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Abstract: The Turkish economy continues to be a compelling case study of persistent high inflation and
currency devaluation. This paper investigates the divergent financial and tax outcomes for companies in
Tiirkiye in 2024 under three distinct accounting frameworks: local accounting standards, IAS 21 (The
Effects of Changes in Foreign Exchange Rates), and IAS 29 (Financial Reporting in Hyperinflationary
Economies). Utilizing a simulation model of a representative company, the study demonstrates that the
choice of accounting method leads to significantly different portrayals of profitability and tax liability. A
critical finding is the regulatory arbitrage created by Tiirkiye's Procedural Tax Law, which allows foreign
subsidiaries with substantial capital to use IAS 21, often resulting in tax-free losses, while local firms
applying unadjusted local standards face the highest tax burden. The paper concludes that, despite not
meeting the strict numerical threshold of IAS 29, the economic reality in Tiirkiye warrants its application
to ensure financial statements reflect the true erosion of capital and to restore comparability and fairness
in financial reporting and taxation.
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1. INTRODUCTION

Tiirkiye's economy in 2024 remains characterized by significant macroeconomic pressures,
with inflation persistently high and the Turkish Lira (TL) experiencing continued volatility. This
environment poses a profound challenge for corporate financial reporting, as the assumptions of a
stable measuring unit underlying traditional accounting are violated. The coexistence of different
reporting standards—Ilocal GAAP, IAS 21, and IAS 29—<creates a landscape where identical
economic activities can yield starkly different financial results and tax obligations.

This paper examines the accounting implications of this volatile environment. It moves
beyond the general recognition of inflation as a problem to a specific, model-based analysis of its
distortive effects on financial statements. The central research question is: How do the applications
of'local accounting, IAS 21, and IAS 29 in the context of 2024 Tiirkiye affect the reported financial
position, performance, and tax liability of a company, and what are the broader implications for
competitive equity and capital allocation?

The analysis is timely, as the Turkish government has consistently opted not to mandate
inflation accounting for general tax purposes, a decision with significant fiscal and competitive
consequences. Furthermore, the specific provision for large foreign subsidiaries to report in a
foreign currency creates a two-tiered reporting system. This study provides a quantitative
simulation to illuminate these disparities, arguing that the application of IAS 29, while not strictly
required by the standard's cumulative inflation rule, is necessary for a faithful representation of
economic reality in the current Turkish context.

Annual devaluation against USD was 40%, and the Consumer Price Index (CPI) inflation
rate was 20.3 in 2018. In 2024, the data is just the opposite, CP1% increase is 44.4% and the
devaluation rate is 20%. The purpose of this paper is to discover the consequences of this
development.

2. LITERATURE REVIEW

The challenge of accounting in inflationary environments has a long history in both
emerging and developed economies. Research consistently highlights the distortionary effects of
inflation on historical cost financial statements. Konchitchki, Y. (Konchitchki, 2011) demonstrated
that unrecognized inflation gains and losses, though absent from nominal statements, possess
predictive power for future cash flows, underscoring the economic significance of these omitted
figures.

The academic discourse in Tiirkiye has specifically engaged with this issue. Arsoy and
Gucenme (Arsoy, 2008) documented the adoption and subsequent abandonment of inflation
accounting in Tirkiye, noting its initial success in producing more comparable financial
information. More recently, scholars like Karapinar, Zaif, and Bayirli (Karapinar, 2012) have
emphasized that financial ratio analysis in high- inflation economies  is misleading without
appropriate restatements, a finding that directly informs the analytical approach of this paper.

Globally, the application of TAS 29 has been a subject of debate and practice. The case of
Argentina, as reported by Price Waterhouse Coopers (Coopers, 2018), shows a direct application
of the standard once an economy is deemed hyperinflationary. However, critics like Tawiah,
Benjamin, and Dorothee (Tawiah, 2015) argue that inflation accounting is often seen as an
imperfect solution because it does not converge with fair value or present value measures. Despite
these criticisms, IAS 29 remains the IFRS-prescribed response to preserve the purchasing power
concept of capital maintenance.

