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Abstract 
To be able to understand future firm performance it is important to recognize and 
correctly evaluate what constitutes a signal. This study investigates if provisions contain 
signalling value regarding future firm performance. The study is conducted on firms 
listed on the Nasdaq OMX Stockholm from 2001 to 2010, constituting a sample of 2173 
firm years. All the provision data has been manually collected from each of the firm’s 
annual reports. By using both univariate and multivariate analyses, the study provides 
new evidence regarding the association between provisions and firm performance. The 
findings indicate that firms who recognise restructuring provisions experience a 
performance improvement. The performance improvement is tied to the size of the 
restructuring provision i.e. the signal. Warranty and litigation provisions show no 
indications of having any relation to future firm performance. Thus, large restructuring 
provisions contain a signal of performance improvement, whereas warranty and 
litigation provisions do not. The thesis contributes to existing literature by providing 
new insight of how provisions functions as signals of firm performance. 

K ey words: Provisions, firm performance, return on capital employed, signalling, 
restructurings, litigations, warranties 
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1. Introduction 

The first chapter problematize what constitutes future firm performance and the quest 
for the signal that explains it. It continues with the introduction of provisions and how 
they are accounted for, leading to a question of whether they can be a signal of firm 
performance. The chapter ends with the aim of the thesis. 

1.1 How can we better understand firms’ future performance? 
To be able to understand future firm performance it is important to recognize and 

correctly evaluate how current information maps into future performance. Investors are 

constantly searching for measures to improve their knowledge regarding what 

constitutes firm performance. In their eager to find the fundamental signals of  firms’ 

future performance, relevant accounting information is necessary. IASB has stated that 

their main focus is the investor, and therefore when issuing new standards they attempt 

to increase the relevance of the information disclosed in the financial statement (IASB, 

2010). By doing so, the intention is that the disclosed information will correlate with 

future firm performance and thus be relevant and useful for investors. 

Research in the United States indicates that the financial statement has lost some of its 

predictability of future performance (Francis & Schipper, 1999). Moreover, it indicates 

that there has occurred a shift of the importance between the balance sheet and the 

income statement (Francis & Schipper, 1999). The income statement used to be the 

most important part for the prediction of future firm performance. The balance sheet on 

the other hand, has not been regarded as equally important when assessing the 

performance of a firm, but has increased in importance (Francis & Schipper, 1999). 

When conducting research of the relation between the balance sheet and firm 

performance it is typically the assets side that is of interest. Liabilities are seldom 

discussed to the same extent, because most items on the liability side are easily 

verifiable. However, there is one exception; provisions. 

According to IAS 371, the IFRS covering provisions, a provision is a liability of 

uncertain timing or amount. The key principle established by the Standard is:” a 

provision should be recognised only when there is a liability i.e. a present obligation 

                                                        
1 RR 16 (Redovisningsrådets Rekommendationer 16) was the standard applied before the adoption of 
IFRS in 2005 (BFN, 2013). Since year 2000 RR 16 was based on IAS 37 so the introduction had no 
practical consequences for the standard (Lundh, 2009). 
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resulting from past events.” (IAS 37, p. 959). Thus, for a provision to be recognized the 

standard states the following three requirements must be fulfilled: 

a)       A present obligation (legal or constructive) has arisen as a result of a past 

event (the obligating event), 

b)       Payment is probable ('more likely than not'), and 

c)       The amount can be estimated reliably. 

The amount of the provisions should be the best estimate of the expenditure required to 

settle the obligation at the balance sheet date (IAS 37). This means that provisions for 

one-off events (restructurings, litigations) are measured at the most likely amount 

meanwhile provisions of a going concern type (warranties) are measured at a 

probability-weighted expected amount. Evidently, the requirements are rigorous for 

firms who want to categorise an item as a provision. The reason is that standard setters 

want to diminish the risk for earnings management, by forcing management to disclose 

the necessary information to ensure that the provisions are probable (Levitt, 1998).  

According to conservatism losses are to be recognized before they are realized (Watts, 

2003). Because a provision is an unrealized future loss, it is reasonable that IAS 37 is 

influenced by the accounting conservatism concept. Giving conservatism, future firm 

performance should be unaffected by a provision (Basu, 1997; Watts, 2003). Thus, 

firms account for a provision today but its future performance is unaffected by the costs 

incorporated in the provision. This implies that provisions do not provide information of 

future firm performance. However, research suggests that future firm performance is 

affected by provisions (Frantz, 1999; Peek, 2000).  

If a firm’s future performance is related to the provisions they recognise, the provisions 

can contain important signals. Signalling theory suggest that a firm want to distinguish 

themselves from others by signalling their potential to outsiders of the firm (Akerlof, 

1970; Spence, 1973). By disclosing bad news (i.e. a provision) early, management 

signal that it believes it is able to perform better in the next period (Teoh & Hwang, 

1991). However, due to accounting conservatism and IAS 37 managers are not entirely 

autonomous when reporting the provisions. Moreover, some provisions that are 
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externally driven may signal a decline in future firm performance. Thus, different 

provisions could contain different signalling value.     

There are those provisions that are more externally driven such as litigations, while 

other types are more discretionary and internally driven for instance restructuring 

provisions (Peek, 2004). The explanatory power of restructuring charges on future firm 

performance has been under investigation in previous literature. Most studies show 

ambiguous results of the relation between restructuring charges and future firm 

performance (Brickley & Van Drunen, 1990; Carter, 1998; Atiase et al., 2004; Holder- 

Webb et al., 2005). However, previous research concerns restructuring charges and not 

restructuring provisions. Restructuring provisions as well as other provisions relation to 

and potential signal of future firm performance are not as well covered.  

A common way to investigate the signalling value of items in the financial statement is 

to measure the stock market reaction after the earnings announcement. However, studies 

of the stock markets’ reaction and analysts’ projections of future performance of firms 

announcing a restructuring charge, reveals the difficulties in assessing the signalling 

value of recognising a provision (Elliott & Hanna, 1996; Francis et al., 1996; Lopez, 

2002). To be able to understand how provisions truly affect performance this study 

focuses on actual performance and not the stock market reaction. It is the actual signal 

and not the perceived signal that is examined. Also, previous research has not taken a 

holistic view on the impact of provisions on firm performance, but mainly focused on 

the impact of restructuring charges. Hence, there is a gap in existing research regarding 

the explanatory power of provisions on firm performance. Our findings will indicate 

whether provisions have signalling value, and thus have relevance beyond a pure 

conservative accounting method. 

1.2 A im 
To better understand future firm performance this paper investigates the relation 

between provisions and firm performance for firms listed on Nasdaq OMX Stockholm 

during the period 2001-2010. Our findings contribute to existing literature by revealing 

the signalling value of provisions and whether this differs among provisions. 
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2. Theory 
In this chapter the theoretical concepts are presented and discussed. The chapter begins 
with a presentation of conservatism in accounting and how it relates to accounting for 
provisions. The next section presents the key theoretical concepts regarding signalling 
theory. It continues with theorizing provisions as possible signals which leads down to 
the construction of the hypotheses. 

2.1 Conservatism effects on the accounting for provisions 
Even though the IASB seeks to favour accounting relevance, conservatism still 

characterizes accounting (Watts, 2003). “Anticipate no profit, but anticipate all losses” 

is the aged view of what conservatism represents in accounting (Watts, 2003). This 

notion is exemplified in accounting for provisions as provisions imply recognition of 

liabilities that are probable but has not yet occurred (IAS 37). But what is the reason for 

conservatism being a dominant factor in accounting?   

One explanation for the presence of conservatism in accounting is the information 

asymmetry that exists between the firm and its contracting parties (Basu, 1997; Watts, 

2003). Management is believed to have the best information regarding the economic 

condition of the firm (Watts, 2003). If management payoff is linked to firm performance 

then management have incentive to put bias and noise into the financial reporting to 

make it look more convenient for them (Basu, 1997). Stakeholders of the firm therefore 

demand  conservative  accounting  to  ensure managers’  behave  as  intended. Moreover, 

anticipating no gains but all losses leads to asymmetry verification with deferred 

earnings and understatement of net assets as a result. Due to the demand of debt holders 

to receive “bad news” quickly, conservatism produces a timeliness of recognizing losses 

(Basu, 1997). Furthermore, Watts (2003) claims that the information quality of 

accounting increases due to the prevalence of conservatism. Even though current year 

earnings and assets may be understated cash flows will be realized if the understatement 

is true (Watts, 2003).  

Other reasons for the prevalence of conservatism in accounting are fear of litigation, 

taxation and the political cost for standard setters (Basu, 1997; Watts, 2003). 

Understatement of earnings or net assets, which is a product of conservatism, should 

result in less risk of litigation compared to overstatement of earnings. Moreover, 

conservative accounting results in a lower taxation value this year. Additionally, 
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standard setters have incentive to produce conservative standards since they would 

receive more criticism if firms were to overstate asset relative to if firms understate 

assets (Watts, 2003). Due to the mentioned reasons, Basu (1997) and Watts (2003) 

argue that conservatism is an efficient contracting mechanism between the firm and its 

stakeholders. Clearly, there seems to be adequate reasons why conservatism is dominant 

in the today’s accounting. But how is accounting affected by conservatism and what is 

the informational value of conservative accounting?  

Basu (1997) examines the prevalence and accounting effects of conservatism by using 

“good news” and “bad news”. He found earnings to be timelier in reflecting “bad news” 

than “good news”. Additionally, bad news is found to be less persistent than good news. 

This implies that if unrealized losses were recognized this year next year’s earnings will 

not be affected (Basu, 1997). Moreover, unrealized losses that are recognized in 

earnings do not affect current cash flow (Basu, 1997). Applying this logic on 

provisions, the subsequent earnings of the firm should be protected from current 

provisions. As mentioned in the introduction, IAS 37 sets high demands on items that 

are to be categorised as provisions. By having rigorous requirements on the disclosure 

content, the room for management discretion is diminished (Levitt, 1998). Conservative 

accounting of provisions should therefore not be able to explain future firm 

performance. Hence, any relation between provisions and firm performance means that 

the provision itself bears informative value. 

2.2 G eneral signalling theory 
One of the first to explain the theory of signalling was Spence (1973). He uses the job 

market as an illustration to explain the importance and the effects of signalling. 

However, signalling theory can be applied to all markets containing asymmetric 

information (Spence, 1973), such as the relation between a firm and its (potential) 

investors and creditors. To exemplify, a firm can try to distinguish themselves by signal 

their potential to stakeholders of the firm in order to raise capital or to increase the value 

of their stock. To make the signal credible to outsiders, signalling come with a 

signalling cost (Spence, 1973). For the part signalling, the benefit of the signal must 

exceed the cost (Spence, 1973). To be credible, the signalling cost must increase for the 

“bad  types”  compared  to the “good  types”  (Akerlof, 1970; Spence, 1973; Wahlen, 
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1994). Therefore, the credibility of the signal is dependent upon the cost of the signal 

(Wahlen, 1994). However, due to information asymmetry it is difficult for outsiders to 

accurately assess the proper signalling cost. 

Spence (1973) differs between alterable signals, such as choice of education, and 

unalterable signals such as age and gender. Alterable signals are conscious choices 

which one takes in order to illuminate superiority over others and thus have signalling 

value. On the other hand, unalterable signals are signals that are externally imposed 

(Spence, 1973). However, unalterable signals also have signalling value because they 

affect the perceptions of the employers next time they hire for example (Spence, 1973). 

