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ABSTRACT 

In this study, we examine the implications of upward asset revaluations on a sample of firms in 

the UK, from 1996-2014.  Prior research has documented that asset revaluations improve a 

firm‟s debt-to-asset ratio and are predictive of future performance, but has not examined the 

income statement effects after revaluation.  We find that firms that revalue in the UK exhibit 

better matching of revenues and expenses and less error in the mapping of accruals to cash flows. 

We include controls, such as audit firm size, losses and leverage. Even with the addition of 

controls, our results remain substantively unchanged. Overall, our results suggest that the 

reported earnings of firms that revalue their operating assets are more representationally faithful 

of firm performance than non-revaluation firms. 

 

Keywords: asset revaluations; matching; mapping of accruals. 

 
Área Temática do evento: Contabilidade para Usuários Externos. 

 

1 INTRODUCTION 

In this study, we examine the implications of upward revaluations of operating assets in 

the UK on earnings quality characteristics.  Upward revaluations would typically capture rising 

costs associated with inflation.  While inflation has been mild over the past two decades, the 

cumulative effects of inflation since 1996 has been around 49-percent in the UK; and for 

comparison, 63-percent in Australia and 55-percent in the US.  Thus even mild levels of inflation 

lead to market values of a firm‟s operating assets diverging over time from their book values, 

which left unchecked, results in unrecognized holding gains (Konchitchi, 2011).  As a result of 

the articulation between the financial statements, the growing understatement of the balance 

sheet will, in turn, lead to reported earnings that do not faithfully represent a firm‟s performance.   
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We propose that upward revaluations (henceforth for brevity, revaluations) would restore 

the representational faithfulness of earnings by reversing the negative consequences stemming 

from understated operating assets.  The direct effect from the growing understatement of 

operating assets on earnings is on the expense stream.  Expenses become understated as revenues 

rise with inflation and outpace the expense stream tied to the previously recorded asset values 

(through cost of goods sold and/or depreciation expense).  Revaluations would reset the expense 

stream to be better aligned with rising revenues, thus increasing the correlation between the 

revenues that have grown with inflation and the matched expenses. 

While it may be intuitive that revaluations would improve the matching of revenues and 

expenses, revaluations would be effective in increasing the correlation of revenues and expenses 

only if current values can be reliably estimated, and these estimates are tied to the underlying 

general level of inflation.  If the estimated market values of the operating assets are unreliable, or 

subject to the volatility and spikes in costs for a specific asset, the estimation of the inflationary 

effects on operating assets would not be reflective of the effects on nominal revenues.  Thus 

revaluations would improve the matching of revenues and expenses only if market value 

estimates are sufficiently measured as to not inject noise into cost of goods sold or depreciation 

expense.   

In prior research, Aboody et al. (1999) find that asset revaluations are predictive of future 

earnings and future operating cash flows.  Our expectation that revaluations would improve the 

matching of revenues and expenses follows from their finding related to future earnings, to the 

extent revaluation estimates are reliable.  Additionally, their finding that revaluations are 

predictive of future operating cash flows suggests that the resulting accruals recognized on the 

income statement by revaluation firms would also be highly correlated with the operating cash 

flows.  

Accruals, by their very nature, are noisy estimates of the underlying cash flows, thus the 

mapping of accruals to cash flows is an important characteristic of earnings quality (Dechow and 

Dichev, 2002; Dechow et al., 2010).  Revaluations would align the accruals with expected future 

cash flows when the market value estimates reliably reflect current asset prices.  But as with 

matching, revaluations could weaken the mapping of accruals when market value estimates are 

unreliable or subject to the volatility and spikes in costs for a specific asset. 

Another problem that arises when assets are not revalued to reflect higher market values, 

is that realized earnings not only reflect performance, but also the resulting holding gains from 

inflation.  As far back as Edwards and Bell (1961), accounting researchers have acknowledged 

that a holding gain is not reflective of firm performance.  Revaluations bring the operating assets 

in line with current costs, thus holding gains are recorded as a direct adjustment to equity rather 

than being realized in earnings. These holding gains are never recycled, resulting in future 

earnings being reflective of only current performance and not past holding gains.  Further, the 

upward revaluations result in greater future depreciation, as the new asset values are allocated 

over future reporting periods. 

We choose the UK as our setting to test revaluations because the prevalence of 

revaluation activity provides a large sample for our tests.  The UK has a common law regime, 

thus regarded as having strong legal enforcement and investor protection (La Porta et al., 1998). 

Prior to Aboody et al. (1999) documenting the predictive usefulness of revaluations, the 

extant research provided evidence that asset revaluations improve a firm‟s debt-to-asset ratio 



 
 

 
 

(e.g., Easton et al., 1993).
1
  The standing belief of many of these studies is that asset revaluation 

is an aggressive accounting choice, opportunistically used to reduce a firm‟s leverage.  These 

studies have relied on the market‟s perception of revaluations and have provided mixed 

evidence.  Barth and Clinch (1996) fail to find supporting evidence that investors find 

information about asset revaluations by UK and Australian firms to be relevant.  They attribute 

this lack of evidence to the unreliable nature of some asset revaluations – a concern that still 

persists.  In a follow up study set in Australia, Barth and Clinch (1998) find a positive relation 

between revaluations and share prices, but only for a limited class of assets and their findings 

vary dramatically across industries.  These studies are limited in focus to the year of revaluation, 

however, and do not examine the extent to which subsequently reported earnings faithfully 

represent firm performance.   

In line with our expectations, we find that firms that revalue in the UK exhibit better 

matching of revenues and expenses and less error in the mapping of accruals to cash flows. 

