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FINANCIAL MANAGEMENT UNDER INFLATIONARY CONDITIONS IN

TURKEY
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Ozet: Asagida ki ¢aligmada, Tirkive'de ki enfalsyonist
ortamda  finansal  yonetim agisindan gozéniinde
bulundurulmas: gerekli iktisadi konular ele alinmigtir.

Paranin lgme ve degerleme fonksiyonunu yitirmesi
Tirkiye'de finansal yénetim ve diger isletme alanlarinda ki
onemli  problemlerin  kaynagmm  tagkil  etmektedir. Bu
problemlerin ¢ozillmesi igin on kosul ahsilagelmis finansal
yonetim yontemlierinin degistirilmesidir. Cinkii, alistiagelen
yontemlerim geligitivilmesinde kullanilan varsayimlar istikrar
ortamina ve sabit fiyatlara dayanmaktadir.

L. Introduction

In the beginning of the 80's, inflation in Turkey
was between 20% and 50%, and there were justifiable
hopes to leave the inflation problem behind within a
short period of time. But at the end of 1987, inflation
reached 55% and, climbing further on, exceeded 100% in
spring of 1994'.

Since the economic crisis in 1994, there were
serious attempts to solve the economic problems of the
country, especially the problem of high inflation. But
despite different statements of some politicians, the
inflation problem had not been solved until today and - in
my opinion - will probably not been solved in the nearest
future. Consequently, the management and particularly
the financial management of multinational enterprises
and joint ventures has to face and to solve the problems
resulting from high inflation in Turkey.

The purpose of this paper is to examine the
framework for financial management under inflationary
conditions in Turkey in the context of the whole
economy. Part 2 deals with problems of measuring and
forecasting inflation. In part 3, the relationship between
inflation on the one hand and money supply, economic
growth, interest rates and exchange rates will be
investigated in. Part 4 summarizes the results and gives
an outlook on the consequences for accounting and
financial management in Turkish companies.

I1. Measuring and forecasting inflation

Usually, inflation is defined as the continuous rise
of the price level of the national economy>.
Consequently, the increase of single prices can not be

described as inflation. Since the condition of a rise of all
economic prices with the same rate in the same time
probably never will be met in reality, this definition of
inflation is not very helpful for the financial manager. In
such a case, there are normally no real effects of inflation
and therefore no real consequences for the planning
process’. When there is only inflation in this narrow
sense, the practical problems for the financial manager
resulting from high inflation can be solved by issuing
from time to time conversion tables for nominal amounts
of money at different points of time.

In reality, high inflation rates are often combined
with increasing temporary and persistent shiftings of
relative prices’. In such a case, the relation of single
prices - for example prices for buying raw materials on
the one hand and prices for selling finished products on
the other hand - is not constant but will change
temporarily or permanent. In both cases, there arc
economic effects in real terms and therefore changes in
the possibility of reaching determinated financial targets
in real terms, e.g. a determined profit in real terms.
Consequently, the increasing shifts of relative prices
must lead to consequences in the planning process of a
company. It is necessary to distinguish between
"inflation" and "shifting of relative prices", but it is also
necessary to understand that the possibility for shifts in
relative prices will increase with the rise of inflation
rates. A typical example are real estate prices which tend
to increase more than the inflation rate in times of high
inflation’. 7

Another interesting observation in times of high
inflation is the connection between the level and the
volatility of inflation rates. There is some empirical
evidence of a connection between this two variables: An
increase in the level of inflation rates is connected with
an increase in the volatility of inflation rates®, Therefore,
the possible distribution of variables connected with the
inflation rate in the future tends to be broader. From a
financial management point of view, increasing inflation
leads to increasing uncertainty in the planning process
and to increasing economic risks.

