. The data used in this study was obtained from the Refinitv-Eikon database. The initial sample
of 388 non-financial companies is reduced to 155 due to missing data for some companies. Since
inflation accounting was adopted only for a limited time period in Turkey both annually and the quarterly

data are used. In order to investigate the impact of inflation accounting on financial statements properly
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the longest possible period was chosen. When retrieving the data from the Refinitiv-Eikon database, the
data for 2022 was incomplete for many firms and thus, the final year of the dataset has gaps. The number
of observations in 2022 consist of 21 companies. All data used in this study consists of 13724 firm-

quarter and 3431 firm-year observations.

In this study it is aimed to investigate the impact of inflation accounting on the decision usefulness
of accounting numbers. First, to test the impact of inflation and the mitigating power of inflation
accounting on decision usefulness, value relevance of earnings is measured and compared in periods
when inflation accounting is used and when it is not used. Second, earnings volatility is used to evaluate
the forecast accuracy of financial statements from investors' and analysts' perspectives. The variables

utilized in this study are provided below in Table 2.

Table 2. Variables Employed

Variable Name Description Abbreviation
Return on Assets Profitability ratio (Net income divided by Total Assets) ROA.t

Return on Equity Profitability ratio (Net income divided by Total Equity) ROEi
Earnings Volatility Standard deviation of return on assets. -

Stock Price Closing price of the stock on earnings announcement day | SPi

Book value per share Shareholders’ equity divided by total shares outstanding BVPSit
Earnings per share Net income divided by total shares outstanding EPSit

6.1.1. Value Relevance of Earnings

To test hypothesis Hi, the pricing model developed by Ohlson (1995) is utilized and the results are
shown in Table 3 below. The model employed is SP;=ao+1 BVPS;+ B> EPSit+ €

Where, SP represents stock price of firm i in year ¢, BVPS is book value per share for firm i in year

t EPS is earnings per share for firm 7 in year ¢ and ¢ is the error term respectively.
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Table 3. Pricing Model Across Years (Dependent Variable: Stock Price)

SPi=a0+p1 BVPSit+ B2 EPSitt &it
Years | Bi p B2 p R? F-stat p
2000 4.211 0.023** 3.1301 0.006*** 0.5468 36.64 0.000%***
2001 5.285 0.011** .1492 0.013** 0.5422 16.25 0.00] ***
2002 5.294 0.014** -.494 0.567 0.1643 3.54 0.039**
2003 1.667 0.037** 1.120 0.011** 0.4773 21.00 0.000%***
2004 .623 0.005*** 3.332 0.083* 0.5897 35.22 0.000%***
2005 .610 0.003*** 3.693 0.058* 0.5903 206.66 0.000%***
2006 .614 0.034** .6818 0.559 0.8213 119.51 0.000***
2007 121 0.041** 4623 0.063* 0.3260 14.99 0.000%***
2008 716 0.000%*** .5034 0.615 0.5412 27.13 0.000%***
2009 1.377 0.000%*** 1.747 0.331 0.5107 29.23 0.000%***
2010 7186 0.000%*** 1.842 0.005*** 0.5361 47.38 0.000%***
2011 1.061 0.002%*** 1.829 0.026** 0.4818 30.48 0.000%***
2012 4523 0.049** 5.196 0.000%*** 0.3805 29.48 0.000%***
2013 1.257 0.010** 4.558 0.003*** 0.6529 78.08 0.000%***
2014 1.237 0.012** 4.337 0.000%*** 0.4598 42.56 0.000%***
2015 .5806 0.00] *** 2.358 0.000%*** 0.7899 85.61 0.000%***
2016 .8338 0.000%*** 6.215 0.000%*** 0.7034 122.90 0.000%***
2017 2229 0.024** 3.604 0.000%*** 0.7940 221.63 0.000%***
2018 9445 0.000** 3.380 0.006*** 0.9519 102.54 0.000%***
2019 2638 0.855 14.270 0.000%*** 0.5762 101.97 0.000%***
2020 -1.102 0.728 11.511 0.123 0.0973 11.32 0.000%***
2021 10.274 0.000%** -2.5001 0.506 0.5460 25.87 0.000%***
2022 5.6165 0.000%*** -.33548 0.547 0.1254 21.17 0.000%***
Legend *p < 0.10; **p < 0.05; ***p < 0.01