The same phenomenon is explain by Akerlof (1970) but exemplified by buying and 

selling automobiles. Akerlof (1970) states that after owning a specific car the owner 

when buying a new car assigns a new probability of buying a good car for this type of 

automobile. Thus, as discussed by Akerlof (1970) and Spence (1973) both alterable and 

unalterable signals have signalling value. Alterable signals have a tendency to be a 

positive signal, because it is more common to signal a superiority and not inferiority 

(Spence, 1973). Unalterable signals on the other hand, can be both positive and 

negative. Because unalterable signals are imposed externally, it is outsiders who 

determine whether they perceive it as a positive or negative signal. 

2.3 T ranslating provisions into signals 
Peek (2000) defines firm signalling as a situation where management strategically 

disclose or withhold good versus bad news to communicate their expectations regarding 

future performance. The signalling cost when firms account for provisions is the amount 

accrued in the income statement (Peek, 2000). Credible signalling can only occur when 

the signalling cost is correlated with negative productivity (Spence, 1973; Peek, 2000). 

That is when the cost of signalling increase as a function of the size of the signal and 

when these costs are lower for firms expecting high future performance than for firms 

expecting low future performance (Teoh & Hwang, 1991; Frantz, 1999; Healy & 

Palepu, 2001). By disclosing bad news early management signal that they are able to 

improve performance next year (Teoh & Hwang, 1991; Frantz, 1999). This is a way for 

the  better  firms  to  signal  themselves  as  a  “high  performing”  firm  (Teoh & Hwang, 

1991; Healy & Palepu, 2001).  
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A provision can be seen as an unalterable signal as accounting for provisions is 

mandatory for firms listed in Sweden (IAS 37). However, to some extent provisions are 

also alterable since there is room for management discretion. Peek (2004) argues that 

more discretion can be used when accounting for restructuring provisions than for more 

easily verifiable provisions as warranties and litigations. Moreover, a restructuring is 

something that a firm chose to carry out while litigations and warranties are more 

externally imposed. Provisions such as warranties and litigations are in this sense more 

unalterable and restructuring provisions is more alterable.  

2.3.1 Restructuring provisions as a signal 

Restructuring provisions are accrued restructuring charges. Previous research has found 

some economic reasons as to why restructuring charges occur. 

i) To expand the firm’s operations. (Brickley & Van Drunen, 1990). 

ii) To make operations more effective by cutting costs (Brickley & Van 

Drunen, 1990). 

iii)  As a response to changing business environment and poor company 

performance (Atiase et al., 2004).   

Brickley and Van Drunen (1990) claim that restructuring occurs in the healthy firm as 

part of the growth process meanwhile firms with financial difficulties are driven by 

outside pressure from competitors, investors and creditors. In disclosures regarding 

restructuring, firms implicitly include management expectation of future improvement 

in profitability from such actions (Atiase et al., 2004; Holder- Webb et al., 2005). 

Consequently, restructuring charges are firms attempt to improve performance and 

operational restructurings are often credited with performance improvements (Atiase et 

al., 2004).  

If  the  restructuring  charge  signals  a  real  improvement  in  the  firm’s  operations  then 

future performance would improve (Chaney et al., 1999). However, that would also be 

the case if management recognises unrealistically large restructuring charges to improve 

future earnings. If management times the charge with poor earnings, it would be 

consistent with a big bath strategy (Chaney et al., 1999; Atiase et al., 2004). Thus, 

signalling has both informational and opportunistic grounds (Healy & Palepu, 2001). To 

restructure is also a complex operating decision with ambiguous future benefits due to 
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the uncertainty surrounding the business environment (Carter, 1998). How, when and to 

what extent restructuring charges influence future performance is uncertain. 

Holder- Webb et al. (2005) and Fairfield et al. (2009), find no evidence that 

restructurings leads to increased performance. They found that instead of increased 

margins, profitable firms actually showed a decline in profit margins (Fairfield et al., 

2009). Brickley and Van Drunen (1990) find that operating performance measured by 

return on equity is the same as or lower than that of the market or industry median for 

the years -2 until +3. Similar research by Carter (1998) indicates an increased return on 

assets for restructuring firms four years subsequent to the charge. Additionally, Atiase 

et al. (2004) find earnings to improve four years subsequent to the restructuring. Their 

results also show that the magnitude of the restructuring charge is positively related to 

post-restructuring changes in earnings. Clearly, the relation between restructuring 

charges and performance are ambiguous. Some studies find improved performance 

(Brickley & Van Drunen, 1990; Carter, 1998; Atiase et al., 2004) and some find a 

decline in performance (Holder- Webb et al., 2005; Fairfield et al., 2009). 

It should be stated that there is a difference between looking at a restructuring charge 

and a restructuring provision. A provision is an accrued charge that affects cash flow in 

future periods and thus increasing the uncertainty of the charge (Francis et al., 1996). 

Compared to a restructuring charge that is paid out immediately, the timing of the 

restructuring provision and the size is subject for even more discretion. The information 

asymmetry between managers and stakeholders creates an opportunity for managers to 

send out signals through the restructuring provision (Frantz, 1999).  

Frantz (1999) uses the Bayesian equilibrium to find a model which describes 

management’s  decision  to  recognise  versus  not  to  recognise a provision for 

restructuring. The study shows that a manager that expects high probability of a 

successful restructuring will report a restructuring provision. The manager with low 

expectations of a successful restructuring provision will abstain from reporting a 

restructuring provision. This way the firm with high expectations of a successful 

restructuring provision signals its superior quality (Frantz, 1999). Therefore, firms that 

do report provisions for restructurings are more likely to show improved performance in 

the next period.  
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Peek (2000) study the Dutch market and examines whether recognition of changes in 

provisions differs between firms where management has more discretion compared to 

firms where management has less discretion. The results show a positive relation 

between changes in provisions and abnormal stock return for both types of firms which 

implies that provisions are informative. For the firms where management has more 

discretion this relation is stronger. In another study, Peek (2004) finds that management 

that expect earnings to increase the following year also recognise positive changes in 

provisions. This implies that provisions are informative of the following year’s earnings 

performance. In this way a restructuring provision may work as an alterable signal. 

However, the room for a restructuring provision to function as an alterable signal is 

mitigated by the accounting standard IAS 37.  

According to IAS 37 firms are allowed to recognise a reversal of a provision if it is 

deemed unlikely that the cash outflow will occur. Applying logical economic reasoning 

to a reversal, it appears reasonable that the firm is better off than expected. Because 

firms expected their restructuring of operations to be more costly than what it turned out 

to be, implicating that recognising a reversal should signal improvement in 

performance. Previous research has found the reversals of restructuring provisions to be 

associated with earnings management (Moehrle, 2002), thus diminishing the potential 

signal of an actual improvement. However, it is still reasonable to expect that a reversal 

of a restructuring provision signals improved performance. Whether the improved 

performance is due to a real improvement or earnings management is another question. 

Previous studies have been unable to come to a unanimous conclusion of the impact of 

restructuring provisions on future firm performance. Signalling theory suggest that 

managers would recognize increases in provisions when they  expect  next  year’s 

earnings to increase. Hence, the expected outcome should be a positive relation between 

increases in provisions and increases in future firm performance (Peek, 2000). This is 

also consistent with the economic reasoning behind the recognition of a restructuring 

provision; to improve the operating performance (Brickley & Van Drunen, 1990; 

Chaney et al., 1999). If restructuring provisions, are systematically associated with 

future firm performance then provisions are informative to investors and financial 

analysts (Peek, 2000). It means that investors that understand the signalling value of 

provisions can make better decisions based on that information. Regardless if 
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management recognise a restructuring provision because they believe that future 

performance will be better (Peek, 2004), or if they want to improve current poor 

performance (Brickley & Van Drunen, 1990; Chaney et al., 1999) the restructuring 

provision should theoretically be a signal of improved performance in both cases. This 

line of reasoning leads to the following hypothesis: 

H1 Restructuring provisions are a signal of improved firm performance subsequent to 

the recognition of the provision.  

2.3.2 Warranty and litigation provisions as signals  

Warranties are one of the most common provisions that can be found in the financial 

statement of a firm. The provision is driven by the amount of sales and the specific 

warranty connected to the product or service. The amount of the warranty provision is 

rather easy to verify since it should be a fixed rate against sales. Hence, provisions for 

warranties are to a large extent not discretionary but externally imposed. Any sudden 

disruptions of such ratio would demand an explanation from management and therefore 

their judgments is much easier evaluated when comparing warranty provisions and 

restructuring provisions. 

Another important provision is provisions for litigation costs. They are not as common 

as provisions for restructurings and warranties, but the impact they can have is 

significant (Arndt, 2002). Litigations are not subject for management discretion, due to 

that it is based on external claims. Although, to account for litigation provision involves 

some amount of judgement since it must be assessed whether the claims are likely to 

lead to cash outflow or not (IAS 37).  

When discussing provisions for litigation, it is important to remember that their form 

and frequency is affected by the institutional setting (Schilit & Perler, 2010). In the US, 

lawsuits are much more common than they are in the rest of the industrialised world. It 

is not uncommon that a firm have a track record of litigation costs and thereby can 

forecast a probable provision for each year (Schilit & Perler, 2010). In a Swedish 

context, where lawsuits are less common, litigation costs are treated on a case to case 

basis, making it harder to forecast the size of a provision. However, overall the nature of 

the provision is externally driven and there is little room for discretion. 
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Not all provisions are driven by the same factors. Some are subject to more external 

forces such as sales (Warranties) and lawsuits (Litigations), whereas others are more 

internally driven such as restructurings. Therefore, if warranty and litigation provisions 

have signalling value, this signal has to be unalterable due to that they are externally 

driven (Spence, 1973). Moreover, there is no economic rationale leading to believe that 

the provisions would be associated with future firm performance. In contrast to the case 

with restructurings where the actual purpose is to improve operations (Brickley & Van 

Drunen, 1990; Chaney et al., 1999), litigations and warranties have other fundamentals. 

As mentioned, warranty provisions are tied to sales, thus a large warranty provision can 

simply be a reflection of high sales. Hence, a company with high sales can report large 

warranty provisions, without signalling a change in future performance. Litigations are 

treated on a case to case basis and because of that, it is probable that they will share 

more characteristics with conservatism than signalling.  

As in the case with reversals of restructuring provisions, the reversals should implicate 

that the firm is better off than expected. However, in contrary to restructuring provisions 

where the provision itself is expected to be informative of firm performance, warranty 

and litigation provisions are expected to not have any relation to firm performance. 

Because the provision itself should be unrelated to firm performance, it should also be 

the case for such reversals. Due to that the provisions are externally imposed, any 

reversal of such provisions should also be externally imposed. It is therefore difficult to 

argue why a reversal would signal an improvement of underlying performance. 

In summary, few studies have concerned warranty and litigation provisions and it is 

therefore difficult to generate expectations based on such research. However, because 

both warranty and litigations provisions are externally imposed, signalling theory would 

suggest, if they have signalling value, that they are unalterable signals (Spence, 1973). 

Therefore, if they have a signalling value there should be an economic reason to why 

such provisions would be associated with firm performance. We fail to find any such 

reason and instead propose the named provisions to be unrelated to firm performance. 

This line of reasoning leads to the second hypothesis: 

H2 Warranty and litigation provisions have no relation to firm performance subsequent 

to the recognition of the provisions. 
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3. Methodology 
The chapter begins with a description of the overall research design. Secondly, the 
sample and the examined period are illustrated. Next, provisions as a measure of 
signals and the choice of performance measure are motivated. Fourthly, the univariate 
analysis is described and is followed by a description of the multivariate analysis, 
which presents the regression model. The chapter ends with a discussion regarding the 
thesis validity and reliability. 