Overall, our results suggest that reported earnings of revaluation firms are more 

representationally faithful of firm performance than non-revaluation firms.  Our findings reflect 

the idea expressed by CFOs who participated in Easton et al.‟s (1993) survey, who responded 

that the reason they revalued their assets was to present „true and fair‟ financial statements.  

For accounting researchers, our paper provides evidence that questions the traditional 

view that to upwardly revalue assets is an aggressive accounting choice.  Our study provides 

evidence that, in fact, revaluations are a correction to overstated earnings by reversing the 

pervasive understatement of expenses in light of inflation.  The implications on future research 

will be to suggest that researchers examine not only the immediate effects of an accounting 

choice, but to examine the implications of the choice on subsequent reported earnings.  Further, 

accounting standard setters should particularly note our findings that the reported earnings of 

firms that revalue their operating assets are more representationally faithful of firm performance 

than non-revaluation firms.  While upward revaluations are currently not allowed for firms in the 

US, the implications have been amplified ever since firms cross-listed in the US have been 

allowed to issue financial statements that are unreconciled to US GAAP.  

The remainder of this paper is organized as follows.  Section two provides a detailed 

discussion of asset revaluations and reviews the related background literature.  Section three 

develops the models and hypotheses.  Section four describes the sample selection and descriptive 

statistics.  Our results are presented in Section five and Section six concludes. 

 

2 BACKGROUND LITERATURE 

2.1  Accounting Standards on Asset Revaluation 

After the widespread adoption of International Financial Reporting Standards (IFRS), 

asset revaluations became an optional accounting policy in more than 100 jurisdictions, 

excluding the US.  International Accounting Standard (IAS) 16 is the authoritative standard that 

specifically addresses Property, Plant, and Equipment (PP&E), allowing either the application of 

                                                           
1  Other motives beyond the improvement to the debt-to-asset ratio documented in the literature include deterring 

takeover bids and reducing political visibility (Brown, et al., 1992; Henderson and Goodwin, 1992; Lin and 

Peasnell, 2000; Whittred and Chan, 1992). 



 
 

 
 

the cost model or the revaluation model.
2,3

  Under the revaluation model, the entire class of 

PP&E (IAS 16, paragraph 31) shall be regularly measured at fair value. 

IFRS 13 – Fair Value Measurements, similarly to Statement of Financial Accounting 

Standards (SFAS) 157 in the US, provides guidance on how a firm should choose among 

different valuation techniques to measure fair value.  Firms must exercise judgment and choose 

the valuation technique that maximizes the use of observable inputs. If, however, observable 

inputs are not available, then firms shall use unobservable inputs in their valuation techniques.
4
 

In the case of firms that revalue their assets to capture the long-term effects of inflation, a 

current cost approach would be potentially reflective of, or correlated with, price-level changes 

(Konchitchki, 2011). This would lead to the use of an entry price that reflects a buyer‟s 

perspective, differently from the seller‟s perspective.  IFRS 13 allows the use of entry prices, 

given that the potential buyer and seller operate in the same market. This mixed valuation 

approach is often used to measure fair value of PP&E, “[i]n many cases the current replacement 

cost method is used to measure the fair value of tangible assets that are used in combination with 

other assets or with other assets and liabilities” (IFRS 13, paragraph B9). When entry prices 

differ from exit prices, other valuation techniques are valid for measuring fair value for non-

financial assets. This subjectivity in judgment about the appropriate valuation technique could 

add noise to the change in PP&E‟s fair value, thus not always being reflective of the effects of 

inflation. 

 

2.2  Accounting for Revaluations on the Financial Statements 

Asset revaluations are not recorded as an income statement item, rather, adjustments are 

recorded directly to Other Comprehensive Income (OCI).  As such, there is no effect on current 

earnings from upwardly revaluing assets.
5
  To illustrate, consider a firm that has an operating 

asset with a net book value of $1,000 at the end of year t.  At that time, the manager deems the 

asset‟s value to be $1,500.  The journal entry at the end of year t would be to increase the 

carrying amount by $500 by debiting the PP&E account and crediting the Revaluation Reserve 

account in equity.   

In subsequent years, the depreciation on the asset will reflect the new carrying value.  So 

again, assume the asset that has been revalued to $1,500 at end of year t has a remaining life of 

ten years, with no salvage value.  The depreciation expense in year t+1 will be $150 (10% of 

                                                           
2  Most countries adopting IFRSs indirectly (i.e., through national „converged‟ standards), issue a local standard 

that mirrors IAS 16. An example is AASB 116 Property, Plant, and Equipment, effective in Australia. 

3  The revaluation model is also allowed for intangible assets under IAS 38 – Intangible Assets. However, the 

standard requires the existence of an „active market‟ in order for the revaluation option be applicable (IAS 38, 

paragraph 72). Consequently, firms usually apply historical cost for intangibles (Christensen and Nikolaev, 

2013). Thus, we focus on revaluations related only to PP&E. 

4  For UK firms, The Companies Act of 1985 allows upward revaluation of long-lived assets, including intangibles 

other than goodwill.  Revaluations are based on fair value estimates.  Managers have considerable discretion 

over which assets to revalue, are not very consistent with revaluations, and choose to revalue PP&E far more 

than intangible assets (Aboody et al., 1999).   

5  Missonier-Piera (2007) identifies direct costs related to revaluations of operating assets, including appraisal 

fees, auditor fees, and time spent by management and the board.  The magnitude of these costs are unlikely to 

be material to influence any inferences from our findings. 



 
 

 
 

$1,500), rather than $100 had the firm not revalued the asset (10% of $1,000), an increase of 

$50.
6
  To articulate the income statement with the balance sheet, the increased depreciation 

expense (along with its associated tax effect) should be credited to Retained Earnings, along with 

the associated debit to Revaluation Reserve.  As such, the holding gain recognized as OCI will 

never be recycled through earnings, in contrast to most OCI items that are recycled.   