As shown in Table 3, the value relevance of earnings started to decline following financial crisis
experienced in 2001 in Turkey. During 2003, both the value relevance of earnings and book value

improved as the inflation rate declined. In the years of 2004 and 2005, the continually decreasing
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inflation rates and the voluntary and compulsory implementation of IFRS in these years contributed to
improving the value relevance of earning. These results are consistent with the findings of other studies
conducted in Turkey (Tiirel, 2009; Suadiye, 2012). In 2006 the inflation rate reached double digits again
and this led to a decrease in the value relevance of earnings. In 2008 and 2009, the value relevance of
earnings and book values deteriorated due to the global financial crisis. This observed pattern
corroborates with the findings of (Bilgic et al., 2018). The global financial crisis slightly affected Turkish
economy compared to developed economies. Therefore, Turkey received excessive liquidity, leading to
a market boom especially after 2010 (Demir, 2019). Earnings and book value relevance remains high
from 2010 to 2017 since these time periods include neither local nor global crises that deflate the
informativeness of financial statements. In addition, there were no sharp increases in the inflation rate
during that time. Even though the inflation rate in 2018 increased sharply the relevance of book and
earnings values continues to be significant. With a sharp decline in inflation rate in 2019, the book value

lost its informativeness, whereas earnings remained relevant.

A global pandemic was witnessed in 2020 called COVID-19, which devastated both commodity and
equity markets (Ozdemir, 2020). In 2020 the annual inflation rate increased and due to the uncertainty,
BIST was negatively affected by the pandemic (Ilgin & Sari, 2020). During 2020, the informativeness
of both earnings and book value was decreased. In 2021 and 2022 annual inflation rates continued to
increase and consequently the value relevance of earnings remains insignificant, while that of book value
improved after 2020. As the inflation rate started to spike after 2018, accounting information lost its
significance to explain stock prices. Further, it should be noted that explanatory power of the model
represented by F statistics and R2 have begun to decrease after 2018. This is because earnings also lost
its relevance and usefulness for making decisions. Indeed, earnings per share doesn’t explain the changes
in stock price of a company since 2018. Therefore, earnings should not be used by investors or analysts
to predict a company's market value. In periods when inflation adjustment is used, equity explains a
company's value better than income. Investors' behaviour during turbulent times is thought to be the
cause of this. In comparison to future abnormal earnings, investors place more value on liquidations

derived from equity information (Adwan et al., 2020).
6.1.2. Earnings Volatility

To test hypothesis H,, the difference in means test (t-test) is applied to compare earnings volatility
in different time periods (whether inflation accounting conditions are satisfied or not). Thus, the
adoption of inflation accounting in 2003 and 2004 can be distinguished from the post-adoption and pre-
adoption periods. For comparison purposes, three different time periods are chosen since inflation
accounting was only adopted by non-financial firms in 2003 and 2004 in Turkey. The first group, the
pre-adoption period, includes eight quarters from 2001 through 2002, the second group includes eight
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quarters from 2003 through 2004, and the third group covers eight quarters from 2005 through 2006.
Although, the conditions for inflation accounting were also satisfied in 2021 it was not adopted.
Therefore, the value of four quarters of year 2021 can also be compared with one year ahead and before
(i.e, 2020 and 2022). In Table 4 and 5, the mean value of earnings volatility for each year (standard
deviation of ROA across the four quarters) has been calculated after categorizing the relevant values
with the relevant timeline. The following tables demonstrate the differences in earnings volatility

between the years 2003-2004 and 2021 with respect to their related periods.

Table 4. Difference in Earnings Volatility between 2003-2004 and before and after 2003-2004
(measured by standard deviation of ROA)

pre-Inflation | Inflation Ac- | Inflation Ac- post-Inflation
Accounting counting counting Accounting
Period 2001- 2002 2003-2004 2003-2004 2005-2006
Number of observations | 1860 1860 1860 1860
Means .0476057 .036348 .036348 .0324655
Difference .0112577 .0038824
t-value 5.0153 2.2642
(p-value) 0.0000*** 0.0000***
Legend *p < 0.10; **p < 0.05; ***p < 0.01

Table 5. Difference in Earnings Volatility between 2021 and before and after 2021
(measured by standard deviation of ROA)

Period 2020 2021 2021 2022
Number of observations 930 930 84 84
Means .0218386 .0442861 .0693302 1191881
Difference .0224475 .0498579

t-value 10.3412 2.8439

(p-value) 0.0000*** 0.0025***

Legend *p < 0.10; **p < 0.05; ***p < 0.01

As can be seen there is a significant difference between the average earnings volatility in the 2003-
2004 period and that of the next two years. Similarly, the years 2003-2004 is distinguishable from the
previous two years before inflation accounting was adopted. The value of earnings dispersed more in

those years on average when the inflation rate was higher. Accordingly, reported earnings in years before

484



Seyfullah SELIMEFENDIGIL
Mubhasebe Bilim Diinyasi Dergisi 2023, 25(4), 465-497

2003 are not able to provide useful information in the same way that they did after 2004. It should be
emphasized that inflation accounting started to be implemented in 2003. Before that, it was not
implemented despite the fact that the requirements were satisfied in the years 2001 and 2002. Further it
should be noted that both the cumulative inflation rate over three years and the inflation rate of the

current year for the years 2001 and 2002 are higher than for the years 2003 and 2004.