3.1 Overall research design and data sources 

We use a quantitative approach to investigate the association between recognition of 

provisions and future firm performance. The thesis will generate an insight of what 

provisions signal regarding future firm performance. A quantitative approach is chosen 

as it enables investigation of a relationship between two variables and it allows 

generalization of the findings to a larger population. Two hypotheses were generated to 

test the signalling value of provisions. The hypotheses are tested on firms listed on 

Nasdaq OMX Stockholm between the years 2001 and 2010. Both univariate and 

multivariate analyses are performed. In the multivariate analysis, a regression model is 

assigned to determine the impact of provisions on future firm performance. Thus, how 

increases in provisions can explain changes in firm performance. The relation we 

investigate is simply expressed in the following model. 

ΔPerformance = Provisions + Control variables 

The collection of data has been twofold. First, the amount of provisions, including 

ingoing balance, outgoing balance, provision recognised, provision used and provision 

reversed has been collected manually by the authors from each of the 2173 annual 

reports. To enhance reliability, we use a protocol to mitigate from inconsistences in the 

collection process. Second, we investigate provisions that are recognized during 2001-

2010, but in order to examine the provisions relation to performance we need 

performance measures both prior and subsequent to the provisions. Therefore 

performance measures are collected for the years 2000 until 2012. Data regarding 

performance measures and control variables are mainly derived from annual reports and 

received from our supervisor Mattias Hamberg, and partially derived by the authors 

from the database Datastream. The data from our supervisor is for the years 2000-2010 

while the corresponding data for year 2011 and 2012 is collected from the database 

Datastream. It is preferable to use data from one source to enhance the reliability of the 
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study. However, the data from Datastream enable us to examine provisions over a 

longer time period than what otherwise would have been possible. The level of 

subjective interpretation in the data collection process is regarded as low.  

3.2 Sample 

The sample consists of firms listed on the Nasdaq OMX Stockholm exchange during 

the time period of 2001-2010. To be able to make any generalizations of the results, the 

study requires a large sample. The examined period includes both periods of recession 

and high growth, implicating that the impact of a slope or a peak in the business cycle 

will be minimized. A longer time period decreases the risk of such biases. 

RR 16 (Redovisningsrådets Rekommendationer 16) was the standard applied before the 

adoption of IFRS in 2005 (BFN, 2013). Since year 2000 RR 16 was based on IAS 37 so 

the introduction should have no practical consequences for the interpretation of the 

standard (Lundh, 2009). However, it is notable that firms disclose more information 

subsequent to the introduction of IFRS. Taking the difference of disclosure quality into 

consideration, it could be argued that the study would be better off using only 

observations after the introduction of the IFRS. Nevertheless, the benefit of 

incorporating a larger dataset will exceed the minor differences in disclosure quality. 

Table I. Number of firm years and excluded firm years 
Category Firm Years 
Nr of firm years during 20012010 2671 
  
Excluded firms  
Financial institutions 104 
Investment  115 
Real Estate 154 
Nonrevenue 125 
Nr of firm years excluded 498 
  
Nr of observations included in sample 2173 

 

Table I illustrate the number of firm years and excluded firm years. The firms listed on 

Nasdaq OMX Stockholm during the period 2001-2012 constitute a total of 2671 firm 

years. Firms listed are obliged to produce publicly available financial statements. Listed 

firms are also required to produce statements according to the same set of standards and 

the comparability should therefore be enhanced. Incorporating other non-listed firms, 
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would probably create more noise than benefits. Moreover, we mitigate the risk of 

survival bias by including firms that have been delisted during the period.  

Financial institutions, investment companies, real estate companies and firms with no 

revenue are excluded. Financial institutions are often excluded from this type of 

research (Francis et al., 1996; Atiase et al., 2004) and therefore 104 financial institutions 

are excluded from the sample. The conventional methods of measuring firm 

performance become inadequate for measuring the performance of a financial 

institution. As will be discussed in later sections, the performance measure is based on 

operating profit and because of the difficulties of determining the operating profit for a 

financial institution, they are excluded. 115 investment companies are also excluded 

based on the same reasoning. Their earnings are based on the gains on the assets they 

hold. Hence, their performance is not based on operating profit and they are therefore 

excluded.  

Additionally, 154 real estate companies are excluded. Similar to the case of investment 

companies, real estate companies are commonly valued according to the net asset 

model. This means that the valuation of real estate companies is based on the value of 

their property, rather than measures of operating performance. Finally, 125 firms with 

no revenue have also been excluded from the study. The performance measure is based 

on the operating performance of firms and with no income, regular valuation techniques 

do not apply. In total 498 firm years are excluded and 2173 firm years remains in the 

sample. 

3.3 Measures of signals and performance 

 

Provisions for pensions, tax provisions as well as provisions for additional consideration 

are not included although specified in the financial statements. Provisions for pensions 

and taxes follow other accounting standards than the IAS 37. Moreover, provisions for 

pensions, tax and additional consideration all have characteristics that make them 

Table II. Type of provision and number of observations for each type 
Type of provision Number of observations 

1. Restructuring 615 (45%) 
2. Warranties 585 (43%) 
3. Litigation 169 (12%) 

  
Sum of all provisions 1369 (100%) 
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unrelated  to  firms’  underlying  operating performance. We selected three types of 

provisions. These are: (1) provisions for restructuring (615), (2) provisions for 

warranties (585) and (3) provisions for litigation (169). In total, the sample contained 

1369 provisions2 of some type. The reason for not including other provisions is that 

these three are the most commonly recognized provisions that are specified by the 

sample firms. More provisions would probably only add noise to the study, since firms 

disclose firm specific provisions that are not generalizable to a larger population.  

3.3.1 Provisions as a measure of a signal 

In this paper, we study the signalling value of recognising a provision. Hence, it is the 

actual provision charge each year that is of interest. When applying the theoretical 

concept of signalling to accounting for provisions, it is important to point out that when 

measuring the recognition of the provision, we measure the signal. Thus, the 

measurement of the provision functions as the measurement of the signal.  

At each balance sheet date, a firm should review and adjust the provision account (IAS 

37). The standard allows firms to recognise a reversal of a provision, if it turns out that 

less outflow of cash is probable. IAS 37 oblige for a brief description of the nature, 

timing, uncertainties, assumptions for each class of provision. Although recommended 

by the standards (IAS 37, RR16), some firms followed this recommendation while 

others only reported net change in provisions.  

For the firms where only net change in provisions is reported this amount is used if 

there is an increase from ingoing balance to outgoing balance. It is possible that the 

actual increase in provision is larger than the net change, which potentially could affect 

our results. By including only the disclosed offsets to provisions the observations would 

be fewer, but because it is important to reach a large amount of observation to enable 

generalization (Saunders et al., 2009), our assessment is that the benefits exceed the 

potential drawbacks. 

                                                        
2 1369 is the total number of provisions reported during the examined period. A firm can report more than 
one type of provision each year. This explains the discrepancy between the total number of provisions 
(1369) and the number of firms with provisions (1036).  
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3.3.2 Large provisions as a signal 

Previous research show that the signalling cost is correlated with the size of the signal 

(Spence, 1973; Healy & Palepu, 2001). It is reasonable to assume that the same applies 

for provisions as previous findings of Atiase et al. (2004) show that the size of the 

provision is associated with firm performance. Each type of provision is therefore 

categorised into large and small provisions, with the motivation that large provisions 

potentially are a stronger signal than small provisions of firm performance. 

The large provisions are those that are greater than 2% of the firm’s capital employed 

(CE) whereas the small provisions are those less than 2% of the firm’s CE. Untabulated 

sensitivity analyses provide the cut off of 2% CE. Because previous research regarding 

provisions is limited it provides no guiding of an appropriate level of the cut off. 

However, research that investigates the signalling value of impairments of assets uses a 

cut off 1% total assets (Walsh et al., 1991). Due to that CE is smaller in relation to total 

assets the cut off 2% of CE would therefore not provide exaggerated results and is 

therefore motivated.  

To simply conduct the analysis on the basis of those who recognise provisions 

compared to those who do not, would risk not capturing the signalling value. Although 

theory suggest that the signal will be a direct effect of the signalling cost (Spence, 1973; 

Frantz, 1999), it is likely that the provision will need to be above a certain level in order 

to function as a signal. Furthermore, it is probable that provisions suffer from a 

disclosure bias, meaning that large firms tend to disclose more information (Eng & 

Mak, 2003). Hence, minor provisions can end up as a specified item in a large firm, 

whereas it is bundled up together with other provisions in small firms.  

3.3.3 Reversals as a signal 

Whether or not reversals have signalling value depends on the underlying provision. We 

expect reversals of restructuring provisions to be positively associated with improved 

firm performance, because we expect restructuring provisions to be associated with firm 

performance. In contrary, we expect reversals for warranty and litigation provisions to 

have no association to firm performance, due to that we do not expect these provisions 

to be associated with firm performance. Moreover, a data set including reversals is 
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rather unique. Hence, including reversals in the study widens the understanding 

regarding the signalling value of provisions.  

The reversals that are among the 50% largest reversals of a specific provision type are 

included in this study. The cut off is made to rule out the smallest reversals which most 

likely do not provide information of future firm performance. To recognise a provision 

can be a complex procedure due to difficulties in assessing the timing and amount (IAS 

37) and provisions are therefore subject to estimation error. Hence, to categorise all 

reversals as a signal regardless of the size would incorporate even minor reversals that 

are due to estimation error. Moreover, to have the same cut off for reversals as for 

provisions would reduce the comparability. Because reversals are a part of a provision, 

it is not feasible to use the same cut off. Instead we choose the 50% largest reversals as 

the cut off, which minimises the effect of estimation error contaminating the results. 

Due to the low number of previous studies concerning reversals, we have not been able 

to use prior research as an indication of a proper cut off level. 