 

3 MODEL AND HYPOTHESIS 

3.1  Characteristics of Revaluation Firms 

We begin our empirical analysis by calibrating our dataset with the findings of prior 

literature.  Following Aboody et al. (1999) we test the relation between the current year‟s 

revaluation increment and future performance for those firms with upward revaluations in the 

current year.  Aboody et al. measure performance as changes in operating income and changes in 

cash flow from operations. Our test model is as follows:   

 titYi

Y

Ytititititijti YRLnATMBWCPerfRVPerf ,,

2014

1997

,5,4,3,2,10, +=   


  (1)

 
where: 

 ΔPerfi,t+j  = Change in performance of firm i from time t to t+j (j ϵ [1, 3]), measured as 

change in operating income (ΔOPINCi,t+j) or cash flow from operations 

(ΔCFOi,t+j), deflated by total assets; 

 RVi,t   = Positive change in the revaluation reserve of firm i from time t-1 to t, deflated 

by total assets; 

 ΔWCi,t  = Change in working capital of firm i from time t-1 to t (applicable only for cash 

flow tests), deflated by total assets; 

 MBi,t  =  The market-to-book ratio, where book value of equity excludes the revaluation 

balance, for firm i at time t; 

 LnATi,t  =  The log of total assets for firm i at time t;  

 YR  =  An indicator variable set to one for the current year, zero otherwise; and, 

 εi,t =  Residual term. 

 

Aboody et al. (1999) find that the current year‟s increase in the revaluation reserve 

account is predictive of future changes in performance, over their sample period of 1983-1995 in 

the UK.  Our sample period is 1996-2014.  Therefore, our first hypothesis tests whether the 

findings in Aboody et al. extend beyond their time period, as follows: 

H1: The increase in the revaluation reserve account (RVi,t) is positively associated with future 

changes in performance (ΔOPINCi,t+j or ΔCFOi,t+j) over one, two, and three years ahead (α1>0). 

 

3.2  Comparison of Revaluation and Non-Revaluation Firms 

 

3.2.1  Matching of Revenues and Expenses 

Dichev and Tang (2008) argue that poor matching decreases the correlation between 

revenues and expenses.  Thus if revaluing resets the expense stream to better align the rising 

                                                           
6  For simplicity, we assume no taxes in this example.  Since the effects from revaluations are adjusted out of 

taxable income, the example would be modified to consider taxes by reporting each number net of tax.  



 
 

 
 

costs of a firm‟s operating assets with the rising revenues, we would expect to observe a stronger 

correlation between revenues and expenses.  Since the effects from revaluation would be 

reflected either in a firm‟s cost of goods sold or depreciation expense, we expect the correlations 

of revenues, with both cost of goods sold and operating expenses, will be stronger for firms that 

revalue than for non-revaluation firms.  Thus, our second hypothesis tests whether the correlation 

between revenues and expenses (measured either as cost of goods sold or operating expenses) is 

stronger for firms that revalue than non-revaluation firms, as follows: 

H2:  Revaluation firms exhibit a higher correlation of revenue and expenses (cost of goods sold 

or operating expenses), relative to non-revaluation firms [Corr(Revenuei,t, Expensei,t)
R
 > 

(Corr(Revenuei,t, Exepensei,t)
NR

]. 

 

3.2.2  Mapping of Accruals 

Dechow and Dichev (2002) propose that the mapping of accruals into past, present, and 

future operating cash flows are a reflection of earnings quality.  In our context, the expense 

stream of firms that revalue their assets will be more in line with the rising level of cash outflows 

required to sustain operations.  As such, we expect firms that revalue to exhibit less error in the 

mapping of accruals to operating cash flows.  As discussed above, revaluation results in more 

depreciation of fixed operating assets being recognized in future periods, recognized either as 

higher depreciation expense or greater cost of goods sold.  The Dechow and Dichev model tests 

the mapping of working capital accruals which captures only a portion of the revaluation effects. 

To better capture the extent that including higher depreciation expense or cost of goods 

sold in accruals explain past, present, and future operating cash flows, we follow Ball and 

Shivakumar (2006) and test the mapping of total accruals )( ,tiTA  to operating cash flows, as 

follows:     

 tititititi CFOCFOCFOTA ,1,3,21,10, + + =             (2)

 where: 

 TAi,t  = Total accruals of firm i for time t, deflated by total assets at time t-1; 

 CFOi,t+j  = Cash flow from operations of firm i for time t+j (j ϵ [-1, 0, 1]), deflated by 

total assets at time t-1; and, 

 νi,t =  Residual term. 

 

From equation (2), the test metric for the mapping of accruals is the standard deviation of 

the residuals.  Since equation (2) tests the fit of accruals to cash flows, the residual represents the 

extent that cash flows fail to explain the variation in accruals, hence, a lower standard deviation 

implies higher quality reporting.  Thus, we expect the standard deviation of the residuals from 

regressing accruals on past, present, and future cash flows will be lower for firms that revalue 

than for non-revaluation firms.  We express this in our third hypothesis, as follows: 

H3:  The standard deviation of the residuals from regressing accruals (TAi,t) on past, present, and 

future cash flow from operations (CFOi,t+j) is lower for firms that revalue than non-revaluation 

firms [σ(νi,t)
R
 <  σ(νi,t)

NR
]. 

 

4 SAMPLE SELECTION AND DESCRIPTIVE STATISTICS 



 
 

 
 

We collect from Worldscope available data from all listed firms in the UK between 

January 1, 1992 and December 31, 2014. We require four years of data prior to our first sample 

test year in order to identify firms that opted to revalue PP&E. Our criteria to identify revaluation 

firms are as follows: We calculate the change in revaluation reserve (RV) from period t-1 to t, 

identifying periods with positive changes in RV.
7
  We classify an observation as being a 

revaluation firm-year in year t if there was a positive change in RV in any of the current and 

previous four years, from t-4 to t.
8
  Thus, our test sample begins with firm year 1996, coinciding 

with the first year after Aboody et al.‟s (1999) sample, which we report on Table 1.  