Theoretically, inflation rate has to be measured by
the change of the level of all prices of the national
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economy within a specified period of time’. Normally, in
this period of time not only the prices, but the type and
quantity of the produced and consumed goods are
changing too. Therefore, measuring inflation by the
change of the level of all prices in an economy leads to
results where pure price effects and effects resulting from
a change of production and consumption patterns are
mixed. So, in practice, inflation is measured by the
increase of the prices of a fixed basket of goods which
composition is re-arranged from time to time considering
shifted production and consumption patterns®.

Consequently, there are at least as many inflation
rates as baskets of goods, multiplied with the number of
institutes which are concerned with measuring inflation,
and the inflation rate most discussed in public is not
always the most interesting inflation rate for the financial
manager. In Turkey, there are two interesting price
indices, the Consumer Price Index and the Wholesale
Price Index. Institutions which are concerned with the
measurement of those indices are the State Institute of
Statistics and the Istanbul Chamber of Commerce,
respectively.

For both indices, there are much finer
distinctions’. For example, there are wholesale price
indices for agricultural products, mining or the
manufacturing industry, and the wholesale price index
for the manufacturing industry is subdivided into

beverages, textiles, wood products etc. Another
distinction is the distinction of regional price level
changes or of the price level changes of public or private
manufacturers'®. Since the price level changes of the
different baskets of goods show strong differences, the
use of the wrong price index for planning and controlling
purposes can lead to serious planning errors. For the
financial manager, it is always a good idea to choose a
price index which reflects the development of the special
prices he is interested in as close as possible, no
difference if the investigation deals with the control of
past plannings or with inflation forecasts for the future.
For example, planned purchases in a special type of raw
material should be forecasted with the special wholesale
price index for such items instead of using the general
consumer price index.

Another problem in connection with inflation
forecasting is the choose of the right inflation rate with
regard to the temporal aspect. Economic newspapers
regularily publish "monthly" and "yearly" inflation rates,
more accurate: monthly changes and changes over the
same month of the previous year in the general consumer
and in the general wholesale price index. Public
discussion tends to look on the new published yearly
inflation rates as if they are the most actual information
regarding inflation rates which should be used for
planning purposes too. Fig. 1 shows the problems which

wholesale price indices for the production of food and  arrive from this point of view.
point of view
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Fig. 1: Calculation of different inflation rates''
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As could be seen in fig. 1, the montly inflation
rate shows the change of the price level of the last month,
whereas the change of the price level of the last twelve
months is shown by the yearly rate of inflation. The
inflation rates published for december 1994, for example,
shows the change of the price level of december 1994 as
monthly inflation rate and the change of the price level
from january to december 1994 as yearly inflation rate,
respectively. Consequently, the use of yearly inflation
rates for inflation forecasts assumes that the price level
changes of the last twelve months will happen again in
the same height. Naturally, a forecast based on such
"old" information can lead to unrealistic figures in such a
dynamic surrounding like Turkey. Much stronger
planning errors can take place if the average yearly
inflation rate is used for forecast purposes since it
contains dates up to two years old (fig. 1).

If the inflation forecast, measured in yearly rates,
should be as actual as possible, the actual monthly
inflation rate has to be transformed in a yearly rate as
shown in fig. 1 for december 1994. The inflation figure
calculated in fig. 1 means that the yearly change in the
price level measured at the end of november 1995 will be

109,10% for the time from december 1994 to november
1995 if the change in the price level of december 1994
will continue in exact the same height-for the next 11
months. The differences between the published yearly
rate of inflation and the monthly rate of inflation,
transformed in a yearly rate, were clearly recognizable in
the time of the economic crisis between march and april
1994. In this period, the yearly rate of inflation climbed
from 73,6% to 107,4% whereas the monthly rate of
inflation, transformed in a yearly rate, changed from
83,7% to 1314%'7.