To illustrate the provisions frequency and magnitude in the sample, Table III presents 

descriptive statistics for provisions divided per industry. The mean and median for total, 

restructuring, warranty and litigation provisions as well as reversals are displayed. To 

enable comparison across firms each provision is scaled with the end of the year CE. 
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Table III. Descriptive statistics of provisions per industry in % of capital employed                       
      Total provisions   Restructuring   Warranty   Litigation   Reversals 
Basic Industries Nr of firms   Observ. Mean Median   Observ. Mean Median   Observ. Mean Median   Observ. Mean Median   Observ. Mean Median 
Industrial conglomerates 9   20 1,28% 0,91%   12 1,17% 0,93%   12 0,86% 0,55%   0       3 0,10% 0,10% 
Industry oriented production 42   277 2,78% 1,59%   180 1,94% 0,92%   214 1,76% 0,92%   50 0,55% 0,40%   140 0,46% 0,27% 
Consumer oriented production 19   106 1,85% 0,83%   54 2,03% 0,99%   64 1,10% 0,60%   12 1,01% 0,32%   39 0,36% 0,21% 
Product development 17   23 2,53% 1,36%   5 5,53% 5,63%   0 1,89% 1,04%   0       1 0,23% 0,23% 
Commodities 23   77 1,54% 0,46%   70 1,61% 0,49%   0 0,33% 0,30%   12 0,40% 0,04%   26 0,14% 0,12% 
Pharmaceuticals and biotech 24   83 4,27% 1,04%   29 5,73% 1,32%   61 2,72% 0,68%   12 0,42% 0,10%   31 0,19% 0,10% 
Chemical 4   18 0,90% 0,42%   14 1,09% 0,46%   0       6 0,18% 0,14%   2 0,30% 0,28% 
Construction 7   48 2,13% 1,63%   7 1,77% 1,15%   46 1,67% 1,17%   11 1,20% 1,15%   26 0,57% 0,51% 
Other basic industry firms 12   25 1,81% 1,52%   16 1,69% 1,00%   10 1,99% 1,60%   0       8 0,87% 0,94% 
                                            
Trade                                           
Industrial trade 12   47 1,12% 0,22%   21 1,24% 1,07%   31 0,78% 0,13%   1 1,12% 1,12%   21 0,26% 0,11% 
Consumer goods 22   70 3,59% 1,08%   34 2,68% 1,13%   36 3,59% 0,94%   16 1,50% 1,38%   24 0,76% 0,49% 
                                            
Services                                           
Consulting (No IT) 8   19 3,77% 2,13%   14 4,28% 2,42%   2 0,17% 0,17%   0       8 0,84% 0,82% 
IT services 47   131 5,47% 2,79%   82 6,15% 3,26%   37 1,75% 0,83%   6 1,69% 0,46%   51 0,75% 0,36% 
Transport 8   13 1,68% 1,06%   12 1,73% 1,09%   0       1 1,08% 0,63%   0     
Other services 61   79 2,44% 1,06%   65 2,95% 6,79%   72 1,58% 0,66%   42 0,63% 0,46%   45 0,39% 0,20% 
                                            
Total 315   1036 2,48% 1,21%   615 2,77% 1,91%   585 1,55% 0,74%   169 0,89% 0,56%   425 0,44% 0,34% 

The table display the number of observations in each category of provision as well as the mean and median size of the provision in relation to capital employed at year 
end. A firm can recognise more than one type of provision each year. This explains the discrepancy between the total number of firms with provisions (1036) and the total 
number of provisions (615+ 585+169 = 1369).
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3.3.4 Performance measure 

Previous research within this field has used a variety of different measures to capture 

firm performance. The measure that will be used in this study is the Return on Capital 

Employed (ROCE). The measurement is defined as follows: 

𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔  𝑝𝑟𝑜𝑓𝑖𝑡 + 𝑝𝑟𝑜𝑣𝑖𝑠𝑖𝑜𝑛 𝑐ℎ𝑎𝑟𝑔𝑒 − 𝑟𝑒𝑣𝑒𝑟𝑠𝑎𝑙𝑠
𝐶𝐸 = 𝑅𝑂𝐶𝐸 

ROCE = the operating profit adjusted for the provision and reversal, divided by 

outgoing CE3. 

Provisions have both accounting and economic consequences. A fundamental difference 

is that the accounting information is a question of timing the costs to the appropriate 

period, whereas the economics behind it is what truly constitutes performance. Hence, 

any accounting effects must be removed from the economic performance measure in 

order to accurately reflect the underlying performance. Therefore, the operating profit is 

adjusted by the size of the provision as well as the reversal.  

ROCE is a measure that is not as commonly used as other measures such as operating 

margin and return of equity (ROE), but undoubtedly it has its advantages. In contrast to 

ROE, ROCE is unaffected by leverage and its effects on firm performance (Kwong et 

al., 1995). A firm can increase its ROE by taking on large amounts of debt, without 

actually improving its economic performance, looking solely at ROE would therefore 

be inadequate. To capture the true economic performance of a firm, the return should be 

measured unaffected whether the capital is equity or debt (Koller et al., 2010). ROCE is 

therefore a widely accepted measurement of business success (Kwong et al., 1995). 

To capture the signalling value of recognising a provision change in performance 

(ΔROCE) is measured. ΔROCE is calculated as follows:  

ΔROCE_PRE = ROCEt – ROCE t-1 

ΔROCE_POST = ROCE t +n – ROCE t 

                                                        
3 Capital Employed is defined as equity and interest bearing debt (Koller et al., 2010). 



 

 
20 

 

The prefix ∆ is used to appoint change and the suffixes PRE and POST are used to 

designate pre versus post-provision period. For example change in pre-provision 

performance is ∆ROCE_PRE.  

3.4 Univariate analysis 
To find whether provisions have signalling value both univariate and multivariate 

analyses are performed. A univariate analysis is done primarily to stress differences 

between firm observations with large provisions, small provisions as well as no 

provisions. The sample is divided between firm observations with provisions and firm 

observations without provisions. The firm observations with provisions are then divided 

after the type and size of the provisions.  Diagram I illustrates the classification. 

Diagram I . C lassifications of firm observations 

 

 

A test of mean and median differences between the groups is performed for general 

characteristics (size and leverage) as well as for change in performance (ΔROCE) and 

the level of performance (ROCE). Independent sample T-test investigates the difference 

in means between two groups while Wilcoxon-Mann-Whitney ranked test examine 

differences in medians (Hair et al., 1995). The tests also highlights whether the 

differences in mean and median are significant between the groups. A p-value of less 

than 0,05 is indicative of a significant difference between the groups mean and median 

(Saunders et al., 2009). The univariate analysis provides important insights regarding 

cross sectional differences. Nevertheless, to be able to answer our hypothesis it is 
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crucial to also consider the time series differences. A multivariate analysis which 

considers both cross sectional and time series differences is therefore performed. 

3.5 Multivariate analysis 
To examine the association between provisions and future firm performance a multiple 

regression analysis is used as statistic tool. The dependent variable is change in 

performance  (ΔROCE)  and  the  independent  variables  are  the  types  of  provisions and 

reversals. To verify that variations in the dependent variable are not affected by other 

factors control variables are added into the model (Saunders et al., 2009). The 

regression analysis is performed in Statistical Package for the Social Science (SPSS) 

which is a well-used and known statistical program in business science (Bryman & Bell, 

2011).  

The following multiple regression model is used: 

Y = 𝛽0 + 𝛽1x1 + 𝛽 2x2… 𝛽 ixi + 𝜀 
(Hair et al., 1995, p. 96) 

𝛽0 demonstrate the intercept, while 𝛽1... 𝛽i identify the relation between the x-variables and 

the y-variable. The dependent variable is affected by the independent variables if the 𝛽1-

value is statistically significant. The 𝛽-value is significant if the t-value is above 1,96 or 

below -1,96 which is equal to a significant level at 5% which is a commonly used level of 

significance in business research (Saunders et al., 2009). The model error (𝜀) displays the 

variations in the dependent variable that cannot be explained by variations in the 

independent variables. The regression model generates a coefficient of determination 

(R2), which implies the strength of the relationship (Hair et al., 1995). 

3.5.1 Control variables 

To control for the possibility that post provision performance is due to mean reversion 

or to momentum, the regression model includes change in performance prior to the year 

when the provisions was recognised, year t. Thus, the post provision performance is 

controlled for potential previous changes in performance (Atiase et al., 2004). A 

negative coefficient on the pre-provision variable would be found from mean reversion, 

while momentum would lead to a positive coefficient.  
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To address the possibility that firm size and financial leverage drive the empirical 

results the regression model includes a control variable for size, SIZEi, and a control 

variable for financial leverage, LEVi. Since the variation in firm size is high in the 

sample, we use the natural logarithm of total assets. Size is measured as total assets at 

the end of the base year (year t) while leverage is measured as the ratio of debt to equity 

at the end of the base year (year t). We expect both to have a positive relation to 

ΔROCE.  Both size and leverage are commonly used control variables when 

investigating firm performance (e.g. Peek, 2000; Atiase et al., 2004; Aldamen et al., 

2012).  

3.5.2 Regression model 

We examine how performance changes, ΔROCE_POST, as provisions increase, PROV. 
The  regression  model  includes  the  firms’  post-provision performance, the provision 

charge as well as the presented control variables. Variants of the regression is 

performed depending on which variables that are tested. In total there are five variants, 

displayed as Model 1-5 in the results. Furthermore, the regression is conducted for each 

type of provision; PROV is RES_PROV, WAR_PROV or LIT_PROV depending on 

which provision that is tested. 

 

ΔROCE_POSTi = 𝛽0 + 𝛽1PROVi +  𝛽2D0%i + 𝛽3D2%i +  𝛽4D0-2%i + 

𝛽5DREVERSALi + 𝛽6ΔROCE_PREi + 𝛽7SIZEi +  𝛽8LEVi + 𝜀 i 

Where:  

Dependent variable  
ΔROCE_POSTi  = difference between firm i’s year t +n and base year 

performance. ΔROCE_POSTi is either ΔROCEt +1 or 
ΔROCEt +2. 

 
Independent variables  
Test variables 

PROVi = ratio of firm i’s provision charge to its end-of-year capital 
employed value at base year. 

D0% =  dummy variable for if firm i has a provisions or not. 1 is 
designated if the firm has a provision and 0 if otherwise. 

D2% = dummy variable for the size of the provision. 1 is 
designated if the provision is greater than 2% of CE and a 0 
if otherwise. 
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D0-2% = dummy variable for the size of the provision. 1 is 
designated if the provision is greater than 0% but less than 
2% of CE and 0 if otherwise. 

DREVERSAL = dummy for reversal of a provision. 1 is designated if the 
reversal is among the 50% largest reversals and 0 if 
otherwise. 

Control variables 
ΔROCE_PREi = difference between firm i’s performance year t and 

performance year t-1. 

SIZEi = firm i’s size, the logarithm of total asset at the end of the 
base year. 

LEVi = firm i’s financial leverage at the end of the base year, 
calculated as the ratio of debt to equity. 

The first hypothesis states that restructuring provisions are a signal of improved firm 

performance. We therefore expect the coefficient of RES_PROV to be positive. Thus, 

when the restructuring provisions increase the change in firm performance also 

increases. If the coefficient for RES_PROV is positive and statistically significant it 

means that restructuring provisions are associated with improvement of firm 

performance. Moreover, we also examine if the mere act of charging a restructuring 

provisions by including a dummy for if the firm has a restructuring provision or not 

(D0%). If the coefficient of the D0% is positive and significant it can be concluded that 

firms with restructuring provisions experience larger improvement in performance than 

firms without restructuring provisions. Thus, in such case H1 is accepted.  

To enhance the understanding whether provisions function as a signal we investigate 

large and small provisions relation to firm performance. Other studies (e.g. Frantz, 

1999) show that performance improves as the size of the provision increases. That is, 

the provisions do not have a “constant” effect on changes in performance. The expected 

change in performance is therefore higher for firms recognising large restructuring 

provisions than small restructuring provisions. Accordingly, we incorporate a dummy 

when the restructuring provision is greater than 2% of CE (D2%) and a dummy when 

the restructuring provisions is greater than 0% of CE but less than 2% of CE (D0-2%). 

If the coefficient for D2% is positive and significant and the coefficient for D0-2% is 

insignificant, it means that changes in firm performance are due to the provisions being 

greater than 2% of CE.  
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DREVERSAL is included to examine if the reversals can further enhance the potential 

signal of the restructuring provision. We expect the DREVERSAL to be positively 

related to firm performance.  

The second hypothesis states that warranty and litigation provisions have no relation to 

change in firm performance and thus no signalling value. To test this we use the same 

regression model but include WAR_PROV and LIT_PROV instead of RES_PROV. We 

expect neither to be associated with changes in future firm performance. If the relation 

between the provisions and changes in firm performance is insignificant, we accept H2. 

We also do not expect the DREVERSAL of warranty and litigation provisions to be 

associated with changes in future firm performance. 