 
Since we test different dimensions of earnings quality across our hypotheses tests, the 

data demands, and thus the sample size, will vary.  As such, we report our sample selection 

procedures using the sample for our tests of our matching hypothesis, since these tests requires 

the fewest data screens.  This procedure results in 49,311 firm-year observations in the UK with 

available data on assets and revenues.  Following prior research, we exclude firms in the 

financial and utilities industries, observations missing required data, and observations with 

values opposite from normal convention (e.g., negative values for assets).  The final sample 

consists of 21,657 firm-year observations: 16-percent (3,551) of firm-year observations being 

classified as revaluation firms.  

                                                           
7
  Our procedure mirrors that of Barlev et al. (2007), in which they use Worldscope data and identify firms with 

positive changes in the revaluation reserve as firms that revalue, since Worldscope does not disclose the amount 

revalued in a particular year.  They point out, however, that using the changes in the revaluation reserve as an 

identifier could lead to a bias in the sample selection process that could work against finding significant 

differences between revaluation and non-revaluation firms. They provide a level of assurance about the 

appropriateness of this approach by hand-verifying the calculated amount of a small sample of firms and by also 

surveying a small number of firms to verify that the revaluation balances are reflective of asset revaluations. 
8
  According to applicable accounting standards, such as IAS 16 – Property, Plant and Equipment, firms that 

opted to revalue their assets should perform a new revaluation whenever there is a significant change in fair 

value, but at least within three to five years. 

 

UK

Initial firm-years available from 

WorldScope database, 1996-2014 49,311      

Less firm-years:

financial institutions and utilities 13,828      

missing data 13,495      

valuers different from normal convention 331           

Final sample 21,657

Revaluation Firms 3,551        

% Revaluation Firms 16%

TABLE 1

 Sample Selection and Screening Procedures



 
 

 
 

Table 2 presents the industry distribution. Similar to Aboody et al. (1999), there is at least 

one revaluation firm in all industries. In relative terms, revaluation firms represent at least 30-

percent of the total firm-year observations for the following industries: Beverages (48%), 

Construction (31%) and Diversified (31%).    

 

 

World-

scope #     Industry Name obs rev non

1300 Aerospace 117         33         84           

1600 Apparel 241         38         203         

1900 Automotive 222         40         182         

2200 Beverages 323         154       169         

2500 Chemicals 572         98         474         

2800 Construction 1,578      488       1,090      

3100 Diversified 168         52         116         

3400 Drugs, Cosmetics & Health Care 932         71         861         

3700 Electrical 243         61         182         

4000 Electronics 3,477      230       3,247      

4600 Food 609         127       482         

4900 Machinery & Equipment 673         146       527         

5200 Metal Producers 562         99         463         

5500 Metal Product Manufacturers 397         88         309         

5800 Oil, Gas, Coal & Related Services 929         101       828         

6100 Paper 184         51         133         

6400 Printing & Publishing 517         55         462         

6700 Recreation 1,756      314       1,442      

7000 Retailers 1,262      259       1,003      

7300 Textiles 312         78         234         

7600 Tobacco 46           5           41           

7900 Transportation 450         111       339         

8500 Miscellaneous 6,087      852       5,235      

Total 21,657    3,551    18,106    

UK

TABLE 2

 Industry Distribution of Sample 



 
 

 
 

Table 3 presents descriptive statistics that compares revaluation with non-revaluation 

firms and presents tests of differences in means across our key variables. We find that firms that 

revalue present higher operating performance than non-revaluation firms, either measured by 

cash flow from operations (CFO), earnings before interest and taxes (EBIT), or earnings before 

interest, taxes, depreciation, amortization and net gains on asset dispositions (OPINC).  Changes 

in operating performance (ΔOPINC) are positive, on average, but lower for revaluation firms 

than non-revaluation firms.  There is no difference between costs of goods sold (CGS) between 

revaluation and non-revaluation firms, but operating expenses (OPEXP) are higher for non-

revaluation firms. One possible explanation is that revaluation firms are larger in size, either 

measured by assets (LnAT) or revenues (REV), which could explain why OPEXP and CGS 

would be proportionally lower for revaluation than non-revaluation firms. 

 

 

Variable Mean Median S.D. Obs. Mean Median S.D. Obs.

RV i,t 0.059 0.015 0.114 964        N/A  N/A N/A  N/A N/A  N/A  N/A  

OPINC i,t 0.149 0.155 0.220 2,838     0.097 0.122 0.260 13,154      0.052         ***

ΔOPINC i,t 0.014 0.014 0.254 2,838     0.035 0.015 0.293 13,154      (0.020)        ***

MB i,t 2.636 1.606 4.226 2,838     3.433 1.884 5.326 13,154      (0.797)        ***

LnAT i,t 11.855 11.644 2.041 2,838     11.009 10.836 2.079 13,154      0.846         ***

ΔCFO i,t 0.004 0.004 0.189 2,835     0.011 0.007 0.199 13,142      (0.007)        *

ΔWC i,t -0.004 0.000 0.120 3,414     -0.003 0.004 0.145 17,778      (0.001)        

REV i,t 1.201 1.057 0.826 3,551     1.258 1.065 0.962 18,106      (0.057)        ***

CGS i,t 0.883 0.726 0.723 3,502     0.878 0.672 0.805 17,530      0.005         

OPEXP i,t 1.141 0.982 0.819 3,551     1.268 1.047 0.936 18,106      (0.127)        ***

