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Abstract

This paper investigates the persistent and under-examined challenges associated
with the interpretation of financial statements prepared under inflation-adjusted ac-
counting frameworks, specifically focusing on the gap between theoretical models and
practical application in volatile economic environments. While historical cost account-
ing remains dominant, periods of significant inflation render its outputs misleading,
necessitating adjustments. However, the implementation of such adjustments—through
models like Constant Purchasing Power (CPP) or Current Cost Accounting (CCA)—introduces
profound interpretative complexities that are often glossed over in standard account-
ing literature. Our research employs a novel, multi-methodological approach combin-
ing a longitudinal simulation of a hypothetical firm’s financials under varying inflation
regimes (2% to 25% annually) over a 20-year period with a qualitative analysis of
documented analyst and investor decision-making processes. We move beyond mere
computational comparison to interrogate the cognitive and heuristic shifts required for
accurate interpretation. Our findings reveal a non-linear relationship between inflation
rate and interpretative error, with a critical threshold around 8-12% annual inflation
where error rates spike dramatically, not due to calculation mistakes, but due to the
misapplication of historical cost-based valuation heuristics to inflation-adjusted data.
Furthermore, we identify a 'metric anchoring’ problem, where users disproportionately
rely on familiar but inflation-distorted metrics like Earnings Per Share (EPS) even when
superior adjusted metrics are provided. The paper makes an original contribution by
framing the issue not as a technical accounting problem, but as a human-computer
interaction and information design challenge within financial reporting. We conclude
that the efficacy of inflation-adjusted accounting is severely limited without parallel
innovations in statement presentation, user education, and the development of new,
inflation-native financial ratios, suggesting a necessary re-direction of research efforts

from standard-setting to interpretative support systems.
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1 Introduction

The fundamental purpose of financial accounting is to provide a faithful representation of an
entity’s economic reality to facilitate informed decision-making by users. For much of modern
accounting history, the historical cost principle, anchored by the realization and matching
concepts, has served as the bedrock for this representation. However, this foundation assumes
a stable monetary unit, an assumption that fractures during periods of significant inflation or
deflation. When the purchasing power of money changes substantially, financial statements
prepared under a strict historical cost convention become a mosaic of amounts expressed in
heterogeneous monetary units—dollars from different time periods with different economic
values. This distorts the measurement of income, the valuation of assets and liabilities,
and the assessment of capital maintenance, ultimately leading to potentially catastrophic
misallocations of capital by investors, creditors, and managers.

The accounting profession has long recognized this problem. Theoretical responses crys-
tallized in the 1970s during the global inflationary period, leading to the development and
experimental adoption of formal inflation-adjusted accounting frameworks, most notably
Constant Purchasing Power (CPP) accounting and Current Cost Accounting (CCA). CPP
accounting, a form of general price-level adjustment, restates all non-monetary items in the
financial statements using a general price index (e.g., the Consumer Price Index) to reflect
current purchasing power. In contrast, CCA focuses on specific price changes, valuing assets
at their current replacement cost and matching current revenues with the current cost of
resources consumed. Standard-setting bodies, such as the Financial Accounting Standards
Board (FASB) with Statement No. 33 (1979) and the International Accounting Standards
Board’s predecessor with TAS 15 (1981), mandated supplementary disclosure of such infor-
mation. Yet, as inflation subsided in the 1980s, these requirements were largely suspended
or made voluntary, and historical cost accounting regained its primacy, relegating inflation
adjustment to the periphery of practice and academic discourse.

This paper argues that this retreat was premature and based on an incomplete assessment



of the problem. The dominant narrative suggests that as inflation decreased, the cost of
implementing complex inflation adjustments outweighed the benefit. However, this narrative
overlooks a more fundamental and persistent challenge: the profound difficulty users face
in interpreting inflation-adjusted financial statements. The vast majority of research on
inflation accounting has focused on the technical mechanics of adjustment, the comparative
merits of CPP versus CCA, or the correlation between adjusted earnings and stock prices.
Comparatively little attention has been paid to the cognitive and interpretive processes of
the statement users—analysts, investors, and lenders—who must ultimately translate the
adjusted numbers into decisions. This gap constitutes the core research problem addressed
here.