It is possible in principle to use actual monthly
rates of inflation, transformed in yearly rates, for a
forecast of inflation rates for the nearest future since the
figures used for the forecast are as actual as possible. The
main disadvantage of such a forecast is the strong
volatility of the forecasted inflation rates due to the
strong volatility of monthly inflation rates. A forecast
based on yearly inflation rates, on the other hand, uses
one year old, obsolete information and ignores the strong
influence of actual developments. A possible compromise
between those possibilities is the use of inflation forecasts
based on the inflation rates of the last six months as
shown in fig. 2.
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Fig. 2: Inflation forecast based on 6-month time series'’

Based on simplified calculations, an inflation
forecast based on 6-month time series seems to provide
better results than forecasts based on monthly or yearly
inflation rates'®. But, as can be seen in fig. 2 too, the
inflation forecast based on time series fails to meet the
ex-post realized inflation rate in each month. Each

inflation consists ex post of an expected part and an
unexpected part. A better method of forecasting inflation
shifts the dividing line between expected and unexpected
inflation and can, therefore, lead to better financial
planning - the financial management can only consider
the expected and not the unexpected part of inflation.
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Therefore, the question if it is worth to invest more time
and money for using better statistical tools like - for
example - regression analysis for inflation forecasts can
only be answered for the individual case.

I1. Inflation in a whole-economy context
IL1. Inflation, money supply and economic growth

A possible basis for an analysis of the connections
between inflation and other economic figures could be
the examination of inflation causes. If it is possible to
find stable relationships between economic variables as
causes and inflation rates as a result, and if it is possible
to quantify these relations, stabie quantitative
relationships between inflation rates on the one hand and
other economic figures on the other hand can be
derivated.

Unfortunately, there is not only one, but a few
inflation theories with different explanations for
relationships  between economic variables'>. One
common subdivision is the diffentiation between
demand-pull and supply-push (or cost-push) inflation
theories. Following the demand-pull theories, inflation is
caused by an increase of the national demand for real
goods without an equal rise in the national supply. This
can be caused, for example, by an additive demand for
real goods by state authorities, financed by an additive
budget deficit'®. Following supply-push theories, on the
other hand, inflation is caused by the national supply.
This can happen, for example, if the costs of imported
goods like crude oil or the cosis of government services

increase and if these costs are shifted from the
corporations to the consumers by calculating (and
getting) higher prices for sold goods'’.

Following the OECD, the persistent high inflation
in Turkey is primarily a result of the permant high
budget deficits of the government'®. The deficits cause
inflation on the demand side - by higher demand of
government organisations - and on the supply side - by
higher prices of government services and of state-owned
enterprises - at the same time. Therefore, it is not
possible to foresee the direction of an inflationary push.
Moreover, the timing of single inflation pushes is not
forecastable - one inflationary push may last only a few
days and another one a few months. This leads to
overlaps of single inflation pushes. Last but not least,
stabile cause-result-relationships can not be observed
since market participators try to neutralize an expected
inflation by taking into account the expected inflation of
the future in their economic decisions of today'®. This
can lead, inter alia, to the appearance of the "resulting”
inflation push chronologically before the (expected)
"causes" for it take place.

Considering the failure of economic theories to
explain stable relationships between the rate of inflation
and other economic variables, an analysis of possible
inflation causes is not helpful for the investigation of the
framework of financial management in a highb-inflation
country. The only stable relationship seems to be the one
between money supply and inflation rates, based on the
quantity theory® (see fig. 3).

money supply: Mg = My V

|

{money supply =

{money demand =

money market equilibrium: Mg My

guantity theory: MgV = Yg-P

constant, it follows that

M, ~ P

money quantity - circulation velocity)

money demand: Mg = Yp -P

real gross national product - price level)

If money circulation velocity V and real gross national product Y, are assumed as

Fig. 3: Quantity Theory

236



Oneri, C.1, S.4.
Ocak 1996, s5.233-243.