Moreover, it is possible that the effect of the provision on performance may be lagging 

(Brickley & Van Drunen, 1990; Carter, 1998; Holder- Webb et al., 2005). Therefore, 

post-provision performance is evaluated for change in performance for year t +1 and 

t +2, year t being the base year.  

3.5.3 Normalising the sample 

The statistical tests rely on the assumption of a normal distributed sample. It is therefore 

necessary to normalize the sample so the impact of extreme values is minimised. The 

technique called winsorizing is used in order to reduce the impact of both kurtosis and 

skewness in the analysis (Hamberg, 2012). Several of the selected variables show high 

level of skewness and kurtosis, which led to a winsorizing on the 2% level.  When 

conducting the winsorizing, values below the first percentile and above the 99th 

percentile are replaced by the cut-off value. The statistical model will retain its power, 

while  eliminating  the  most  extreme  observations  with  other  more  “normal”  values 

(Hamberg, 2012). It is important to point out that the technique is not supposed to 

eliminate regular high or low values, since they are essential for the analysis. It is hard 

to examine the signalling effect of provisions, if all large provisions and high 

performance values are excluded. Hence, it is important that the extreme values are 

replaced with other high or low values making it possible to capture the eventual signal 

of provisions.  
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3.5.4 Collinearity  

To mitigate from the risk of the independent variables sharing the predicted power of 

the dependent variable the independent variables are also tested for collinearity which is 

the level of inter correlation between the independent variables (Hair et al., 1995). If the 

correlation between two independent variables corresponds to 0,3 or higher there might 

be reason to exclude one of the two (Pallant, 2010). The correlation between the 

variables is presented in Appendix 1, 2 and 3. The correlations show that size is 

correlated with the variables for provisions. To further investigate the presence of 

collinearity the Variance inflation factor (VIF) is examined. A VIF value of 10 would 

indicate the presence of collinearity (Pallant, 2010). In our regression, the VIF value is 

approximately the value 1 for all variables (See Appendix 1, 2 and 3). Hence, it seems 

as collinearity does not provide problems for the interpretation of the results.  

3.6 Interpretation of results and method discussion 
The large sample included in the study contributes to an enhanced validity. The research 

design is replicable which makes it possible for future research to compare their results 

with the findings from this study. However, there are some potential limitations. 

We mitigate a survival bias by including firms that have been delisted during the period. 

However, because the regression demands measures of performance pre and post the 

provision charge we are exposed to the risk of missing observations that are not listed 

one year prior to the charge and up to two years subsequent to the charge. As the study 

aims to examine the relation between provisions and future firm performance we cannot 

entirely reduce the risk of a survival bias. 

Signalling theory suggest a positive linear relation between restructuring provision and 

performance improvement. If a positive statistically significant relation is found, it is 

indicative of restructuring provisions being a tool for signalling firm performance. 

However, the model does not capture if the results are affected by mean reversion, 

management engagement in big bath strategies or if the base year is an abnormally poor 

year (Chaney et al., 1999; Atiase et al., 2004). What the mean reversion infer, is that a 

firm, over time, will move towards the average return of their industry (Koller et al., 

2010). Put  in other words,  it  is  easier  to  improve  if  last  year’s  result  is poor.  If firms 

utilise a part of the provision before the end of the fiscal year, some of the restructuring 
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costs will negatively affect the operating profit of base year t. It can therefore be 

difficult to assess whether restructuring provisions signals real economic improvements 

or not.  

If the analysis shows a negative significant relation between provisions and firm 

performance two explanations are possible; (1) provisions are an unalterable signal of 

future decline in performance or (2) management has engaged in earnings smoothing. 

Extensive research has been conducted regarding earnings smoothing. The underlying 

idea with earnings smoothing is to reduce earnings variability between fiscal years (Lev 

& Kunitzky, 1974; Trueman & Titman, 1988). Managers who engage in earnings 

smoothing display the opposite behaviour from signalling behaviour (Peek, 2000). 

Recognised changes in provisions are minimized when next year’s earnings is expected 

to increase and recognised changes in provisions are maximized when the next year’s 

earnings is expected to decrease (Peek, 2000). Hence, earnings smoothing therefore 

suggest that reported changes in provisions are negatively associated with expected 

changes in earnings. 

When measuring the signalling value of warranty provisions, there is a risk of that our 

method does not capture the potential signalling value as we do not measure abnormal 

warranty provisions. With abnormal, we mean if the relation between sales and 

warranty provision experience sudden changes. Any such event has the potential of 

functioning as a signal. However, due to comparability reasons we deemed it more 

beneficial for the study to treat all provisions alike. 
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4 Empirical results and analysis 
The chapter includes the results from both the univariate- and the multivariate analysis. 
It begins with the results from the univariate analysis which are followed by an analysis 
of the findings. This leads to the section where the findings from the multivariate 
analysis are presented. The chapter concludes with an analysis of the outcomes in 
comparison to previous studies and the hypotheses are answered. 

4.1 The signalling effect of provisions – Univariate analysis 
Table IV display the results when comparing firm observations with and without 

provisions. Of the total amount of 2173 firm observations, 1036 (48%) have accounted 

for at least one type of provision. The results show that firms with provisions have 

higher levels of ROCE. Firms with provisions are also larger in terms of total assets, 

and they have higher leverage. The results are significant for both the mean and the 

median. 

Looking at the ΔROCE figures, there are only moderate changes in performance for 

both groups. Moreover, there are no significant differences when comparing the two 

groups’ ΔROCE. This implies that firms with provisions perform better both prior and 

subsequent to the provisions charge. 

Table IV. Univariate analysis for firms with and without provisions 
  With provisions   No provisions       

General 
characteristics  N Mean Median  N Mean Median  

Mean 
Difference  

Median 
difference 

 

Size  1036 3,479 3,479   1137 2,866 2,804  0,613***  0,675***  
Lev  1036 0,592 0,450   1137 0,493 0,217  0,099***  0,233***  
              
Performance              
ROCE t1 1036 0,086 0,119   1130 0,023 0,087  0,062***  0,032***  
ROCE t 1036 0,086 0,122   1137 0,026 0,089  0,060***  0,033***  
ROCE t+1 983 0,110 0,125   1052 0,057 0,103  0,052***  0,022**  
ROCE t+2 902 0,120 0,131   917 0,077 0,108  0,044***  0,023**  
 
Change              
ΔROCE_PRE  1036 0,000 0,002   1130 0,002 0,004  0,004  0,002  
ΔROCE t+1 983 0,024 0,002   1052 0,029 0,006  0,006  0,004  
ΔROCE t+2 902 0,039 0,131   917 0,059 0,108  0,021   0,023   

Note: When subtracting the mean for ROCEt from the mean for ROCEt+n, you do not receive the same 
number as the corresponding mean change in ΔROCE. The reason is that the number of observations 
differs between the years. 

Different types of provisions may contain information of different value, i.e. signals. In 

order to test the hypotheses, an analysis is conducted for each of the provision types 

with respect to the size of the provision. 
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4.1.1 Restructuring provisions 

In Table V, Panel A displays the univariate analysis for restructuring provisions. Firms 

with small restructuring provisions are significantly larger in size in comparison to 

firms with large restructuring provisions. Also, firms with large restructuring provisions 

are less leveraged on average. Moreover, firms with large restructuring provisions are 

poorer performers in comparison to the firms with small restructuring provisions. The 

difference in ROCE is significant for year t-1 to year t +1. In year t +2 the difference is 

insignificant between the two groups. The most interesting result however, is the change 

in performance (ΔROCE). Although the firms with large restructuring provisions 

perform worse than the firms with small restructuring provisions until year t +2, they 

experience significantly higher performance improvement subsequent to their 

restructuring. Firms with small provisions barely experience any improvement at all, 

whereas firms with large provisions experience improvements of more than 13% in 

ΔROCE between year t and year t +2. The results are significant for both the mean and 

the median. The development in performance is also illustrated in Diagram II below. 

The significant change in performance for firms with large provisions compared to 

small provisions indicates that the restructuring provision could be a signal of increased 

firm performance. 

Diagram I I . Mean return on R O C E for restructuring firms 

 
The diagram displays the mean return for firms who recognise large and small 
restructuring provisions, revealing the significant improvements for large 
restructuring firms. The vertical change between the years illustrates ΔROCE.  
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Table V. Univariate analysis for large and small provisions   
  Large provisions   Small provisions         

General characteristics N Mean Median  N Mean Median  
Mean 

difference  
Median 

difference 
PANEL A                       
Restructuring provisions          
SIZE 197 3,341 3,197  418 3,867 3,822  0,526***  0,625*** 
LEVERAGE 197 0,599 0,478  418 0,726 0,574  0,127*  0,096** 
            
Performance            
ROCE t1 197 0,007 0,082  418 0,125 0,121  0,118***  0,040*** 
ROCE t 197 0,015 0,060  418 0,127 0,122  0,142***  0,062*** 
ROCE t+1 184 0,084 0,106  394 0,122 0,123  0,038*  0,016 
ROCE t+2 168 0,115 0,127  368 0,136 0,129  0,021  0,002 
            
Change            
ΔROCE_PRE  197 0,002 0,015  418 0,001 0,003  0,005  0,012* 
ΔROCE t+1 184 0,082 0,036  394 0,003 0,006  0,085***  0,042*** 
ΔROCE t+2 168 0,136 0,057   368 0,008 0,007   0,128***  0,051*** 

PANEL B            
Warranty provisions          
SIZE 144 3,712 3,819  441 3,377 3,178  0,335***  0,641** 
LEVERAGE 144 0,526 0,427  441 0,543 0,420  0,017  0,007 
            
Performance            
ROCE t1 144 0,127 0,161  441 0,100 0,137  0,027  0,024* 
ROCE t 144 0,131 0,181  441 0,093 0,133  0,038  0,048*** 
ROCE t+1 141 0,165 0,168  424 0,111 0,133  0,054**  0,035** 
ROCE t+2 135 0,171 0,187  380 0,113 0,132  0,058**  0,054*** 
             
Change             
ΔROCE_PRE  144 0,005 0,019  441 0,007 0,002  0,005   0,017 
ΔROCE t+1 141 0,025 0,004  424 0,017 0,002  0,008   0,007 
ΔROCE t+2 135 0,040 0,020   380 0,014 0,001   0,027   0,018 

PANEL C             
Litigation provisions          
SIZE 18 3,635 3,898  151 3,919 4,166  0,284   0,267 
LEVERAGE 18 0,573 0,406  151 0,784 0,536  0,212   0,129 
            
Performance            
ROCE t1 18 0,064 0,087  151 0,174 0,155  0,239   0,068 
ROCE t 18 0,087 0,181  151 0,183 0,168  0,097   0,013 
ROCE t+1 18 0,107 0,192  145 0,184 0,173  0,076   0,019 
ROCE t+2 17 0,110 0,157  139 0,186 0,173  0,076   0,015 
             
Change             
ΔROCE_PRE  18 0,151 0,042  151 0,009 0,004  0,142   0,038 
ΔROCE t+1 18 0,021 0,048  145 0,001 0,003  0,020   0,046 
ΔROCE t+2 17 0,023 0,021   139 0,002 0,007   0,021   0,014 
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4.1.2 Warranty and litigation provisions 

As displayed in Table V, Panel B, the firms with large provisions for warranties are also 

larger in size than the ones with small warranty provisions. Also, the ones who 

recognise large warranty provisions perform better than those who do not and the 

difference is significant. There are significant differences when comparing ROCE but 

not  ΔROCE.  Thus,  although  the  firms with  large warranty  provisions  perform  better 

than firms with small warranty provisions the difference in ΔROCE is not statistically 

significant. To be able to conclude that warranty provisions have signalling value there 

must occur a change in performance, which in this case is not apparent.  