WCA i,t -             ***

ΔWCA i,t -             

TA i,t -0.003 0.008 0.128 3,414     -0.038 -0.015 0.173 17,778      0.035         ***

CFO i,t 0.064 0.074 0.126 3,414     0.016 0.066 0.228 17,778      0.048         ***

EBIT i,t 0.069 0.089 0.189 3,548     -0.022 0.065 0.361 17,898      0.091         ***

ΔEBIT i,t 0.014 0.013 0.183 3,548     0.213 0.124 0.271 17,898      (0.199)        

LOSS i,t 0.189 0.000 0.391 3,544     0.324 0.000 0.468 17,964      (0.135)        ***

LEV i,t 0.597 0.570 0.289 3,551     0.554 0.517 0.354 18,106      0.043         ***

BIGAUD i,t 0.685 1.000 0.464 3,551     0.606 1.000 0.489 18,106      0.079         ***

ADR i,t 0.101 0.000 0.302 3,551     0.069 0.000 0.254 18,106      0.032         ***

Descriptive Statistics and Tests for Differences across Revaluer and Non-Revaluer Firms 

TABLE 3

Differences in 

Subsample Means

Revaluers (n = 3,551) Non-Revaluers (n = 18,106)



 
 

 
 

 
 

With respect to our control variables, we find leverage (LEV) is higher for firms that 

revalue, which is in line with the previous literature‟s claim that revaluing lowers the probability 

of a debt covenant violation (e.g., Brown et al. 1992).  Since we predict that firms that revalue 

their assets will exhibit higher quality earnings, we control for those key characteristics Dechow 

et al. (2010) denote as being correlated with earnings quality, namely size (LnAT), cross-listing 

in the US, and hiring a Big-N auditor. Consistent with expectations, we find that the percentage 

of cross-listed firms (ADR) and firms audited by a Big-N auditor (BIGAUD) are higher for firms 

that revalue than for non-revaluation firms. Further, we find that the proportion of revaluation 

firms exhibiting losses (LOSS) is significantly lower than non-revaluation firms.
9
 

Table 4 presents the Pearson correlations for the UK, between the key variables from our 

study.   

                                                           
9
  In our tests of H3 and H4, we retest our models by the inclusion of leverage, cross-listing, Big-N auditor, and 

losses (untabulated, due to the limitation of number of pages). Overall, we find qualitatively similar results.  

Notes: *, **, *** indicate significant at the 10, 5, and 1 percent levels, respectively

RV i,t =positive change in the revaluation reserve for firm i  from year t-1 to t

OPINC i,t =operating income before interest, income tax, and depreciation and amortization expenses, and net gains on

asset dispositions of firm i  in year t

ΔOPINC i,t =change in operating income before interest, income tax, and depreciation and amortization expenses, and 

net gains on asset dispositions of firm i  from year t-1  to t

MB i,t =market-to-book ratio for firm i  in year t , where book value of equity excludes the revaluation balance

LnASSET i,t =log of total assets for firm i  in year t

ΔCFO i,t =change in cash flow from operations for firm i from year t-1 to t

ΔWC i,t =change in working capital for firm i from year t to t-1 (deflated by market value of equity at the beggining of year t )

REV i,t =net revenues for firm i in year t

CGS i,t =cost of goods sold for firm i in year t

OPEXP i,t =operating expenses for firm i in year t

TCA i,t =total accruals for firm i in year t (total accruals = EBITit minus CFOit)

CFO i,t =cash flow from operations for firm i in year t

EBIT i,t =earnings before interest and income tax for firm i in year t

ΔEBIT i,t change in earnings before interest and income tax for firm i from year t-1 to t

LOSS i,t indicator variable that is equal to one if firm i  reports a loss  in year t ; 0, otherwise.

LEV i,t leverage for firm i for year t  (LEVit = Total Debtit / Total Assets it)

BIGAUD i,t indicator variable that is equal to one if firm i  is audited by a Big-N audit firm in year t ; 0, otherwise.

ADR i,t indicator variable that is equal to one if firm i  is cross-listed in the United States in year t ; 0, otherwise.



 
 

 
 

 

 
 

Of particular interest is the measure for revaluation, RV, since Aboody et al. (1999) finds 

RV to be positively associated with changes in future performance in the UK, when regressed 

with firm specific controls.  We find the correlation of RV with our metrics for changes in future 

performance (ΔOPINC and ΔCFO) are not significant, suggesting that the relation between RV 

and changes in future performance is dependent on firm specific attributes. We further find that 

RV i,t ΔOPINC i,t ΔCFO i,t LOSS i,t LEV i,t BIGAUD i,t ADR i,t

Revaluation Firms

RV i,t
1.000

ΔOPINC i,t
0.010 1.000

ΔCFO i,t 0.008 -0.093 1.000

LOSS i,t 0.082 -0.246 0.032 1.000

LEV i,t 0.167 0.020 0.011 0.126 1.000

BIGAUD i,t -0.205 -0.033 0.007 -0.190 0.034 1.000

ADR i,t -0.129 -0.014 0.002 -0.100 0.035 0.217 1.000

Non-Revaluation Firms

ΔOPINC i,t 1.000

ΔCFO i,t -0.007 1.000

LOSS i,t -0.146 0.047 1.000

LEV i,t 0.040 0.024 -0.009 1.000

BIGAUD i,t -0.026 -0.005 -0.228 0.089 1.000

ADR i,t -0.007 0.003 -0.063 0.064 0.184 1.000

TABLE 4

Correlation Matrix

Notes: correlations marked in bold are statistically significant at least at 5 percent

RV i,t =positive change in the revaluation reserve for firm i  from year t-1 to t

ΔOPINC i,t =change in operating income before interest, income tax, and depreciation and

amortization expenses, and net gains on asset dispositions of firm i  from year t-1  to t

ΔCFO i,t =change in cash flow from operations for firm i from year t-1 to t

LOSS i,t indicator variable that is equal to one if firm i  reports a loss  in year t ; 0, otherwise.