The quantity theory assumes that the money
market is in equilibrium in the long term what means
that money supply and money demand are in
equilibrium. The money supply is determined by the
quantity of money M, and the money circulation velocity
V, the money demand by the real gross national product

Yr and the price level of the national economy P. If, for
simplification, money circulation velocity V and real
gross national product Yy are assumed as constant,
money quantity and price level must be proportional (M,
~ P). This correlation can, as it is shown in fig. 4, be
shown for Turkey too.
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Fig. 4: Inflation and money supply”’

In fig. 4, it can be seen that the price index and
the quantity of newly issued money correlate in the long
term. Therefore, the high inflation rates observed in
Turkey can only take place because of the willingness of
the Central Bank to rise the quantity of money. From the
viewpoint of the financial manager, a maeticulous
observation of the Central Bank policy can therefore give
interesting information about expected inflation in the
nearest future.

The quantity theory (fig. 3) leads to another
interesting result regarding the relationship between
inflation rates and economic growth. Since we have seen
that inflation pushes are not only caused by real
economic phenomena but by expectations of economic
subjects about future inflation rates too, it can happen
that the future price level is fixed by determinations of
prices and wages in today's contracts. When the central
bank tries to slow down the inflation process by reducing
the amount of newly issued money in the same time, the
increase in the quantity of money will be smaller than the
increase in the price level. If we assume furthermore a
constant money circulation velocity V, the only way that
leads to an equilibrium of supply and demand in the
money market, following the quantity theory, is a

decrease or at least smaller increase in the real gross
national product Yz. So, if the increase in the quantity of
money fall short of the increase of the expected and
anticipated inflation, the result can be less economic
growth or - in some cases - a shrinkage of the real gross
national product’”’. Conversely, an increase in the
quantity of money that exceeds the expected and
anticipated inflation rate can lead to additional economic
growth. This relationship may explain the willingness of
the Turkish Government and of the Turkish Central
Bank in the past to accept higher inflation rates from
year to year. On the other hand, this relationship shows

- the - maybe painful - way of the Turkish economy

towards a future without inflation.

I1L.2. Inflation and inferest rates

If a bank offers a credit in an inflationary
environment, she will calculate her nominal rate of
interest in a way that secures not only the earning of the
planned real interest but a compensation for the loss of
purchasing power of the credit amount, too. If all
participants of the capital markets act in this economic
rational way, the nominal rates of interest on the capital
markets will follow the so-called "Fisher-relationship”
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between nominal interest rates, real interest rates and
expected inflation rates> (fig. 5).

Fisher Hypothesis: i =

i+ p o+ pi,

(nominal interest rate

Example: i, =5%, p=>55%

(a credit amount of 100 is growing to 162,75 within one year;
this equals an amount of 162,75 : (1 + 55%) = 105 in real terms)

real interest rate + rate of inflation
+ real interest rate - rate of inflation)

N i, = 62,75%

Fisher after taxes: i,=6578%, p=61,98% = i, = 2,35%
$s=25%> i,-49,33% = i =~7,81%
(all figures march 1995)
Inflation Forecasting with the Fisher-Hypothesis :
p = [(1+i,):(1+i)]-1

Fig. 5: Fisher relationship

Following the Fisher hypothesis, the nominal rate
of interest can be calculated as real rate of interest plus
expected inflation rate plus product of real rate of interest
and expected inflation rate. If, for example, a bank wants
to earn a real rate of interest of i, = 5% and expects an
inflation rate of p = 55% (fig. 5), she has to demand a
nominal rate of interest of i, = 62,75% to earn a real rate
of interest (after inflation) of 5%,

