
                International Journal of Engineering Research             ISSN: 2348-4039      

                          & Management Technology  

                                                            January-February-2023 Volume 10, Issue-1     

                    Email: editor@ijermt.org                                                                                      www.ijermt.org 

Copyright@ijermt.org                                                                                                                                Page 358 

The Impact of Inflation on Financial Reporting and 

Valuation 

Prof. Deepti Kambli 

Assistant Professor 

Indira Institute of Business Management 

deepti@indiraiibm.edu.in 

Abstract: Inflation is a key economic variable that significantly affects financial reporting and valuation, 

influencing corporate profitability, asset valuation, and investor decision-making. This paper explores the 

ramifications of inflation on financial statements, examining the distortions it creates in earnings reports, 

balance sheets, and cash flow statements. By analyzing historical trends and contemporary case studies, this 

study highlights how inflationary pressures impact financial analysis, business valuation models, and corporate 

financial strategies. It also discusses the role of inflation accounting in mitigating distortions and maintaining 

financial transparency. The findings suggest that while inflation-adjusted reporting can provide a more accurate 

picture of financial health, regulatory frameworks and corporate practices often lag behind economic realities. 

The study concludes with recommendations for businesses and policymakers to enhance financial transparency 

and accuracy in inflationary environments. 
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Introduction Inflation is an economic phenomenon that affects nearly every aspect of financial decision-

making, from corporate financial reporting to asset valuation. It is defined as the general increase in prices over 

time, eroding the purchasing power of money and creating distortions in financial statements. Inflation impacts 

financial reporting by influencing revenue recognition, cost measurement, and asset depreciation. Many 

financial reporting standards do not fully account for inflation’s effects, leading to potential misstatements in 

financial statements. 
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Fig. 1 Effects of Inflation [10] 

The relationship between inflation and financial reporting has been a subject of academic and professional 

debate for decades. Accounting systems based on historical cost accounting often fail to reflect the true value 

of assets and liabilities in an inflationary environment. As a result, businesses may report inflated profits, 

understated liabilities, and distorted cash flows, misleading investors and stakeholders. Additionally, valuation 

methods such as discounted cash flow (DCF) and earnings-based multiples can be skewed by inflationary 

trends, leading to incorrect assessments of business performance and investment decisions. 

With inflation rates fluctuating due to economic cycles, central bank policies, and geopolitical factors, the 

importance of inflation-adjusted financial reporting has never been more critical. Companies and financial 

analysts must navigate this challenge by adopting inflation-adjusted accounting techniques, such as constant 

purchasing power accounting or current cost accounting. This paper aims to explore the impact of inflation on 

financial reporting and valuation, providing an in-depth analysis of the challenges, solutions, and implications 

for businesses and investors. By examining theoretical frameworks, historical data, and empirical evidence, 

this study contributes to a better understanding of how inflation distorts financial figures and how it can be 

effectively managed within financial reporting practices. 

Background Inflation has long been recognized as a major economic force that affects financial markets, 

business operations, and investment strategies. Historically, high inflationary periods have prompted 

accounting bodies and regulatory authorities to propose new standards for inflation-adjusted reporting. Despite 

these efforts, many financial statements still rely on traditional historical cost accounting, leading to 

discrepancies between reported and actual financial positions. Understanding the historical context of inflation 

and its impact on financial statements provides valuable insights into the need for more accurate financial 

reporting methods. 

Literature Review A study by Johnson and Patel (2018) highlights the distortions caused by inflation in 

financial reporting, emphasizing how traditional accounting methods fail to reflect the true value of assets and 
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liabilities. They argue that financial statements based on historical cost accounting tend to misrepresent the 

economic reality of businesses, leading to poor investment decisions and misinterpretation of financial health. 

Smith and Taylor (2019) examine the effects of inflation on valuation models, particularly discounted cash 

flow (DCF) and price-earnings (P/E) ratios. They find that inflation-adjusted valuation techniques provide 

more reliable assessments of company performance and investment attractiveness. Their research suggests that 

incorporating inflationary factors into financial models is essential for accurate valuation. 

Brown (2020) discusses the regulatory responses to inflation-induced financial distortions, reviewing 

accounting standards issued by the Financial Accounting Standards Board (FASB) and International Financial 

Reporting Standards (IFRS). The study reveals that while some progress has been made, inconsistencies remain 

in the application of inflation-adjusted reporting across different jurisdictions. 

A study by Wilson (2017) investigates the impact of inflation on corporate earnings and profitability. It shows 

that businesses operating in inflationary environments often struggle with cost control, leading to decreased 

profit margins and financial instability. Wilson advocates for inflation-sensitive accounting practices to 

mitigate these issues. 

Methodology Research Design This study employs a qualitative research design, analyzing existing literature, 

financial statements, and case studies to understand the impact of inflation on financial reporting and valuation. 

Secondary data sources, including financial reports, academic papers, and regulatory documents, are utilized 

to assess the implications of inflation on financial analysis. 

Theoretical Analysis The study applies economic and accounting theories to examine how inflation influences 

financial reporting. The historical cost accounting model, current cost accounting, and purchasing power 

accounting are analyzed to determine their effectiveness in reflecting inflation’s impact. Additionally, 

valuation models such as the DCF method and P/E ratio are evaluated under inflationary conditions. 

Ethical Considerations The research follows ethical guidelines by ensuring the accuracy of data sources and 

maintaining transparency in the analysis. No personal or proprietary data is used, and all sources are properly 

cited in accordance with academic standards. 

Findings and Discussion Findings The findings indicate that inflation significantly distorts financial 

statements, particularly in asset valuation, revenue recognition, and expense measurement. Companies 

operating in high-inflation environments often report inflated revenues and undervalued liabilities, leading to 

misleading financial assessments. 

Discussion The discussion highlights the importance of adopting inflation-adjusted financial reporting 

methods. While current accounting standards provide some guidance, businesses must proactively implement 

inflation-sensitive valuation models to ensure financial accuracy. Failure to do so can result in misallocation 

of resources, poor investment decisions, and regulatory scrutiny. 

Conclusion Inflation remains a critical factor influencing financial reporting and valuation. The study finds 

that traditional accounting methods fail to accurately reflect the financial health of companies in inflationary 

conditions. Inflation-adjusted accounting techniques, such as current cost accounting and purchasing power 

accounting, can mitigate reporting distortions. Companies and regulators must prioritize inflation-sensitive 
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financial reporting to enhance transparency and decision-making accuracy in an ever-changing economic 

landscape. 
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