LEV i,t leverage for firm i for year t  (LEVit = Total Debtit / Total Assets it)

BIGAUD i,t indicator variable that is equal to one if firm i  is audited by a Big-N audit firm

in year t ; 0, otherwise.

ADR i,t indicator variable that is equal to one if firm i  is cross-listed in the United States

in year t ; 0, otherwise.



 
 

 
 

RV is positively correlated to LEV (0.167), consistent with the prior literature, and negatively 

correlated to BIGAUD (-0.205) and ADR (-0.129). 

When comparing firms that revalue to non-revaluation firms in the UK, we find that the 

correlations among our metrics of changes in future performance varies.  For revaluation firms, 

ΔOPINC is negatively correlated to ΔCFO (-0.093), but there is no correlation for non-

revaluation firms.  We find that changes in operating performance are not correlated with LEV, 

BIGAUD and ADR. However, there is a negative correlation between changes in operating 

performance and BIGAUD and a positive correlation with LEV for non-revaluation firms. 

 

5 EMPIRICAL RESULTS 

In presenting our empirical results, we separately report our findings for the full sample 

period (1996-2014), the sample period prior to the adoption of IFRS in 2005, and the sample 

period subsequent to the adoption of IFRS. For the pre- and post-IFRS tests, we exclude the 

transition year 2005 to avoid biasing our results.  The post-IFRS period, however, also included 

the period of the Global Financial Crisis.  Aboody et al. (1999) provide evidence that the relation 

between revaluations and changes in future performance is weak when the economic 

environment is more volatile, such as would have occurred during the crisis.  Further, Baek et al. 

(2004) and Kim and Yi (2006) argue that firms behave differently during economic downturns 

when it comes to accounting quality.  We therefore modify our tests to account for the crisis.
10

 

 

5.1 Results for Testing the Predictability of Changes in Future Performance (H1) 

In Table 5, we present the results of testing the relation between positive changes in 

revaluation reserve and changes in future performance (H1).
11

 For our sample period, 1996-

2014, we find similar results for the UK to Aboody et al. (1999) for their sample period, 1983-

1995. We find a positive and significant relation between upward current year revaluations (RV) 

and future changes in: one-, two- and three-years ahead operating income (ΔOPINC); and two- 

and three-years ahead operating cash flows (ΔCFO).  Thus, we find support for our first 

hypothesis (H1), that asset revaluations continue to be positively and significantly associated 

with future changes in performance in the UK.  

In separately testing H1 across the adoption of IFRS, we find a positive relation between 

RV and ΔOPINC and ΔCFO for one-, two-, and three-years-ahead, for the pre-IFRS period. For 

the post-IFRS period outside the crisis period, however, we find a positive and weakly 

significant (at the ten-percent level) relation between RV and future changes in future 

performance only for ΔOPINC, and only for two-periods-ahead. We find no relation for future 

                                                           
10

  The time period in which the global financial crisis is not clearly defined, in that the effects differed by country 

and industry.  We thus rely on prior research to define this period.  Both Badertscher et al. (2012) and Covitz et 

al. (2013) define the crisis period as 2007-2008.  As our model uses the prior period to identify the revaluation, 

we therefore set 2008-2009 as the years that would be affected by the crisis.  For testing H1 and H4, we control 

for the crisis by including a dummy variable (CRISIS) that is equal to one for the crisis years, zero otherwise.  

For testing H2 and H3, we retest the post-IFRS period by excluding the crisis years. 
11

  In line with Aboody et al. (1999) and Barlev et al. (2007), we eliminate firms with market-to-book higher than 

three, debt-to-asset ratio greater than one, changes in cash flows divided by total assets greater than one, and 

changes in working capital divided by total assets greater than one. All variables are winsorized at 1
st
- and 99th-

percent level.  



 
 

 
 

ΔCFO.  These results are aligned with Aboody et al.‟s (1999) findings, in that economic 

instability may change the relation between changes in fair value and future changes in 

performance.  

 

 

 
 

The results in Barlev et al. (2007), who replicate Aboody et al.‟s (1999) model across a 

pooled sample of 13 British-American countries, find asset revaluations are positively related 

with changes in future earnings metrics.  Our UK results are in line with Barlev et al.‟s. 

 

Variable

Future Operating Income

-0.0504 -0.0935 -0.1160 -0.0564 -0.1010 -0.2470 -0.1330 -0.0833 -0.0218

-1.22 -1.02 -0.72 -1.18 -0.95 -1.37 -1.47 1.83 -0.15

0.1240 0.6300 1.0160 0.1670 0.8600 1.5630 0.0902 0.3020 0.0268

2.25 ** 5.12 *** 4.24 *** 2.32 ** 5.39 *** 5.36 *** 0.74 1.83 * 0.11

-0.3550 -0.2520 0.0436 -0.2550 -0.0704 0.1700 -0.6340 -0.6600 -0.7520

-9.11 *** -2.87 *** 0.27 -5.53 *** -0.69 0.94 -7.68 *** 5.55 *** -5.44 ***

0.0215 0.0095 0.0098 0.0165 0.0047 -0.0099 0.0602 0.0245 0.0286

2.32 ** 0.46 0.27 1.55 0.20 -0.25 2.48 ** 0.70 0.70

0.0075 0.0333 0.0555 0.0083 0.0335 0.0676 0.0062 -0.0052 -0.0041

2.34 ** 4.68 *** 4.41 *** 2.15 ** 3.87 *** 4.60 *** 0.85 -0.25 -0.36

0.1050 -0.0148 -0.3700

0.59 -0.06 -1.52

-0.0460 -0.0533 -0.0027

-0.21 -0.19 -0.01

0.2530 0.4440 0.1320

1.00 1.31 ** 0.37

-0.0638 -0.0870 -0.0344

-1.27 -1.31 -0.50

-0.0014 0.0236 0.0304

-0.10 1.28 1.53

Year dummies Yes Yes Yes Yes Yes Yes Yes Yes Yes

R
2 0.1770 0.1230 0.0980 0.1100 0.0990 0.1120 0.3980 0.2870 0.2960

F-statistic 7.5920 *** 4.5370 *** 3.2870 *** 5.4860 *** 4.3600 *** 4.5820 *** 6.9680 *** 3.5980 *** 3.3290 ***