It is difficult to test the Fisher hypothesis
empirically. The main reason for this is the problem of
observing expectations - in this case about future
inflation - of economic subjects®. Normally, it is only
possible to observe the realized rate of inflation instead
the expected rate of inflation which means that it is
possible to test the ex-post version of the Fisher
hypothesis instead of the (original) ex-ante version. This
test can be carried through by simply comparing the ex-
ante determined nominal rate of interest for a special
period of time with the ex-post observed rate of inflation
for the same period. For example, it is possible to
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compare the nominal rate of interest for bank deposits for
one year in january 1994 with the realized inflation rate
from january to december 1994. In this paper, a detailed
description of the results of such tests will not be given
since, from a financial manager's point of view, they are
very simple: An investment in sight deposits, time
deposits or saving deposits with fixed rates of interests in
Turkish Lira leads in nearly every case to a real loss of
money in the long term, no difference which bank, which
type of investment and which period is investigated in.
The real rate of interest for one-year savings deposits in
the period between 1990 and 1994, for example, was in
the average minus 3,65%%.

With the same methodology, it is possible to
measure the real rate of interest for the overnight market
in Turkey. This observation may be of particular interest
because this market could be a relative perfect market
since credits between banks are traded on it. The results
of an ex-post measurement of real interest rates for the
overnight market in the period between january 1990 and.
june 1995 are shown in fig. 6.
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Fig. 6: Inflation and real rate of interest®’

Infig. 6, it is shown that the real rate of interest is
anything but constant. Sometimes it reaches a few
percent above zero, in spring 1994 it exceeds 100%, but
sometimes it falls below zero. These variations are caused
by the divergation of realized inflation rates from
expected inflation rates - differences between forecasted
and realized rates of inflation leads to differences
between planned and realized real interest rates, too. In
the long run (at least from Jjanuary 1991 to june 1995),
the real rate of interest is on average approximately 4%,
and this is - compared with the real interest rates of
money markets of other countries - a reasonable rate®®.
But, for the short term, there is another confusing
observation from fig. 6: The trends of the inflation rate
on the one hand and of the real interest rate on the other
hand seems to have reverse courses. In times of high
inflation, realized real rate of interest tends to sink,
whereas in low inflation times it tends to rise®. This
relationship has been observed in other countries too”,
and it has been explained by different theories. Mundell,
for example, argues as follows: In times of high inflation,
the real value of cash assets of private households
decreases, causing a fall in the demand for consumption
goods of private households and, therefore, a rise in
private savings. If the increased capital supply meets an
unchanged capital demand, capital prices - and that
means real rates of interests - fall®. If this so-called
"Mundell-effect" take place, it leads to falling real
Interest rates and, therefore, cheaper capital for
companies in times of high inflation.

Since the nominal interest paid from companies is
deductable from their taxable income, the relationship
between high inflation rates and low real interest rates
becomes stronger if taxes are taken into account (see fig.
5)*2. In some cases, real capital costs can be negative -
getting a loan and investing the money only to avoid a
loss in its purchasing power leads automatically to an
increase in real wealth. If, as it is shown in fig. 5, the
nominal rate of interest equals 65,78% and the tax rate
25%, nominal rate of interest after taxes becomes
49,33%. If, in the same time, inflation rate is 61,98%,
the real rate of interest after taxes becomes minus 7,81%
instead of plus 2,35% without considering taxes. On the
other hand, companies in Turkey haveto pay for the
cheap capital with a strong increase of the financial risk,
precisely an increase in the risk of changes in the term
structure of interest rates.

Before finishing the examinations about the
relationship between inflation and interest rates, ‘a few
remarks about another possibility of forecasting inflation
rates, in this case using the Fisher equitation, should be
made. If every capital market participant calculates his
nominal rate of interest following the Fisher equatation,
the realized nominal interest rate of the capital market
includes the expected inflation of the capital market -
participants on average. Therefore, a transformation of
the Fisher equitation as it is shown in fig. 5 can be used
for calculating the expected inflation rate of the capital
market participants. It should be noticed that this way of
forecasting inflation rates can only lead to better forecasts
than forecasting based on time-series models if the
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average capital market participant has better information
about future inflation than it is reflected in time series
and if the capital market is nearly perfect. In such a case,
the prices shown on capital markets should reflect the
"true" value of capital, and they should reflect all
available information about future prices®. Considering a
few simple tests (which will not be shown in this paper),
the necessary preconditions for this forecasting models
seems not to be fulfilled in Turkey; an inflation forecast
using time-series models leads to better results than a
forecast based on the nominal rates of interest.