There are no significant differences in size and leverage between the two groups with 

large and small litigation provisions, as displayed in Panel C in Table V. The group 

with large litigation provisions have lower ROCE than the group with small provisions. 

Although the mean difference in ROCE is high between the two groups, it is not 

statistically significant. The group with smaller provisions show stability in their 

performance during the entire period, whereas the large provision group show 

indications of improvement. Nevertheless, there are no statistically significant 

differences between the groups mean and median for ΔROCE. 

Altogether, firm observations with large and small litigation provisions show no 

significant differences, neither in ROCE nor in ΔROCE. Due to the low number of 

observations within the group with large litigation provisions, the difference between 

the groups becomes statistically insignificant. Moreover, large litigation provisions 

seem to be uncommon, thus it is difficult to assess the potential signalling effect of such 

provisions. 

4.2 Implications of the univariate analysis  
The aim of the study is to investigate the relation between provisions and future firm 

performance, and thus conclude whether provisions contain signalling value. The 

univariate analysis results in some important insights to whether provisions contain this 

information or not.  

In order for a provision to have signalling value, there must be a change (positive or 

negative) in performance subsequent to the provision charge. Otherwise the signalling 

event would not carry any extra information (Akerlof, 1970; Spence, 1973). In this 
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study, the recognition of a provision is the event and performance the variable that must 

change. If the event would not signal a change, the behaviour would be characterized 

more by accounting conservatism, as explained by Basu (1997) and Watts (2003). The 

only type of provision that shows any significant change in performance after the 

provision was recognised is provision for restructuring. Atiase et al. (2004), found that 

firms that recognise a restructuring charge perform worse prior to the charge, but 

improve subsequent to the charge. Their results are similar to those that can be found in 

Table V. Although our findings show that improvements are observable as soon as year 

t +1, in comparison to Atiase et al. (2004) who measures the change between t +4 and t. 

In year t +2 the firms with large and small restructuring provision no longer differ 

significantly in level of performance. Our findings therefore resemble the results of 

Brickley and Van Drunen (1990) and Carter (1998) who found that firms recovered 

three to four years subsequent to the restructuring charge and are in contrast to Holder- 

Webb et al. (2005) and Fairfield et al. (2009) who did not find any recovery for 

restructuring firms.  

Although there are differences in level of performance for the warranty and litigation 

provisions, the difference is either already there prior to the provision is recognised, or 

both groups experience same amount of change in performance subsequent to the 

provision. The difference in ROCE can therefore not be tied to the provision charge. 

Hence, it is too uncertain to attribute a signalling value to the recognition of the 

provision, since the change in performance is equal for both groups. A possible 

explanation is that conservatism is a dominant factor when looking at the other 

provisions. It is a reasonable explanation, because litigations and warranty provisions 

are externally driven and intuitively they appear to have little correlation with future 

performance. Because future performance is unaffected by warranty and litigation 

provisions, it functions as an example of how accounting conservatism is intended to 

work (Basu 1997; Watts, 2003).  

According to the univariate analysis, warranty and litigation provisions do not appear to 

have any signalling value, because  the  firms’ change in performance is unaffected by 
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the event4, i.e. firms that recognise large provisions experience the same difference in 

performance as firms that recognise small provisions. The findings are not consistent 

with the concepts of signalling theory (Akerlof, 1970; Spence, 1973; Frantz, 1999). 

Moreover, there are few observations containing large litigation provision, which also 

diminishes the possibility to capture any signalling value. 

It is important to point out that the univariate analysis does not confirm nor reject the 

hypotheses. It is a tool that is used to render illumination whether provisions contain 

signalling value. However, to be able to properly answer out hypotheses we need to find 

out whether the provisions affect firms’ future performance. The next sections present 

the result from the multivariate analysis. 

4.3 The signalling effect of provisions – Multivariate analysis 
The univariate analysis gives indications of that the recognition of large restructuring 

provisions signal performance improvements. Large litigation and warranty provisions 

on the other hand, do not appear to have signalling value. A multivariate analysis is 

performed for each type of provision to further investigate these indications. 

4.3.1 Restructuring provisions relation to firm performance 

Table VI, presents the results from the regression analysis investigating the relation 

between restructuring provisions and firm performance. On  the  left  side ΔROCEt+1 is 

presented and on the right side ΔROCEt+2 is displayed. ΔROCE_PRE, SIZE and LEV 

are included as control variables. All continuing variables are winsorized at the 1% 

level. 

  

                                                        
4 This is illustrated in Table V when looking at the mean difference of the ROCE figures for warranty 
and litigation provisions. 
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Table VI. Regression analysis. Restructuring provisions and firm performance 
 ROCE t+1  ROCE t+2 

  Model 1 Model 2 Model 3  Model 4 Model 5   Model 1 Model 2 Model 3 Model 4 Model 5 

Test variables            
RES_PROV 0,174***      0,234**     
 (0,185)      (0,159)     
D0%  0,053*       0,097***      
  (0,012)       (0,015)      
D2%   0,078*** 0,081***     0,112*** 0,121***  
   (0,018) (0,020)     (0,021) (0,022)  
D02%    0,011      0,041  
    (0,014)      (0,017)  
DREVERSAL 0,025 0,022 0,020 0,018 0,032  0,042 0,007 0,006 0,011 0,011 

 (0,023) (0,023) (0,023) (0,023) (0,023)  (0,026) (0,028) (0,028) (0,028) (0,027) 

Control Variables           

ΔROCE_PRE 0,279*** 0,266*** 0,265*** 0,265*** 0,267***  0,313*** 0,250*** 0,262*** 0,248*** 0,251*** 

 (0,035) (0,019) (0,019) (0,019) (0,019)  (0,040) (0,023) (0,023) (0,023) (0,024) 

SIZE 0,091* 0,193*** 0,177*** 0,181*** 0,174***  0,168*** 0,267*** 0,235*** 0,252*** 0,230*** 

 (0,011) (0,007) (0,006) (0,007) (0,006)  (0,012) (0,008) (0,007) (0,008) (0,008) 

LEV 0,073** 0,064** 0,066** 0,066** 0,067**  0,102* 0,024 0,028 0,026 0,029 

 (0,013) (0,008) (0,008) (0,008) (0,008)  (0,011) (0,010) (0,010) (0,010) (0,010) 

            

Constant 0,072*** 0,179*** 0,166*** 0,169*** 0,168***  0,170*** 0,304*** 0,277*** 0,289*** 0,281*** 

 (0,041) (0,020) (0,020) (0,020) (0,020)  (0,047) (0,024) (0,024) (0,025) (0,024) 

            

N 578 2035 2035 2035 2035  536 1819 1819 1819 1819 

Adjusted R² 0,114 0,094 0,098 0,098 0,092   0,192 0,109 0,114 0,115 0,102 

* < α 0,05, ** < α 0,01, *** < α 0,001                  
( ) = Standard error                    

 

Model 1 includes only the sample with restructuring provisions (N=578) and 

investigates if restructuring provisions are associated with change in performance. 

RES_PROV is positively significant at the 0,1% level which indicates that restructuring 

provisions are positively associated with improvements in firm performance. As 

RES_PROV is a continuing variable, it seems as the improvement in performance 

increase with the level of provision. Thus, Model 1 supports the result from the 

univariate analysis. The results from Model 2 show whether restructuring provisions, 

regardless of the size of the provision, have any effect on future performance when the 

entire sample is tested (N=2035). It implies that restructuring provisions are 

significantly associated with improvements in firm performance. Firms with 
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restructuring provisions experience more improvement in performance than firms 

without restructuring provisions.  

Model 3 tests whether large provisions have signalling value and includes a dummy for 

restructuring provisions greater than 2% of CE. The D2% is positively significant, 

indicating that large restructuring provisions are associated with improved firm 

performance. To enhance the understanding of how provisions may work as a signal of 

performance, Model 4 incorporates the D2% and the D0-2%. Model 4 shows that the 

D2% is significantly associated with performance improvements while D0-2% is 

insignificant. This indicates that restructuring provisions greater than 2% of CE are 

informative of future performance changes. On the other hand, restructuring provisions 

less than 2% of CE are not found to be associated with performance improvements. 

Thus, large restructuring provisions signals improved performance while small 

restructuring provisions are not informative of future performance.  

Model 5 show that DREVERSAL is not associated with performance improvements. 

DREVERSAL is also insignificant in Models 1-4, which indicate that large reversals of 

restructuring provisions have no relation to performance improvements. Whether firms 

recognise large reversals of restructuring provisions or not, do therefore not add any 

information regarding firm performance. 

For Models 1 to 5, all control variables are statistically significant. It seems that 

previous performance, size and leverage are informative in explaining future firm 

performance.  ΔROCE_PRE  have a significant negative effect on  ΔROCEt+1. This 

indicates mean reversion, and that firms with previously decreases in performance 

changes, report large restructuring provisions which in turn increases the performance 

changes in t +1. SIZE affects changes in future performance negatively and LEV affects 

changes in future performance positively. Thus, smaller firms with high leverage that 

have experienced low or negative changes in ΔROCE_PRE have higher ΔROCEt+1. The 

Adjusted R2 is moderate for all models, but is the highest in Model 1 (0,114) when only 

the sample with restructuring provisions is included. When the entire sample is included 

Adjusted R2 is the highest in Model 3 and 4 where D2% is included. Implying that 

restructuring provisions greater than 2% of CE can explain some of the variation 

ΔROCEt+1. 
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On the right side in Table VI, the same regression models for ΔROCEt+2 are presented. 

The  results  for  ΔROCEt+2 are similar to the findings of ΔROCEt+1. For firms with 

restructuring provisions the improvement in performance increase with the level of the 

provisions, meaning that restructuring provisions are associated with firm performance 

two year subsequent to the provision. Furthermore, the findings in Model 2 imply that 

firms with restructuring provisions experience greater change in performance two years 

after the provision than firms without restructuring provisions. In Model 3 D2% is 

positive statistically significant indicating that firms with large restructuring provisions 

have higher improvement. Model 4 shows that the D2% is significant while D0-2% is 

insignificant. Hence, similar to year t +1, firms with large restructuring provisions have 

higher performance changes year t +2 than firms with smaller restructurings provisions.  

DREVERSAL do not show any association with firm performance in neither of the 

models, which is similar to the findings of year t +1. Reversals of restructuring 

provisions do not provide information regarding performance improvements. 

ΔROCE_PRE  and  SIZE  is  negatively significant while LEV is insignificant. The 

findings indicate that leverage is not informative of change in performance year t +2. 

Thus, smaller firms with low or negative pre performance changes have high 

ΔROCEt+2. Additionally, the Adjusted R2 in ROCEt+2 is moderate for all models but is 

the highest in Model 1 (0,192) when the sample consist of only firms with restructuring 

provisions. When the whole sample is included Adjusted R2 is the highest in Model 3 

and 4 where D2% is included. This implies that restructuring provisions greater than 2% 

of CE explain some of the variation ΔROCEt+2. The Adjusted R2 is somewhat higher in 

ROCEt+2 than in ROCEt+1 but overall the models seem to be able to explain equal 

amounts of variation in ROCEt+1 as in ROCEt+2.   
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4.3.2 Warranty and litigation provisions relation to firm performance 

The univariate analysis was rather conclusive regarding the signalling value of warranty 

and litigation provisions. It provided no indications of a relation between the named 

provisions and a change in performance. As warranty and litigation provisions show 

similar findings, the results from the regressions are illustrated first followed by a joint 

explanation of the tables. Table VII presents the results from the regression analysis of 

the relation between warranty provisions and firm performance. ΔROCEt+1 is presented 

on  the  left  side  and  ΔROCEt+2 on the right side. ROCE_PRE, SIZE and LEV are 

included as control variables. All continuing variables are winsorized at the 1% level.  