Obs. 763      665      592      546      490      448      174      140      117      

?

Crisis ×  OPINC i,t

 OPINC i,t ?

MB i,t ?

LnAT i,t ?

Crisis ?

Crisis × RV i,t 

?

Crisis × MB i,t ?

Crisis × LnAT i,t

TABLE 5

Intercept ?

RV i,t 

Test of Differences in Predictive Ability of Changes in Future Performance (H1)

Sign

Full Sample Period

time t+ 1 time t+2 time t+3

Pre-IFRS Sample Period

time t+ 1 time t+2 time t+3

Post-IFRS Sample Period

time t+ 1 time t+2 time t+3

Notes: *, **, *** indicate significant at the 10, 5, and 1 percent levels, respectively

RV i,t = positive change in the revaluation reserve for firm i from year t-1 to t 

ΔOPINC i,t  = change in operating income before interest, income tax, and depreciation and amortization expenses, and

                         net gains on asset dispositions of firm i from year t-1 to t

MB i,t  = market-to-book ratio for firm i  in year t , where book value of equity excludes the revaluation balance

LnASSET i,t  = log of total assets for firm i  in year t

ΔCFO i,t  = change in cash flow from operations for firm i from year t-1 to t

ΔWC i,t  = 'change in working capital for firm i from year t to t-1 (deflated by market value of equity at the beggining of year t )

ΔFCF i,t  = change in free cash flow for firm i from year t-1 to t

CRISIS  = dummy variable set to 1 for firm i in the years of 2008 and 2009, zero otherwise.



 
 

 
 

5.2  Results for Testing the Matching of Revenues and Expenses (H2) 

Table 6 presents the results for testing whether matching between revenues (REV) and 

expenses is stronger for revaluation than non-revaluation firms in the UK (H2).  We test two 

different metrics for expenses; costs of goods sold (CGS) and operating expenses (OPEXP).  We 

find that both revaluation and non-revaluation firms exhibit high correlations between revenues 

and expenses (measured either as CGS or OPEXP). All correlations are greater than 0.90 and 

significant at one-percent level, similar to the findings for US firms presented by Dichev and 

Tang (2008). We expect that revaluation would better align revenues and expenses, since it 

would mitigate the long-term effects of inflation on the historical cost basis.  We find evidence 

of this, in that the correlations between revenues and expenses are significantly stronger (at the 

one-percent level) for firms that revalue than for non-revaluation firms. In addition, the results 

are robust for the pre- and post-IFRS periods, implying that IFRS adoption did not change this 

relation. Our results for the post-IFRS period are unaffected by excluding the crisis period.  

 

Panel A:  UK

Obs. Correlation Obs. Correlation

Difference in 

Correlation

Full Sample Period

Corr(REV i,t , CGS i,t ) 3,506 0.9469 17,562 0.9194 0.0275

11.66 ***

Corr(REV i,t , OPEXP i,t ) 3,551 0.9815 18,106 0.9427 0.0388

31.33 ***

Pre-IFRS Sample Period

Corr(REV i,t , CGS i,t ) 2,319 0.9499 7,968   0.9297 0.0202

7.40 ***

Corr(REV i,t , OPEXP i,t ) 2,329 0.9851 8,128   0.9500 0.0351

26.12 ***

Post-IFRS Sample Period

Corr(REV i,t , CGS i,t )   1,007 0.9334 8,476   0.9066 0.0268

5.28 ***

Corr(REV i,t , OPEXP i,t )   1,040 0.9758 8,811   0.9355 0.0403

15.24 ***

Post-IFRS Sample Period excluding Crisis

Corr(REV i,t , CGS i,t ) 732    0.9453 6,534   0.9068 0.0385

7.08 ***

Corr(REV i,t , OPEXP i,t ) 753    0.9727 6,776   0.9387 0.0340

70.74 ***

TABLE 6

Test of Differences in Matching of Revenues and Expenses (H2)

Revaluation Firms

Non-Revaluation 

Firms



 
 

 
 

 
 

For the US, Dichev and Tang (2008) find matching has weakened over time, attributing 

the decline to a shift in accounting standards.  Donelson et al. (2011) provide evidence that 

attributes any such decline to macroeconomic factors, such as inflation, and not directly 

attributable to the standards in the US.  Our results suggest that accounting standards that would 

account for inflation would likely only enhance matching. 

 

5.3  Results for Testing the Mapping of Accruals (H3) 

In Table 7 we present results for testing the mapping of accruals (H3).  We find that total 

accruals are significantly related (at conventional levels) to past, present, and future cash flows 

for both revaluation and non-revaluation firms. One exception is with the post-IFRS adoption 

period (excluding crisis), in which the results suggest that there is a shift in the accruals from 

backward-looking cash flows to forward-looking cash flows for revaluation firms.  This could be 

interpreted as a desirable effect when considering the FASB and the IASB‟s focus on the 

predictive usefulness of financial reporting (FASB, 2010; IASB, 2010).  