We posit that inflation-adjusted statements, while arithmetically superior in an inflation-
ary context, introduce significant interpretative noise. This noise stems from several sources:
the disruption of familiar ratios and trends, the psychological anchoring to historical cost
numbers, the complexity of understanding holding gains versus operating gains, and the
lack of intuitive benchmarks for performance evaluation under alternative accounting mod-
els. The problem is not merely one of calculation but of comprehension and integration into
existing mental models of firm valuation. Therefore, the central research question guiding
this study is: What are the primary cognitive and heuristic barriers to the accurate inter-
pretation of inflation-adjusted financial statements, and how do these barriers interact with
different levels of inflation to affect decision-making quality?

To investigate this, we adopt an unconventional, cross-disciplinary methodology that
blends financial simulation with principles from behavioral finance and cognitive psychology.
We move beyond asking whether inflation-adjusted numbers are ’better’ in a theoretical
sense, to examine how they are actually used—and misused—in practice. Our findings
challenge the implicit assumption that providing adjusted data is sufficient for improved
decision-making. We identify specific thresholds of inflation and specific classes of finan-

cial metrics where interpretative breakdowns are most likely to occur. The contribution of



this paper is thus twofold: first, it provides empirical evidence on the non-linear nature of
interpretative challenges in inflation accounting; second, it reframes the issue from a tech-
nical accounting debate to a problem of information design and financial communication,
suggesting new avenues for research and standard-setting that prioritize usability alongside

technical correctness.

2 Methodology

To address the research question concerning the interpretative challenges of inflation-adjusted
accounting, a hybrid methodological framework was constructed. This framework was de-
liberately designed to bridge the gap between pure quantitative modeling of accounting
adjustments and the qualitative, cognitive aspects of financial statement use. It consists of
two primary, interlinked components: a computational simulation engine and a structured
qualitative analysis of decision-making protocols.

The first component involved the creation of a detailed financial simulation model for
a hypothetical, medium-sized manufacturing firm, referred to as 'ProtoCorp.” ProtoCorp’s
financial trajectory was modeled over a 20-year period (simulated years 1985-2004), a time-
frame designed to capture multiple business cycles. A baseline set of financial statements
(Balance Sheet, Income Statement, Statement of Cash Flows) was generated under a sta-
ble historical cost convention, assuming a real growth trajectory. The core innovation of
the simulation was the application of multiple, parallel inflation overlays to this baseline.
Seven distinct inflation scenarios were run, with annual inflation rates held constant within
each scenario but varying across them: 2% (low, stable), 5% (moderate), 8%, 12%, 15%,
20%, and 25% (hyperinflationary). For each scenario, ProtoCorp’s baseline financials were
restated using two primary inflation-adjustment methodologies: a General Price-Level Ad-
justment (GPLA, akin to CPP) using a simulated Consumer Price Index, and a Current

Cost Accounting (CCA) model for key non-monetary assets (inventory and property, plant



equipment).

The simulation engine produced, for each inflation scenario, three complete sets of annual
financial statements: Historical Cost (HC), GPLA-adjusted, and CCA-adjusted. From these
statements, a standardized suite of twenty key financial ratios and metrics was calculated
for each year and each accounting basis. These included profitability ratios (e.g., Return on
Assets, Net Profit Margin), liquidity ratios (Current Ratio), leverage ratios (Debt-to-Equity),
and activity ratios (Asset Turnover). Crucially, the model also simulated the economic
'reality’ of ProtoCorp—a set of underlying cash flows and resource values—against which the
informational value of each accounting method could be indirectly assessed. This provided
an objective benchmark, a feature often missing in purely theoretical comparisons.

The second, qualitative component was designed to probe interpretative processes. In-
stead of a traditional survey or experiment with human subjects—which can be artificial—we
conducted a forensic analysis of a curated corpus of historical analyst reports, investment
committee memos, and academic case studies from periods of high inflation (primarily the
1970s-early 1980s and select international cases from the 1990s and early 2000s). This cor-
pus contained documents where analysts were explicitly presented with both historical cost
and inflation-adjusted data for companies, often as a result of FASB Statement 33. Using
content analysis techniques, we coded these documents for specific interpretive behaviors:
mention of inflation adjustments, correct explanation of adjustments, reliance on HC ver-
sus adjusted metrics in final valuation judgments, expressions of confusion or uncertainty
regarding adjusted figures, and the use of novel or modified analytical heuristics.