This paper contributes to the extant literature by conducting a contemporaneous
comparative analysis of all three relevant reporting frameworks (local, IAS 21, and IAS 29) within
a single, unified simulation model for Tiirkiye in 2024. It uniquely integrates the specific nuances
of Turkish tax law into the accounting analysis, revealing the strategic reporting choices and their
consequential competitive advantages.
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3. METHODOLOGY

To isolate and compare the effects of different accounting treatments, a simulation model
of an imaginary merchandising company which is established in Tiirkiye on January 1, 2024, was
constructed. The company started with a paid-up capital of TL 100,000. A series of ten typical
transactions was modeled throughout the year, with each transaction assumed to occur at the end
of the month. Adjusting entries, including for cost of goods sold and depreciation, were made at
the year-end (December 31, 2024). A uniform local and deferred tax rate of 22% was applied.

The company's transactions were processed under three distinct accounting frameworks:

Local Accounting Method: Transactions were recorded in TL at historical cost. The year-
end balance sheet was then converted to USD using the closing exchange rate on December 31,
2024. No deferred tax was calculated for temporary differences on non-monetary items.

IAS 21 Method (Temporal Method): The functional currency is TL, and the presentation
currency is USD. Transactions were converted to USD at the exchange rate on the date of each
transaction (temporal method). Monetary items were re-measured at the closing rate, with resulting
gains/losses recognized in the income statement. Deferred tax was calculated on temporary
differences arising from the re-measurement of non-monetary items. This approach aligns with the
guidance provided by KPMG (KPMG, 2018) on foreign currency translation for consolidation
purposes.

IAS 29 Method (Accounting Standards for High-Inflation Environments): All non-
monetary items carried in TL were restated to their purchasing power as of December 31, 2024,
using a general price index. A monetary gain/loss was computed and included in the income
statement. Subsequently, the entire restated TL balance sheet was converted to USD at the year-
end closing rate. Deferred tax was recognized on the temporary differences.

This methodology allows for a direct comparison of the three resulting balance sheets and
income statements, all presented in USD as of the same date.

4. 4. RESULTS ANS ANALYSIS

The application of the three accounting methods to the model company's 2024 transactions
produced dramatically different financial outcomes, summarized in the comparative balance sheets
(Tables 1, 2, and 3).

Table 1: Local Accounting Method (Converted at Closing Rate)

LOCAL CURRENCY (TL) BALANCE SHEET AS AT DECEMBER 31, 2024 CONVERTED TO USD*

Current assets 74,508|Current liabilities 18,035
Office equipment 41,667|Paid up capital 83,333
Accumulated depreciation -3,472|Net income/(loss) 11,334
Office equipment-net 38,194 |Total shareholders™ equity 94,667
Total assets 112,703 |Total liabilities and shareholders’ equity 112,703

* All figures have been converted to USD on December 31, 2024, currency rate. 15=1.2 TL,
based on 20% annual local currency depreciation against USD.

Source: Authors’ projection
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Table 1 indicates post-tax earnings of USD 11,334 once local tax obligations have been
satisfied.

Table 2: IAS 21 Method (Temporal Method)

IAS 21 Based Balance Sheet at December 31, 2024*

Current assets 74,926|Current liabilities 19,530
Office equipment 47,788|Paid up capital 98,503
Accumulated depreciation -3,982|Net income/(loss) 698
Office equipment-net 43,805 |Total shareholders’ equity 99,201
Total assets 118,731|Total liabilities and shareholders’ equity 118,731

*All transactions have been converted to USD at the date of the transaction and foreign
exchange gains and losses have been calculated at December 31, 2024 exchange rate (1USD =
TL1.1985) for monetary items.

Table 2 demonstrates how IAS 21 employs the temporal method, where exchange
differences on monetary items are recognized in profit or loss by comparing historical exchange
rates to the year-end rate as of December 31, 2024. The company ends up with a net profit of USD
698, after local and deferred taxation of 22%.

Table 3: IAS 29 Method (Inflation Adjustment)

IAS 29 (TurkStat) Based Balance Sheet at December 31, 2024*

Current assets 75,295 |Current liabilities 20,078
Office equipment 54,949|Paid up capital 116,834
Accumulated depreciation -4,579(Net income/(loss) -11,248
Office equipment-net 50,370|Total shareholders” equity 105,587
Total assets 125,664 |Total liabilities and shareholders™ equity | 125,664

*All non-monetary transactions have been restated to the year end purchasing power based
on Consumer Price Index (CPl) from the date of transaction and monetary gains and losses
have been calculated as of December 31, 2024, then all year end stated/restated local
currency figures have been converted to USD at December 31, 2024 closing rate (1USD =
TL1.1985).