 

Notes: *, **, *** indicate significant at the 10, 5, and 1 percent levels, respectively

REV i,t  = 'net revenues for firm i in year t

CGS i,t  = cost of goods sold for firm i in year t

OPEXP i,t  = operating expenses for firm i in year t



 
 

 
 

 
 

To test for differences in the mapping of accruals, we employ an F-test to compare the 

standard deviations of the residuals across revaluation and non-revaluation firms. As expected, 

the standard deviation is significantly lower (at the one-percent level) for firms that revalue than 

non-revaluation firms.  Revaluation firms also exhibit better mapping when we partition our 

sample into pre- and post-IFRS adoption periods, implying that IFRS did not affect the ability for 

revaluation to reduce noise in the relation between accruals and cash flows. The results hold for 

the post-IFRS adoption period, excluding the crisis years.  

Our results for mapping of accruals are supported by Konchitchki‟s (2011) claim that 

unrecognized inflation gains are related to future cash flows. If the change in the fair value of 

PP&E is highly correlated with inflation, than asset revaluations would also be, on average, 

predictive of future cash flows, as shown in Aboody et al.‟s (1999) results and our results above 

from testing H1 in the UK.  Konchitchki shows that over a 59-year period in the US, the 

correlation between inflation rates and changes in the price of non-monetary assets is, on 

average, 0.70.  To the extent asset revaluations are reflective of the general level of inflation 

 

Variable

0.000 -0.038 -0.002 -0.043 0.003 -0.037 0.006 -0.030

-0.04 -24.81 *** -0.27 -16.12 *** 0.51 -18.30 *** 1.00 -0.13 ***

0.173 0.210 0.176 0.227 0.116 0.222 0.103 0.201

3.91 *** 13.39 *** 3.03 *** 8.84 *** 1.79 * 10.55 *** 1.13 8.82 ***

-0.440 -0.292 -0.470 -0.269 -0.357 -0.303 -0.333 -0.304

-10.46 *** -13.59 *** -8.08 *** -7.82 *** -5.22 *** -10.36 *** -3.73 *** -9.67 ***

0.267 0.241 0.284 0.231 0.237 0.231 0.252 0.236

6.51 *** 12.11 *** 4.63 *** 7.23 *** 4.24 *** 8.33 *** 3.76 *** 8.35 ***

R
2 0.111 0.107 0.106 0.094 0.099 0.123 0.097 0.112

Obs. 2,706 12,880 1,735 5,645 822 6,318 579 4,674

Difference in S.D. 

of Residuals
 -0.032 -0.036 -0.033 -0.027

   F-test Statistic 0.63 *** 0.60 *** 0.60 *** 0.65 ***

Notes: *, **, *** indicate significant at the 10, 5, and 1 percent levels, respectively

ΔWCA i,t  = change in working capital accruals for firm i from year t-1 to t (deflated by lagged total assets)

TCA i,t  = total accruals for firm i in year t (total accruals = EBITit minus CFOit)

CFO i,t  = cash flow from operations for firm i in year t

FCF i,t  = free cash flow for firm i in year t (FCFit = CFOit minus capital expenditures in long-term assets it)

TABLE 7

Test of Differences in the Mapping of Accrals (H3)

0.111

Post-IFRS Sample 

Period excluding Crisis

Revaluatio

n Firms

Non-

Revaluatio

n Firms

0.112 0.139

Post-IFRS Sample 

Period

0.144

Revaluatio

n Firms

Non-

Revaluatio

n Firms

0.159

Intercept ?

CFO i,t-1 

CFO i,t 

CFO i,t+1 

Std Dev of 

Residuals
0.1230.120 0.152

Sign

Revaluatio

n Firms

Non-

Revaluatio

n Firms

Pre-IFRS Sample PeriodFull Sample Period

Revaluatio

n Firms

Non-

Revaluatio

n Firms



 
 

 
 

(which Konchitchki‟s findings suggest), we would expect to find similar results for the mapping 

of accruals in the US (if the FASB were to allow asset revaluations) as we find in the UK. 

 

6 CONCLUSION 

In this study, we provide evidence that firms that upwardly revalue their assets to reflect 

the rising costs associated with inflation, exhibit higher earnings quality than non-revaluation 

firms in the UK and Australia, from 1996-2014.  We focus on two countries comparable to the 

US, but allow upward revaluation of operating assets.  Prior research has provided evidence that 

asset revaluations are predictive of future performance, but has not tested whether earnings 

quality is higher in years subsequent to revaluation.  We test whether firms that revalue, relative 

to non-revaluation firms, exhibit better matching and stronger mapping of accruals. Overall, our 

results suggests that accounting standards that permit upward asset revaluation, allow firms to 

convey the rising costs related to inflation.  

Our results suggest that for countries that currently do not permit upward asset 

revaluation, such as the US and Brazil, accounting quality could be improved by changing their 

standards.  Specially, we find that by allowing revaluation, the expense stream of firms that 

revalue would reflect rising costs.  The higher expense stream would thus better match the rising 

revenues that occur as inflation increases general prices levels.  Further, the higher expense 

stream would be reflected in accruals, and thus reduce the noise in the mapping of accruals and 

cash flows.  

In sum, the results from our study suggests the predictive value of earnings is enhanced 

by asset revaluations, by correcting the future expense stream to reflect rising costs.  In contrast, 

asset write-downs tend to enhance feedback value by recognizing changes in value in current 

earnings. This difference in focus is important to practitioners and researchers alike in 

developing new accounting standards, and in testing whether the implications of an accounting 

choice effects the quality of only current earnings, or effects the quality of future earnings.  

Overall, our results suggest that the reported earnings of firms that revalue their operating assets 

are more representationally faithful of firm performance than non-revaluation firms. 
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