Even if the inflation accounting requirements were met in the year 2021 with the declaration of the
2021 inflation rate, inflation accounting will not be implemented until two years later. The earnings
volatility in year 2021 was compared to the volatility in year 2022 when the inflation rate was higher
than in 2021. In addition, volatility in 2021 was compared to volatility in 2020, when inflation rate was
lower than in 2021. According to the t test results, earnings volatility is higher in years when the inflation
rate is higher. Inflation is a source of volatility by its nature as noted by (Anandarajan et al., 2006). In
particular, the question of whether earnings based on cost-based accounting information are more or
less volatile than inflation adjusted accounting information remains an open empirical question.
According to FVA opponents, the recognition of fair value changes in income reduces the predictability
of earnings and diminishes their decision usefulness (Biondi, 2011; Lee, 2014; DeFond et al., 2020).
Further, it has been argued that FVA induces volatility (Ronen, 2012). On the other hand, Laux (2012)
argue that fair value is more value relevant than historical cost though it can be manipulated. Also,
Adwan et al. (2020) find that firms with fair value financial statements are less vulnerable to impact of
the financial crises. Contrary to these views other studies show that providing historical cost and fair
values shouldn’t be supplanted by each other rather they should be provided as supplemental information
since they complement each other (see Kirkulak & Balsari, 2009; Filip & Raffournier, 2010; Chamisa
et al., 2018).

For the purpose of assessing the robustness of earnings volatility based on accounting information,
the primary measure of profitability (i.e., ROA) is next replaced by an alternate measure, namely ROE.

Table 6 and 7 below demostrate the fndings in detail.
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Table 6. Difference in Earnings Volatility between 2003-2004 and before and after 2003-2004

Seyfullah SELIMEFENDIGIL

(measured by standard deviation of ROE)

pre-Inflation | Inflation Ac- | Inflation Ac- post-Inflation
Accounting counting counting Accounting
Period 2001- 2002 2003-2004 2003-2004 2005-2006
Number of observations | 1860 1860 1860 1860
Means 1295226 .0827793 .0827793 .068226
Difference .0467433 .0145533
t-value 4.2674 1.8717
(p-value) 0.0000%*** 0.0307**

Legend *p < 0.10; **p < 0.05; ***p < 0.01

Table 7. Difference in Earnings Volatility between 2021 and before and after 2021
(measured by standard deviation of ROE)

Period 2020 2021 2021 2022
Number of observations | 930 930 84 84
Means .0624189 1521073 1825204 .248006
Difference .0896885 .0654856

t-value 3.6306 1.5952

(p-value) 0.0000*** 0.0576*

Legend *p < 0.10; **p < 0.05; ***p < 0.01

After substitution, the sign and significiance level of the difference in earnings volatility between

related periods yield similiar results. Based on the standard deviations of ROE, similar results are

7. CONCLUSIONS

Accounting is a science that pertains to financial transactions and includes summarizing, analysing,
and reporting those transactions. To communicate with stakeholders, entities use financial statements.
For this reason, financial statements are expected to be meaningful, practical, reliable and truthful. Due
to market fluctuations, financial statements do not represent an entity's real status during an inflationary
period. If the impact of inflation is not mitigated, financial statements can mislead stakeholders and

provide inaccurate information about a company's financial health. There are many partial adjustment

obtained to those in Table 4 and 5.
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methods that can be implemented in order to minimize the impact of inflation on the financial
statements; however, these partial correction methods cannot guarantee a permanent solution. Turkey
implemented a complete solution for mitigating inflation impacts on financial statements through
inflation accounting at the end of 2003. Inflation accounting is designed to provide reliable, useful
information to taxpayers and to ensure that the tax is justified. Due to low inflation in the following
years, inflation accounting was suspended after 2004. Currently, inflation is on the rise, and inflation
accounting is at the top of the headlines. The phenomenon of inflation accounting is essential for Turkish
companies due to the issue of over taxation. Businesses are taxed on fictitious profits due to sharp
increases in costs. This has been well documented in the heated debate between politicians, businessmen
and other interested parties. In the current economic environment, inflation accounting is essential to
provide useful information to stakeholders and other interest groups. To provide useful information, a
company should have reliable numbers and truthful information in its financial statements. Under the
current conditions in Turkey, inflation accounting is believed to offer useful information and enhance

the reliability and relevance of financial items.