 

Table VII. Regression analysis. Warranty provisions and firm performance 
 ΔROCE t+1  ΔROCE t+2 

  Model 1 Model 2 Model 3 Model 4 Model 5  Model 1 Model 2 Model 3 Model 4 Model 5 

Test variables                      
WAR_PROV 0,025      0,055     
 (0,295)      (0,335)     
D0%  0,002        0,029     
  (0,012)        (0,015)     
D2%   0,023 0,021     0,045 0,024  
   (0,021) (0,022)     (0,025) (0,026)  
D02%    0,006      0,042  
    (0,013)      (0,016)  
DREVERSAL 0,038 0,036 0,029 0,031 0,037  0,020 0,029 0,008 0,018 0,020 

 (0,022) (0,023) (0,023) (0,024) (0,022)  (0,025) (0,028) (0,028) (0,029) (0,027) 

Control Variables           

ΔROCE_PRE 0,284*** 0,266*** 0,267*** 0,267*** 0,266***  0,344*** 0,252*** 0,252*** 0,253*** 0,252*** 

 (0,040) (0,019) (0,019) (0,019) (0,019)  (0,047) (0,024) (0,024) (0,024) (0,024) 

SIZE 0,203*** 0,174*** 0,177** 0,176*** 0,174***  0,172*** 0,227*** 0,237*** 0,230*** 0,232*** 

 (0,009) (0,006) (0,006) (0,006) (0,006)  (0,011) (0,008) (0,008) (0,008) (0,007) 

LEV 0,145** 0,070** 0,070** 0,070** 0,070**  0,039 0,030 0,031 0,030 0,031 

 (0,016) (0,008) (0,008) (0,008) (0,008)  (0,019) (0,010) (0,010) (0,010) (0,010) 

            

Constant 0,141*** 0,167*** 0,169*** 0,169*** 0,167***  0,153*** 0,281*** 0,285*** 0,284*** 0,282*** 

 (0,032) (0,020) (0,020) (0,020) (0,020)  (0,038) (0,024) (0,024) (0,024) (0,024) 

            

N 565 2035 2035 2035 2035  515 1819 1819 1819 1819 

Adjusted R² 0,122 0,092 0,093 0,092 0,093   0,134 0,103 0,103 0,104 0,102 

* < α 0,05, ** < α 0,01, *** < α 0,001                  
( ) = Standard error                    
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The relation between litigation provisions and firm performance is presented in Table 

VIII. ΔROCEt+1 is presented  on  the  left  side  and  ΔROCEt+2 on the right side. 

ROCE_PRE, SIZE and LEV are included as control variables. All continuing variables 

are winsorized at the 1% level.  

 
Table VIII. Regression analysis. Litigation provisions and firm performance 

 ΔROCE t+1  ΔROCE t+2 

  Model 1 Model 2 Model 3 Model 4 Model 5   Model 1 Model 2 Model 3 Model 4 Model 5 

Test variables                      
LIT_PROV 0,094      0,254     
 (1,170)      (1,377)     
D0%  0,003       0,011     
  (0,021)       (0,025)     
D2%   0,001 0,001     0,020 0,021  
   (0,055) (0,056)     (0,065) (0,065)  
D02%    0,002      0,005  
    (0,022)      (0,025)  
            
DREVERSAL 0,032 0,005 0,006 0,005 0,006  0,077 0,001 0,002 0,003 0,003 

 (0,031) (0,037) (0,035) (0,037) (0,033)  (0,036) (0,043) (0,041) (0,044) (0,039) 

Control Variables            

ΔROCE_PRE 0,271** 0,266*** 0,266*** 0,266*** 0,266***  0,176* 0,251*** 0,252*** 0,252*** 0,251*** 

 (0,066) (0,019) (0,019) (0,019) (0,019)  (0,078) (0,024) (0,024) (0,024) (0,024) 

SIZE 0,048 0,169*** 0,168*** 0,169*** 0,168***  0,137 0,231*** 0,229*** 0,230*** 0,229*** 

 (0,015) (0,006) (0,006) (0,006) (0,006)  (0,018) (0,008) (0,007) (0,008) (0,007) 

LEV 0,034 0,066** 0,066** 0,066** 0,066**  0,128 0,028 0,029 0,029 0,028 

 (0,018) (0,008) (0,008) (0,008) (0,008)  (0,021) (0,010) (0,010) (0,010) (0,010) 

            

Constant 0,019 0,165*** 0,165*** 0,165*** 0,165***  0,081 0,282*** 0,280*** 0,281*** 0,280*** 

 (0,065) (0,020) (0,020) (0,020) (0,020)  (0,078) (0,024) (0,024) (0,024) (0,024) 

            

N 163 2035 2035 2035 2035  156 1819 1819 1819 1819 

Adjusted R² 0,055 0,091 0,091 0,091 0,092   0,104 0,102 0,102 0,101 0,102 

* < α 0,05, ** < α 0,01, *** < α 0,001                  
( ) = Standard error                    

 

LIT_PROV and WAR_PROV are both insignificant in Model 1, which indicate that 

change in firm performance for firms with such provisions does not increase with the 

level of the provisions. Additionally, the D0%, D2% and D0-2% variables are 

insignificant for Models 2-4. It cannot be found that small provisions or large provisions 
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have a relation to firm performance year t +1 or year t +2. Thus, firms who recognise 

warranty and litigation provisions do not experience greater changes in performance 

than firms without the named provisions. DREVERSAL is insignificant for all models 

for both years suggesting that reversals of warranty and litigation provisions do not add 

information regarding future firm performance.   

The control variables in Table VII and VIII show similar results to the ones from 

restructuring provisions (See Table VI). It seems that previous performance, size and 

leverage are associated with changes in firm performance year t +1. On the other hand, 

only previous performance and size is related to changes in firm performance year t +2. 

Adjusted R2 increases moderately from year t +1 to year t +2 for both warranty and 

litigation provisions, which is similar to the findings for restructuring provisions.   

4.4 The signalling value of restructuring provisions 
Large restructuring provisions are found to be positively associated with improvement 

in firm performance. Firms that recognise large restructuring provisions increase their 

performance more than firms that do not. Thus, large restructuring provisions are 

signals of performance improvements. Our findings can be explained by general theory 

of signalling which suggests that firms that expect next year’s earnings to increase wish 

to signal its superiority (Akerlof, 1970; Spence, 1973). The reason according to 

signalling theory is that the cost of the restructuring provision is less for a firm that 

expect next year’s earnings to increase than a firm who expect next year earnings to 

decrease (Teoh & Hwang, 1991; Frantz, 1999; Healy & Palepu, 2001). Additionally, 

our result strengthens the assumption that provisions may be used discretionary to 

signal performance as proposed by Peek (2000). All together this implies that 

restructuring provisions can be used as an alterable signal.  

The regression analysis shows that the size of the restructuring provision renders extra 

illumination regarding performance improvements, implicating that the signal increases 

with the size of the provision. When D2% is included, there is a positive significant 

relationship with improvement of firm performance. Thus, this indicates that the larger 

provisions are the driving force behind the performance improvements. Firms that 

recognise large restructuring provisions have higher performance improvement than 

firms recognising smaller provision and firm with no restructuring provision. Our 
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results are in line with the findings of Teoh and Hwang (1991), Frantz (1999) and Healy 

and Palepu (2001), who states that the size of the signal is related to the cost of the 

signal, which in turn is an indication of the performance improvements. Additionally, 

Atiase et al. (2004) also found that the magnitude of the restructuring charge affected 

the performance improvements. Hence, it appears that restructuring provisions have 

similar signalling value as restructuring charges.  

Furthermore, previous research suggests that firms undertake restructurings to expand 

operations, make operations more effective or as a response to changing business 

environment (Brickley & Van Drunen, 1990; Atiase et al., 2004). Restructurings occur 

due to the desire to improve existing operations. Our findings suggest that restructuring 

provisions, and not solely the restructuring charge, are associated with improvement of 

firm performance. The result in this study therefore corresponds to the findings of 

Atiase et al. (2004). However, we measure and find improvement already one year 

subsequent to the restructuring, while Atiase et al. (2004) measured and found 

improvement four years subsequent to the restructuring. Our findings therefore suggest 

that restructuring provisions are followed by an immediate improvement in 

performance.  

Large reversals are not found to be associated with performance improvement. The 

result somewhat contradicts the finding of Moehrle (2002) who finds that firms use 

reversals to manage the figures upward implying that they would appear to improve 

performance. Due to that our performance measure has eliminated the accounting effect 

from the reversal itself, a part of such earnings management should be diminished. 

Instead, the results imply that the reversals of restructuring provisions more are due to 

estimation error than a sign of performance improvement.  

In summary, we find support for restructuring provisions being a signal of improved 

firm performance year t +1 and t +2 and H1 is therefore accepted. The results also show 

that it is the larger provisions that provide the signal of improved firm performance. 

4.5 The signalling value of war ranty and litigation provisions 
After the multivariate analysis there are still no indications of that warranty provisions 

are indicative of future performance. The findings show no significant relation between 

warranty provisions and firm performance. Neither large nor small warranty provisions 
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seem to be informative of future firm performance. The reversal of a warranty 

provisions is also not associated with firm performance. Thus, warranty provisions do 

not appear to function as a signal of firm performance.  

It may seem a bit surprising that large litigation provisions show no significant 

improvements subsequent to the litigation provisions, since they improved their 

performance with more than 15% (See Table V, Panel C). However, there are only 18 

observations with large litigation provisions, indicating that there are very few large 

litigation provisions. It is therefore likely that any effect from such provision become 

statistically insignificant. As expected, the reversals of litigation provisions are not 

associated with firm performance. Thus, it can be stated that litigation provisions are 

rare and they appear to have no signalling value. 

Neither warranties nor litigations are found to contain signalling value of firm 

performance. More specifically, when firms recognise warranty and litigation 

provisions, the firms’ performance is unaffected. The results can be explained by Basu’s 

(1997) conclusion that losses are characterized by having high timeliness and low 

persistence. Moreover, the inference that unrealized losses recognized today will not 

affect next years’ earnings (Basu, 1997; Watts, 2003) seems applicable for warranty and 

litigation provisions. Hence, warranty and litigation provisions appear to affect 

performance according to conservative accounting. We are unable to find a relation 

between warranty and litigation provisions to future firm performance and therefore 

deem it proper to accept H2. 
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5. Discussion  
This chapter presents a discussion regarding the main findings. We elaborate on 
implications and potential causes to our results forming a concluding opinion 
regarding the signalling value of provisions.  

5.1 Implications of the results 
The concepts of alterable and unalterable signals have been discussed throughout this 

paper. The main difference between the two concepts is that alterable signals are signals 

that a firm can choose to send out, whereas unalterable signals are signals that are 

externally imposed and thus attached by outsiders to certain actions (Akerlof, 1970; 

Spence, 1973). According to the results from this study, it is apparent that restructuring 

provisions do have signalling value, whereas warranty and litigation provisions do not. 