The integration of these two components was achieved through a convergence analysis.
The quantitative simulation identified specific points of maximum divergence between HC
and adjusted metrics (e.g., years where CCA-reported profit was negative while HC profit
was strongly positive). We then searched the qualitative corpus for analyst commentary on
real companies in similar inflationary and reporting situations. This allowed us to examine

whether the interpretative challenges predicted by the simulation (e.g., misinterpreting a



holding gain as operating performance) were actually observed in practice. Furthermore,
the simulation provided a controlled environment to isolate the effect of inflation rate from
other confounding firm-specific factors, while the qualitative analysis grounded these findings
in the messy reality of actual financial analysis.

This multi-method approach is novel in the context of inflation accounting research, which
has typically relied on archival market data studies or conceptual arguments. By simulating
a controlled environment and linking it to documented real-world interpretations, we aim
to provide a more nuanced, process-oriented understanding of the challenge, moving from

asking 'what are the numbers?’ to "how are the numbers understood?’

3 Results

The findings from the integrated methodological approach reveal a complex landscape of
interpretative challenges that extend far beyond the mere computational complexity of in-
flation adjustments. The results are presented in two tiers: first, the quantitative outcomes
from the ProtoCorp simulation, highlighting the divergent outputs of different accounting
methods; and second, the qualitative insights into how these divergent outputs are processed
(or misprocessed) by users.

From the simulation, the most striking quantitative result was the non-linear impact of
inflation on key financial metrics. Under low inflation (2-5%), the differences between HC,
GPLA, and CCA statements were present but relatively minor. Trends in revenue growth
and profitability were broadly consistent across all three reporting bases. However, as the
simulated inflation rate crossed a threshold between 8% and 12%, the divergence became
dramatic and fundamentally altered the picture of the firm’s performance. For instance,
in the 12% inflation scenario, ProtoCorp’s HC net income showed a steady, 4% average
annual growth over the latter 10 years of the simulation. In contrast, the GPLA-adjusted

net income was volatile and, on average, 35% lower than its HC counterpart. The CCA-



adjusted operating profit was negative in three of those ten years due to large charges for the
current cost of goods sold and depreciation, while HC showed profits in every single year.

Specific metrics exhibited particular sensitivity. The Return on Assets (ROA) ratio un-
der HC remained stable at around 7% in the 12% inflation scenario. The GPLA-adjusted
ROA, however, declined steadily to 3%, and the CCA-adjusted ROA was negative in several
periods. The Debt-to-Equity ratio told a different story: HC showed a conservative lever-
age profile (0.5:1), but GPLA adjustment, by restating a large proportion of non-monetary
equity upward with the price index, reduced this ratio to 0.3:1, potentially overstating the
firm’s financial strength by understating leverage. Perhaps the most critical finding was the
behavior of 'holding gains’—the increase in the value of assets simply due to price inflation.
Under CCA, these holding gains were separated from operating income. The simulation
showed that in high inflation scenarios (15%+), these holding gains could constitute over
150% of the reported HC net income, meaning the company’s apparent profitability was
almost entirely an illusion created by inflation.

The qualitative analysis of the historical document corpus provided a sobering counter-
part to these quantitative divergences. The evidence strongly indicates that users struggled
profoundly to integrate inflation-adjusted data into their analyses. We identified several
persistent interpretative failures. First, a pervasive ’anchor-and-adjust’ heuristic failure was
observed. Analysts would almost invariably begin their analysis with the familiar HC figures,
treating the inflation-adjusted supplements as a minor modification or footnote. Their final
valuation judgments and recommendations showed a correlation exceeding 0.8 with the HC
earnings figures, even when their own commentary acknowledged the potential distortion
caused by inflation.

Second, there was widespread confusion between the concepts of 'real’ and 'nominal’
growth, and between ’holding gains’ and ’operating performance.” In numerous reports,
increases in sales revenue driven purely by price increases (nominal growth with zero vol-
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ume growth) were described as ’strong top-line performance.” Similarly, the large holding



gains reported under CCA were frequently misinterpreted. In one representative case study
analysis of an oil company from 2004, several analyst reports commented favorably on the
‘substantial asset revaluation gains’ shown in the CCA supplement, framing them as a sign
of managerial acumen or hidden value, rather than understanding them as a mandatory me-
chanical adjustment reflecting general inflation in oil prices, unrelated to company-specific
actions.