IL3. Inflation and exchange rates

Before finishing part 3 of the paper, the
relationship between inflation rates and exchange rates
should be examined. It is assumed that at one point of
time, the exchange rate between Turkish Lira and
German Mark is fixed on a certain level, and all
payments between Turkey and Germany are made in a
neuatral currency, for example the US-Dollar. If there is
an increase in the price level of Turkey whereas the
German price level is nearly constant, Turkish goods are
becoming more expensive for German customers and
vice versa. After a certain period of time*, imports from
Germany to Turkey increase whereas exports from
Turkey to Germany fall. In Turkey, the additional

imports leads to an increasing demand and the fall back
of exports to an decreasing supply of US-Dollars, both
effects causing an increase of the price of US-Dollar in
Turkey. In Germany, opposite effects take place, causing
a decrease of the price of the US-Dollar. Together, the
Turkish Lira will be devalunated compared with the
German Mark, measured in terms of US-Dollar.

Supposed there wili be no change in the real
interest rates in both countries and no other reasons for a
change in the capital flows between Turkey and
Germany. Supposed furthermore the central banks and
the governments of both countries will not interfere in
the price-building process on the currency markets. With
these and a few more assumptions, the devaluation of the
Turkish Lira will be exactly as high as it is necessary for
an exact compensation of the additional imports from
Germany to Turkey and of the lost exports from Turkey
to Germany. In such a case, there will be no change in
exports and imports of a country caused by different
changes in their price levels; the "real value" of a
currency will not be changed by different price-level
changes. This effect is called the purchasing power
parity’®. An empirical investigation of this relationship
for Turkey, compared with the German Mark and the
US-Dollar, is shown in fig. 7.
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Fig. 7: Inflation and exchange rates

rates on the one hand and exchange rates to German .
Mark and Dollar, on the other hand, show the same
trend. In the short term, on the contrary, purchasing

It can be observed from fig. 7 that the purchasing
power parity seems to hold in the long term; inflation
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power parity theory does not work. From the beginning
of 1988 to the beginning of 1994, the devaluation of the
Turkish Lira against German Mark and Dollar was much
smaller than the increase of the price level in the same
time. In the economic crisis of spring 1994, the
difference between the devaluation of the Turkish Lira
and the increase in the price level was balanced within a
few weeks™. After spring 1994, it seems that the
devaluation remains behind the rise of the price level a
second time. Therefore, a new economic crisis or at least
a strong devaluation of the Turkish Lira in a relatively
short period of time seems to be possible.

The reason for differences between long-term and
short-term observations can be found if the assumptions
made before are considered. A devaluation of the Turkish
Lira which leads to an exact compensation of price level
changes between Turkey and other countries as if
described above could only happen if demand and supply
on the currency markets are only determined by
payments from imports and exports and by no other
payments®’. If, in contrast, an increasing demand for US-
Dollar is satisfied by additional receipts from the tourism
sector or by additional foreign credits, devaluation will be
smaller than the increase in the price level as could be
seen for the period from 1988 to 1993 in fig. 7.

Before the economic crisis in 1994 took place, not
only the Central Bank of Turkey intervened in the
currency markets, but moreover, the Turkish
Governiment obtained more and more additional loans
from the international capital markets for financing
additional imports instead of letting the market regulate

imports and exports by allowing free fluctuations of
exchange rates®. Those loans including the interest due
were payed with new, short-term credits as long as it was
possible until, in spring 1994, the economic crisis and a

sharp decline in the value of the Turkish Lira arose. In o
the long term, no central bank and no government is able
to work against the forces of the international capital

markets as long as the national economy is at least partly

integrated in world markets. In the short term, on the’

contrary, central banks and governments can cause
substantial distortions.

