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Inflation and Financial Management 

 
Chapter IndexChapter IndexChapter IndexChapter Index    

Inflation and Financial Management 

Inflation and Inventory management 

Inflation and working Capital Management   

Q. No. 1: Q. No. 1: Q. No. 1: Q. No. 1: Write short note on inflation and financial management.    (Nov. 1998)(Nov. 1998)(Nov. 1998)(Nov. 1998)    

Answer:Answer:Answer:Answer:                                                                            Inflation and Financial ManagementInflation and Financial ManagementInflation and Financial ManagementInflation and Financial Management    

INFLATION AND DECISION MAKING 

THE term inflationinflationinflationinflation refers to rise in general (on an average basis) price level of 

goods and services in the economy, i.e., fall in purchasing power of money. 

Financial Management Financial Management Financial Management Financial Management is the process of financial decision-making. There are 

three categories of financial decisions: (i) financing decisions, (ii) investment 

decisions, and (iii) dividend decisions. During inflationary conditions, the financial 

decisions should be influenced by the impact of the declining purchasing power 

of money on the company. The single most important maxim of financial 

management that influences every decision is: Time eats money. This maxim 

holds good even in the absence of inflation (because of cost of capital), it gains 

extra strength during the inflationary conditions. The finance manager should 

consider the following points while taking such decisions during the inflationary 

conditions: 

    

Basis of DecisionBasis of DecisionBasis of DecisionBasis of Decision----makingmakingmakingmaking     

The profits reported by the historical accounting are inflated. Hence, such profits 

should not be the basis for decision-making.  

Pricing DecisionsPricing DecisionsPricing DecisionsPricing Decisions    
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The pricing policies undergo a dramatic transformation during inflation. Prices 

must be revised frequently and sharply to accurately reflect the impact of 

inflation.  

    

    

Investment DecisionsInvestment DecisionsInvestment DecisionsInvestment Decisions    

(i) Capital expenditure decisionsCapital expenditure decisionsCapital expenditure decisionsCapital expenditure decisions: Capital budgeting is one of the major tools 

which helps financial managers in evaluating investment proposals. 

Capital budgeting decisions are seriously distorted by inflation. Inflation 

affects two aspects of capital budgeting: (a) Projected cash flows, and 

(b) Discounting rate. Inflation will change the projected cash flows, i.e., 

in case of inflation (which was not considered at the time of making 

projections about future cash flows) the cash flows would be different 

than these would have in the absence of inflation. Inflation also affects 

interest rates and this in turn may change the cost of capital. Also, the 

investor should get the returns only in real terms, otherwise he may not 

get what he expects or he may even suffer loss (in terms of purchasing 

power of money). 

(ii)  Working capital: In the time of rising prices, a firm needs more funds to finance 

working capital. Hence, it should be planned properly.  

Financing DecisionsFinancing DecisionsFinancing DecisionsFinancing Decisions    

The finance manager should consider inflation while making financing decisions. 

Loans may be taken on fixed rate basis (and not on the basis of floating rate as 

floating rate rises in case of inflation). He should note that the stock market may 

become an uncertain source of capital. Shareholders will expect real rate of 

return (in the form of dividend as well as capital appreciation) on their 

investments otherwise the share prices may go down in the share market. 

Dividend DecisionsDividend DecisionsDividend DecisionsDividend Decisions    

Cash position becomes a very important determinant of dividend payment as 

during inflationary conditions generally companies face the shortage of cash. 

Besides, the finance manager should see that the dividend decision is based on 

real profit (calculated on the basis of inflation adjustment, after providing 

depreciation on replacement cost basis) otherwise the company would be 

consuming its capital. 

Other PointsOther PointsOther PointsOther Points    

    (i) Make absolutely certain that all the managers under-stand time value of 

money. 

 (ii) Develop an appropriate inflationary adjustment for capital replacement or 

capital will disappear. 
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 (iii) Anticipate that the purchasing department will assume a more important 

role in the long-run survival of the firm. 

 (iv) Develop methods for estimating rate of inflation. 