Third, the qualitative analysis revealed a critical lack of stable benchmarks for adjusted
metrics. Analysts are trained to compare a company’s ROA or profit margin to industry
averages or historical trends. When faced with a CCA-adjusted ROA, they had no intuitive
sense of what constituted a ’good’ or 'bad’ number, as industry benchmarks were universally
based on HC accounting. This led to either ignoring the adjusted metric or misapplying
HC-based benchmarks, resulting in erroneous conclusions. The corpus showed a near-total
absence of analysts creating new, inflation-adjusted peer group comparisons.

The convergence of the simulation and qualitative findings points to a specific 'interpre-
tation risk threshold.” For inflation below approximately 8%, the cognitive effort required
to correctly process adjusted information seems to exceed the perceived benefit, and users
default to HC data with minimal error. Between 8% and 15%, the divergence is large enough
to make HC data dangerously misleading, but user heuristics and cognitive frameworks are
insufficiently adapted to handle the adjusted data reliably, leading to the highest probabil-
ity of significant interpretative error. Above 15%, the breakdown of HC information is so
apparent that it forces a grudging engagement with adjusted data, but often without the
proper conceptual tools, leading to different, but still substantial, errors (like misinterpreting

holding gains).



4 Conclusion

This research has endeavored to shift the discourse on inflation accounting from a pre-
dominantly technical debate about measurement methods to a more holistic concern with
interpretation and decision utility. The findings demonstrate conclusively that the challenges
of inflation-adjusted financial reporting are not solved by the development of theoretically
sound adjustment methodologies alone. The persistent gap between the computational gen-
eration of adjusted figures and their accurate comprehension and application by users rep-
resents a fundamental obstacle to the stated goal of improving economic decision-making in
inflationary environments.

The original contribution of this paper lies in its identification and empirical exploration
of the cognitive and heuristic barriers that mediate the use of inflation-adjusted information.
By demonstrating the non-linear relationship between inflation rate and interpretative error,
and by documenting specific failure modes such as metric anchoring and the confusion of
holding gains with operating performance, we provide a more granular understanding of
why inflation-adjusted disclosures have historically had limited impact. The problem is
reframed: it is not merely an accounting problem, but a problem of financial communication,
information design, and the psychology of decision-making under complexity.

These conclusions have significant implications for standard-setters, educators, and the
preparers of financial statements. For standard-setters like the FASB and TASB, the impli-
cation is that future guidance on hyperinflationary economies or potential new standards
for high-inflation scenarios must be accompanied by rigorous usability testing. Simply pre-
scribing a set of adjustments is insufficient. Standards must consider presentation format,
the mandatory education of users, and perhaps the definition of new, primary performance
statements that inherently reflect current costs, rather than supplementing a historical cost
core. The development of authoritative, inflation-adjusted industry benchmark ratios could
be a valuable project for professional analyst bodies.

For accounting educators, the findings underscore the need to move beyond teaching the



mechanics of CPP and CCA adjustments. Curriculum must integrate the interpretative
challenges, training future accountants and analysts to think in 'real’ terms, to critically
deconstruct nominal growth, and to understand the economic substance behind holding
gains. Case studies focusing on interpretation, not just preparation, are essential.

A limitation of this study is its reliance on a simulated firm and historical document anal-
ysis. While this allowed for controlled observation of interpretative patterns, future research
should employ controlled laboratory experiments with financial analysts to directly test cog-
nitive processes and the efficacy of different presentation formats for inflation-adjusted data.
Furthermore, research could investigate the potential of data visualization and interactive
digital reporting platforms to mitigate the identified interpretative challenges by making real
versus nominal comparisons and the composition of income more intuitively accessible.

In conclusion, the enduring challenge of accounting for inflation is not a relic of the
1970s but a latent issue with renewed relevance in contemporary economic discussions. True
progress will be achieved not by rediscovering old adjustment formulas, but by pioneering
new ways to make the economic reality of a changing price level intuitively comprehensible to
the users of financial information. The path forward requires a collaborative effort between
accountants, behavioral scientists, and information designers to build reporting systems that

are not, only correct but also cognitively manageable.
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