From the point of view of a financial manager, the
unpleasant conclusion is that the risks resulting from
inflation are not negliable by assuming that they are
compensated by moves of the exchange rates. Inflation
risk is not exactly abolished by exchange rate risks.
Another consequence is that it is not possible to ignore
inflation risks by carrying through all calculations in
accounting and financial management in hard currency
like German Mark or US-Dollar. As long as expenses in
Turkish Lira are not exactly met by an income in Turkish
Lira in the same amount and at the same point of time,
an inflation risk, measured in Turkish Lira, remains.
Neglecting this risk can lead to serious problems for the
financial management and, sometimes, for the whole
company.

IV. Summary and OQutlook
Fig. 8 gives a short summary of the economic

framework for financial management in high-inflation
countries, especially in Turkey.

= possibility of shifts in relative prices T

financial management deals with inflationg,,.ceq
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Fig. 8: Economic framework of the financial management
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An increasing inflation rate leads to an increase in
the possibility of shifts in relative prices and to an
increase in the volatility of inflation rates. The financial
management can only consider the expected part of
inflation in its planning process whereas it is impossible
to deal with unexpected inflation. Since an increase in
inflation rates is accompanied by an increase in the
volatility of inflation rates, the unexpected part of
inflation can increase, too. This leads to increasing
uncertainty in the planning process and to increasing
financial risks.

If the expected part of inflation grows less than
the money supply, an additional economic growth can
result. On the contrary, if the expected inflation exceeds
the growth of money supply, less economic growth or, in
some cases, economic decline can result. Nominal rates
of interest and exchange rates, for the long term,
compensate inflation which leads to constant real rates of
interest and real exchange rates. For the short term, on
the other hand, nominal interest rates and exchange rates
can substantially depart from this course, leading to
changes in real interest rates and in real exchange rates.
In such cases, real interest rates tend to fall if inflation
rate rises.

For the financial management, it can be concluded
that nearly every relevant economic figure changes in
times of high inflation. The most urgent problems
resulting from this are the increasing uncertainty of the
financial planning process and the loss of a stable
standard for valuing payments, assets and liabilities of a
comparny, no matter at what point of time the valuation
take place. One Turkish Lira today has another value
than one Turkisch Lira one month later, and one Turkish
Lira in cash has after a short period of time another value
than one Turkish Lira invested in stocks.

It is not the purpose of this paper to show
solutions for the problems arising for the financial
management in detail®. It shall only be remarked that
nearly every area and every instrument in the accounting
process and in the financial management has to be newly
examined in detail. For the annual statements of a
company including the annual statements for tax
purposes, for example, it may be advisable to value assets
and liabilities as close as possible - and as much as
possible considering the legal framework - to market or
current prices to avoid the reporting of high nominal
(and taxable) but low real profits*. Another good idea
may be the use of special inflation accounting
instruments to show the difference between nominal and
real profits to creditors, investors and employees. In the
management accounting system and in the controlling
process, current prices, if necessary forecasted with
different inflation forecasting instruments as shown in
this article, should be used in every part of the

calculations” . Since the costs of capital explode in times
of high inflation, cash management must be planned as
precise as possible on a centralized basis. Financing and
investing decisions, last but not least, have to consider
the increased uncertainty of the planning process, as far
as possible using instruments based on modern capital
market theory. Moreover, the introduction of a central
risk management for measuring and controlling price
risks, interest rate risks and exchange rate risks is a must
in a high-inflation country™*.

In the end, high inflation leads to the failure of
nearly every conventional idea about accounting,
controlling and financial management since nearly every
instrument from these areas assumes a constant price
level and certainty about future developments. In high-
inflation countries like Turkey, business administration
as an applied science has the task to investigate in the
special problems caused by high inflation and to develop
new instruments for a better accounting and financial
management process. '
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