Based on stewardship theory, an accurate picture of a company's relative financial position can be
obtained by presenting both current and historical costs of financial items together. Consequently,
inflation accounting is consistent with this theory since financial items are approximated to their current
values, and historical values can be shown in the financial statements as incremental information. An
alternative approach to interpret this association is signaling theory. Outsiders' investment decisions are
influenced by the signals sent by the company, according to the signaling theory. It is possible that the
insiders send this information consciously or unconsciously to an outsider who lacks the information

but is seeking it (Connelly et al., 2011).

This study is subject to several limitations. First, the comparison between inflation-adjusted financial
statements and non-adjusted ones is challenging, as inflation accounting has been implemented for a
limited time period in Turkey. Although the conditions for inflation accounting adoption existed prior
to 2003, it did not become effective until then. The conditions for inflation accounting were satisfied in
2000, 2001, 2002, as well as 2003. Therefore, the comparison of earnings volatility for the year 2003
and its previous related period cannot be argued to provide a strong basis to distinguish the period when
inflation accounting was adopted and not adopted before 2003. As provided by the volatility test and
pricing model tests, net income is more volatile and does not reflect a company’s actual value and
misguide the interested groups in periods of high inflation. Therefore, the years when inflation
adjustments are required should be scrutinized. Inflation accounting will be implemented for the year
2023 again regardless of the conditions. Further studies can compare the adjusted and non-adjusted
usefulness of accounting information for the year 2023 as conducted using BIST listed companies for

the year 2003 by (Kirkulak & Balsari, 2009). Further studies are also recommended to explore the
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relationship between inflation accounting and decision usefulness based on other macroeconomic

variables, such as interest rate, export to gross domestic product ratio, exchange rate, etc.

In addition, academic literature contains empirical analyses of the quality of financial reporting.
Thus, some studies have shown that inflation accounting improves the quality of financial reporting (i.e.,
earnings quality) (see Higson et al., 2007; Scholtens & Kang, 2013; Kramarova, 2021). Despite this,
there are only a few studies that examine the relationship between the quality of financial reporting and
inflation accounting. As a result, further research could be conducted in order to analyze this relationship

for Turkish entities.

Using a long series of annually and quarterly accounting data from 2000 to 2022, it is documented
that financial information derived from financial statements deteriorates during high inflationary
periods. A key finding of this study is that accounting value relevance is contextual and volatile as well
as determined to some extent by exogenous economic factors. This study sheds light on the association
between inflation and the usefulness of information reported in financial statements. It also suggests
additional research areas to look into. These findings have implications for policymakers, practitioners,
and scholars. For the latter, this study acknowledges the potential for further investigation in this area.
While stewardship theory is used to explain these effects, new studies may also focus on signaling
theory. Researchers may be encouraged to expand and test these findings in other contexts and with

other data due to the limitations of the present study.
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Appendix A: An inflation adjustment example

Company A was established with 200,000 cash on 01.01.2023. In January Company A bought 20 unit
of property with 10,000-unit price and 16 of these goods sold at 20,000-unit price.

Balance sheet before adjustment 31.12.2023: Company A Balance Sheet

Cash and cash equivalents 320,000
Inventory 40,000

Total Assets 360,000
Capital 200,000
Pre-tax profit 160,000
Total liabilities 360,000

Company A Profit and Loss Statement for the year 2023:

Gross Sales 320,000
Cost of Sales (160,000)
Gross Sales Margin 160,000

The Wholesale Price Indexes:

December 2023 index 7,5

January 2023 index 5

Average index (7,5+ 5)/2 = 6,25

Adjustment coefficients:

January index adjustment coefficient 7,5/5 = 1.5
Average index adjustment coefficient 7,5/6,25=1.2
Adjusted figures:

Inventory 40,000 x 1.5= 60.000

Capital 200,000 x 1.5 =300.000

Sales 120,000 x 1.038 = 124.560

Costs of Sales 160,000 x 1.5=240.000

The Statement of Net Monetary Position Gain or Loss:
Adjusted figure of increase in net monetary items 320,000 x 1.2 = 384.000

Net monetary item at December, 31st, 2023 320.000

Net monetary position loss 64.000
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Company A 2023 Adjusted Income Statement:

Gross Sales 384.000
Cost of Sales (240.000)
Gross Sales Margin 144.000
Net monetary position loss (64.000)
Pre-tax profit 80.000
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