Source: Authors’ projection

Table 3 reveals a starkly different picture. Under IAS 29, the company reports a significant
loss of USD 11,248. This loss is driven by inflation (based on TUIK-TurkStat-Turkish Statistics-
Institute) -adjusted losses on monetary items, combined with local taxes payable based on non-
inflation-adjusted local figures.

5. DISCUSSION

The simulation results illuminate a critical divergence in financial reporting within the
Turkish economy. The local accounting method, by ignoring inflation, creates a fiction of
profitability (USD 386 net income), leading to a real-world outflow of cash for taxes while the
company's capital base is eroding in purchasing power terms. This represents a form of "fiscal
illusion" where the government collects taxes on illusory profits, effectively taxing the company's
equity. As Konchitchki (Konchitchki, 2011) posits, these unrecognized inflation effects have real
economic consequences.
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The disparity between IAS 21 and IAS 29 is controversial. The IAS 21 model, heavily
influenced by nominal currency devaluation, ends up with a profit figure after paying local
currency-TL tax, converted from USD-based temporal method calculations.

In contrast, IAS 29 provides a more realistic view by separating the effects of general
inflation from specific currency movements. It shows that the core operating activity was radically
different than the two methods above, resulting in a loss (USD 11,248), including the local tax
payment (USD 2,631). IAS 29 provides a more economically accurate picture than the one under
IAS 21.

This creates an unlevel playing field. A local Turkish SME, compelled to use the local
method, but adjusts its financials based on IAS 29; a foreign subsidiary using IAS 21, both pay the
same taxes. Another foreign subsidiary using IAS 29 still pays its local taxes in non-inflation-
adjusted figures. This regulatory arbitrage, embedded in Turkey's Procedural Tax Law (Item 215),
incentivizes large foreign investments but distorts competition among existing players.

The core issue is the official reluctance to declare the economy hyperinflationary and
mandate IAS 29. While the cumulative three-year inflation may not meet the 100% threshold, the
behavioral indicators of hyperinflation described in IAS 29, such as the ordinary citizens choose
to store their assets in more stable international currencies (Hellerstein, 2011),are prevalent in
Tiirkiye. The reliance on local currency accounting, therefore, sustains a reporting model that is
disconnected from the economic decision-making of both managers and investors, a concern
previously raised by researchers in other contexts like Romania (Suciu, 2011) and Turkey itself
(Arsoy, 2008).

A numerical comparison of year-end net income and shareholders’ equity figures clearly
depicts the controversies between the 3 extant accounting models:

Table 4 Comparison of the accounting methods

All figures in USD Net Income |S. Equity [Net Income/ S. Equity
Non Inflation adjusted figures 11,334 94,667 0.12
USD currency based figures - IAS 21 698 99,201 0.01
Inflation adjusted figures, IAS 29 -11,248| 105,587 -0.11

Source: Authors’ projection

Non-inflation-adjusted figures purport the reality for local tax liability and payment
purposes; however, they do not represent reality for reporting. The contrast between USD-based
and inflation-adjusted figures depicts the controversy between the two valid accounting
applications. Also, the paper purports that regarding the devaluation and inflation figures, even
though they both move in the same direction, if one is more than the other leads to lower income
or loss compared to the other.

6. CONCLUSION AND POLICY IMPLICATIONS

This study demonstrates that the choice of accounting framework in a high-inflation, high-
devaluation economy like Tiirkiye is not a mere technicality; it is a determinant of reported
performance, tax liability, and competitive positioning. The significant discrepancies arising from
the application of local accounting, IAS 21, and IAS 29 undermine the comparability and
transparency of financial information.
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The findings lead to two primary policy implications. First, for the sake of accurate capital
maintenance and fair financial reporting, Turkish regulators should encourage or mandate the
application of IAS 29 for all significant entities, regardless of the strict numerical trigger. This
would ensure that financial statements reflect the true erosion of purchasing power and prevent the
distribution of dividends that are, in reality, a return of capital.

Second, the tax law creating a preferential regime for large foreign subsidiaries should be
revisited to align the tax base more closely with economic reality, perhaps by requiring inflation
adjustments for all companies above a certain size. This would foster a more equitable business
environment.

For corporate management and investors, the imperative is clear: unadjusted local currency
financial statements are dangerously misleading. Decision-makers must insist on inflation-aware
analyses, whether through internal restatements or careful scrutiny of notes, to assess true
performance and preserve capital in the challenging Turkish market. The application of IAS 29,
even as a supplementary disclosure, is the most robust path to achieving this clarity.
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