 (v) Anticipate difficulty in maintaining capital expenditure programs 

Q. No. 2   Q. No. 2   Q. No. 2   Q. No. 2   Write a note on inventory management under inflationary conditions.            

(May 2001) May 2001) May 2001) May 2001)  

    

Answer:Answer:Answer:Answer:                                                                                

The term ‘inflationinflationinflationinflation’ refers to rise in general (on an average basis) price level of 

goods and services in the economy .i.e. fall in purchasing power of money. It 

creates a number of uncertainties because of rising prices in raw materials, 

semi-finished and finished goods. Inflation also muddies inventory planning; The 

management should consider the following points for effective management of 

inventories under the inflationary conditions: 

(i) EOQ(i) EOQ(i) EOQ(i) EOQ: We use inventory carrying cost to determine how much inventory we 

will keep on-hand.   Inflation affects the EOQ model by increasing carrying costs 

(because the inflation pushes up the interest rate ) (C) which results in a small 

EOQ level. This small quantity is misleading and results in increase in inventory 

related costs. Hence, to calculate the optimum order size, cost to carry should be 

reduced by inflation’s impact on interest cost.  

To undersTo undersTo undersTo understand this let’s have an exampletand this let’s have an exampletand this let’s have an exampletand this let’s have an example:  

• Cost per unit Rs.5. Cost to order Rs.100 per order. Annual demand 10,000 

units. Cost to carry 12% p.a. of cost of inventory carried (this is made of 

10% interest cost and 2 % storage etc cost). Cost to carry per unit p.a. = 

Re.0.60.  

• Now suppose inflation is there and data is: Cost per unit Rs. 6, cost to 

order Rs.110 per order, Cost to carry 14% (including 11.50 % interest cost 

and 2.50 % other cost like storage etc.  

• Now for the purpose of calculation of EOQ, cost to carry should be taken 

as 12.50% of Rs.6. (otherwise the inflation’s impacted on cost to carry per 

unit be considered twice; once as increased price and other time as 

increased % of cost to carry)  

(ii) NIFO(ii) NIFO(ii) NIFO(ii) NIFO as the basis of valuation of inventory:  NIFO assumes that the inventory 

we sell is purchased at the time of its sale. Generally, this inventory costs more 

than earlier layers of inventory. As a result, ending inventory is smaller than it 

otherwise would be. Since ending inventory is smaller, COGS is higher. (COGS is 

calculated on the basis of replacement cost) Higher COGS means reporting the 
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lower profit, this helps in lower dividend, higher retained profit for replacement 

of assets and maintaining the capital intact.  

(iii)(iii)(iii)(iii)  Ideally, the inventory-sales ratio should be kept as low as feasible so as to 

minimize the cost of storage and the cost of money tied up in inventory. But As 

these prices rise, purchasing managers naturally tempted to   buying for forward 

requirements.. The purchasing manager of course realizes that his cost of 

storage and tied up money will thereby go up. But he may hold that these costs 

are more than offset by being able to obtain inventory at lower prices than he 

could later. Such decisions, for buying for future requirements should be taken 

after considering the both (i) possible further price movements and (ii) cost to 

carry including the cost of obsolescence. 

Q. No. 3:   Q. No. 3:   Q. No. 3:   Q. No. 3:   Write a note on IMPACT OF INFLATION ON WORKING CAPITAL 

MANAGEMENT      

AAAAnswer:nswer:nswer:nswer:                                                                                

The term inflationnflationnflationnflation refers to rise in general (on an average basis) price level of 

goods and services in the economy, i.e., fall in purchasing power of money. 

WorkingWorkingWorkingWorking CapitalCapitalCapitalCapital is the money used to make goods and attract sales. During the 

period of rising prices, a firm needs more funds to finance working capital. 

Hence, it should be planned properly. Not under-standing the impact of inflation 

on working capital has been the cause of many business failures. Cost of 

financing the working rises because of increase in interest rates. Cash should 

never be allowed to remain idle (Time eats value of money, i.e., on one hand the 

company suffers loss of interest and on the other purchasing power of wealth 

kept as cash declines). Good cash management can provide a major source of 

profit, while poor cash management can destroy a company in a short time. 

Inventory valuation should be based on NIFO (next in first out). 

Impact of inflation on working capital can be explained as follows:  

 (i) Cost of financing working capital increase because of rise in interest 

rates. 

 (ii) Working capital required for carrying inventories increases. 

 (iii) Requirement of working capital for debtors is influenced by ability to 

increase the selling price. If selling prices can be increased in the 

proportion of cost of sales, external working capital to finance the sales is 

not required. The requirement of additional working capital for sales will 

be met from increase in profit (in nominal terms). 

 (iv) Increase in selling price may result in decrease in demand and this may 

result in reduced profit and in turn reduced cash flows; the result may be 

increase in raising of working capital from external sources. 
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To successfully meet the challenge of inflation, the management should take 

following steps:  

(i)  Try to reduce the working capital cycle 

(ii) The shareholders may be rewarded through issuance of bonus shares 
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