Hence, the question whether restructuring provisions are alterable or unalterable signals 

remains.  

Restructuring provisions do possess the requirements to function both as an alterable 

and unalterable signal. As explained by Frantz (1999) and Peek (2004) managers can 

decide when to account for a restructuring provision. Thereby managers’ signals that 

they  expect  the  following  year’s  performance  to  improve  and  thus  the  restructuring 

provision functions as an alterable signal. However, although the room for management 

discretion exists the standard is rigorous in demanding full disclosure of the 

restructuring events (IAS 37). Due to the demands of the standard, it becomes a bit 

ambiguous how much room managers have to signal their expectations. 

The univariate analysis revealed that firms with large restructuring provisions 

performed poorly in both year t-1 and year t, indicating that the restructuring provisions 

are a possible consequence of prior poor performance. Thus, the notion that a firm 

recognise a restructuring provision to signal their superior performance as suggested by 

Frantz (1999) and Peek (2000) appear less likely. Instead the results implicate that 

restructuring provisions are a consequence of prior poor performance and signals the 

turning point for the firm. The restructuring provision leads to improved performance, 

as also suggested by previous studies (e.g. Brickley and Van Drunen, 1990; Chaney et 

al. 1999) implicating that when managers chose to recognise a restructuring provision it 

functions as an alterable signal. However, whether managers are autonomous when 

deciding whether to restructure or not, is unclear.  
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Brickley and Van Drunen (1990) states that healthy firms can choose to restructure as a 

part of their growth process, while firms in financial distress are forced by outside 

pressure, such as creditors, to restructure. Our results indicate that firms with large 

restructuring provisions primarily are firms who perform poorly. Hence, it is ambiguous 

whether restructuring provisions are alterable or unalterable signals, since it is unclear if 

firms can decide for themselves when to restructure. Regardless whether the 

restructuring provisions are alterable or unalterable signals, we can conclude that there 

is a signal. However, before stating that restructuring provisions signals real 

improvements in performance, there are some issues that need to be addressed. 

5.1.1 Reasons for the performance improvement 

There is a difference between firms who show performance improvements and high 

performing firms. In line with prior studies (Holder-Webb et al., 2005; Fairfield et al., 

2009), our results indicate that firms who recognise large restructuring provisions 

perform poorer than their peers. At the same time, the same firms show the highest 

levels of improvement (Atiase et al., 2004). Thus, there is a fundamental difference 

between level of performance and improvement in performance.  

Performance improvements can be due to a number of reasons. It may be due to mean 

reversion (Atiase et al., 2004). Firms who perform poorly have more room for 

improvements and therefore actually tend to improve and vice versa. It does not mean 

that the firm will perform better than its peers. As mentioned, firms with large 

restructuring provisions perform poorly in year t, especially compared to their peers, but 

in t +1 and t +2 the restructuring firms improve their performance substantially. 

To measure the performance improvement from the worst year could lead to a potential 

bias in the analysis and an overoptimistic approach to the performance improvements. 

Restructuring provisions are often recognised simultaneously with other forms of 

earnings decreasing actions such as the write-down of assets (Francie et al., 1996; 

Fairfield et al., 2009). Firms may also have utilised a part of the provision before the 

end of the fiscal year, leading to that some of the restructuring costs negatively affect 

the operating profit of base year t. Although our performance measure ROCE has erased 

the earnings effect from recognising a provision, the base year may still suffer from 

other non-recurring items causing year t to be abnormally poor. Hence, the high level of 
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change in ΔROCEt+1 and ΔROCEt+2 could possibly be a consequence of an abnormally 

poor year.  

A big bath strategy, implicates that a firm accelerate the recognitions of future expenses 

into the current period (Atiase et al., 2004; Peek, 2004). Though it may resemble 

accounting conservatism as explained by Watts (2003), there is an important difference. 

In a big bath strategy the firm incorporates regular future expenses into a provision. By 

incorporating regular future expenses in year t, the firm boost their operating profit by 

lowering their costs in the following years, thus improving their ROCE. Such 

accounting would obviously lead to the same results as a real improvement subsequent 

to a restructuring. Hence, we cannot be sure that the improvement is not partially 

explained by either big bath accounting or an abnormally poor base year.  

Although the multivariate analysis cannot diminish the effect from such bias, the 

univariate analysis displays a fruitful insight. Year t-1 proved to be the second worst 

year for restructuring firms. Thus, these firms already show poor performance prior to 

the recognition of the restructuring provision (See Diagram II). Implicating that the 

significant improvement in performance in year t +1 cannot be entirely attributed to 

costs associated with year t being an abnormally poor year. Therefore it is also unlikely 

that the performance improvements can be entirely attributed to big bath accounting. 

The room for managers to engage in big bath accounting is limited, due to the rigorous 

demands on disclosure quality (IAS 37). Moreover, the role of the auditors’ is to assure 

that the recognised provisions are not unrealistically large. The mentioned factors do not 

eliminate the occurrence of big bath accounting, but it is reasonable to believe that they 

decrease the impact of such accounting on our results.  

In summary, mean reversion, abnormally poor base year and big bath accounting are all 

explanations that can explain improvement in performance. That being mentioned, the 

results are conclusive, and we believe that the above reasons cannot fully explain the 

increase in performance that firms with large restructuring provisions experience. It is 

ambiguous how much of the performance improvement that can be credited to 

improvements in the underlying operations. However, it appears unlikely that the entire 

improvement is not associated to fundamental improvements at all.   
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6. Conclusion 
In the following chapter we conclude the thesis and answer our aim. We state the thesis’ 
contribution and suggest areas for future research. 

This study set out to increase the knowledge of how firm performance can be better 

understood. The aim is to investigate the relation between provisions and firm 

performance and thus the potential for provisions to function as signals. Restructuring, 

warranty and litigation provisions are examined separately in order to discover if they 

are informative of future firm performance. Based on general signalling theory, two 

hypotheses were generated. Restructuring provisions were expected to signal a 

performance improvement subsequent to the provision charge, whereas warranty and 

litigation provisions were not expected to be related to future firm performance.  

The results suggest that large restructuring provisions in fact are informative of 

performance improvements. As expected,  firms’  performance  improves subsequent to 

the recognition of large restructuring provisions. The empirics imply that large 

restructuring provisions are informative regarding future performance improvements, 

while small restructuring provisions are not. Thus, large restructuring provisions do 

function as signals of future performance improvements and H1 is therefore accepted. 

Regarding warranty and litigation provisions, we cannot find them to be associated with 

firm performance. The results show no indications that firms with warranty or litigation 

provisions are followed by neither an improvement nor a decline in performance. 

Therefore, warranty and litigation provisions do not appear to function as signals of 

firm performance and H2 is therefore accepted. 

We extend existing knowledge by providing new insights regarding how provisions 

functions as signals of firm performance. For those interested in forecasting firm 

development more attention should be addressed towards restructuring provision as we 

find them to signal improvements in firm performance. A question whether the 

performance improvement from restructuring provisions is due to real operating 

improvements, or affected by other factors remains. Our results can probably partially 

be explained by firms experiencing an abnormally poor base year and the occurrence of 

big bath accounting. Furthermore, this study focuses on the actual performance of firms 

who recognize a provision. We have concluded that large restructuring provisions do 
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function as a signal of future performance improvements and a natural extension of our 

research is to examine whether investors react to this signal or not.     

Although warranty and litigation provisions do not provide a signal regarding firm 

performance, it is a unique finding due to the limited research in the area. Future 

research can now build on our findings when conducting new studies. For example, 

there can be other ways to investigate the potential for warranty provisions to function 

as signals. To recognise a warranty provision can be a part of the regular operating 

process, but if an unexpected change in the level of warranty provisions would occur, 

such a change could have signalling value. Such research could provide more 

knowledge regarding warranty provisions’ effect on firms’ future performance. 
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Appendices 
 
Appendix 1 

Table IX. Correlation statistics. Variables of restructuring provisions 

Pearson 
Correlation ΔROCE t+1 

ΔROCE 
t+2 ΔROCE_PRE SIZE LEV DREVERSAL RES_PROV D0% D2% D02% 

ΔROCE t+1 1          

ΔROCE t+2 ,680** 1         

ΔROCE_PRE ,258** ,234** 1        

SIZE ,132** ,201** ,062** 1       

LEV ,035 ,025 ,032 ,234** 1      

DREVERSAL ,003 ,039 ,011 ,182** ,035 1     

RES_PROV ,070** ,104** ,006 ,011 ,002 ,126** 1    

D0% ,004 ,003 ,031 ,407** ,140** ,265** ,443** 1   

D2% ,075** ,102** ,020 ,069** ,029 ,163** ,723** ,503** 1  

D02% ,060** ,077** ,021 ,415** ,139** ,184** ,021 ,777** ,154** 1 
**. Correlation is significant at the 0.01 level (2tailed). 

 

Table X. Collinearity statistics. 
Restructuring provision 

Model 4 Tolerance VIF 

(Constant)   

ΔROCE_PRE ,994 1,006 

SIZE ,757 1,320 

LEV ,933 1,071 

DREVERSAL ,918 1,090 

D2% ,920 1,087 

D02& ,764 1,308 

Dependent Variable: 
DELTA_ROCE_POST1 
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Appendix 2 

Table XI. Correlation statistics. Variables of warranty provisions 

Pearson 
Correlation ΔROCE t+1 ΔROCE t+2 ΔROCE_PRE SIZE LEV DREVERSAL WAR_PROV D0% D2% D02% 

ΔROCE t+1 1          

ΔROCE t+2 ,680** 1         

ΔROCE_PRE ,258** ,234** 1        

SIZE ,132** ,201** ,062** 1       

LEV ,035 ,025 ,032 ,234** 1      

DREVERSAL ,005 ,023 ,010 ,147** ,053* 1     

WAR_PROV ,005 ,016 ,011 ,084** ,047* ,296** 1    

D0% ,018 ,066** ,013 ,219** ,002 ,368** ,463** 1   

D2% ,001 ,009 ,013 ,177** ,006 ,347** ,766** ,439** 1  

D02% ,020 ,067** ,023 ,132** ,002 ,192** ,037 ,831** ,134** 1 
**. Correlation is significant at the 0.01 level (2tailed). 

*. Correlation is significant at the 0.05 level (2tailed). 

 

Table XII. Collinearity statistics. 
Warranty provision 

Model 4 Tolerance VIF 

(Constant)   

ΔROCE_PRE ,995 1,005 

SIZE ,872 1,146 

LEV ,927 1,078 

DREVERSAL ,814 1,229 

D2% ,810 1,235 

D02% ,898 1,113 

Dependent Variable: 
DELTA_ROCE_POST1 
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Appendix 3 

Table XIII. Correlation statistics. Variables of litigation provisions 

Pearson 
Correlation ΔROCE t+1 ΔROCE t+2 ΔROCE_PRE SIZE LEV DREVERSAL LIT_PROV D0% D2% D02% 

ΔROCE t+1 1          

ΔROCE t+2 ,680** 1         

ΔROCE_PRE ,258** ,234** 1        

SIZE ,132** ,201** ,062** 1       

LEV ,035 ,025 ,032 ,234** 1      

DREVERSAL ,014 ,028 ,010 ,138** ,094** 1     

LIT_PROV ,005 ,016 ,012 ,106** ,024 ,349** 1    

D0% ,034 ,047* ,006 ,255** ,099** ,436** ,584** 1   

D2% ,014 ,002 ,031 ,052* ,005 ,263** ,774** ,315** 1  

D02% ,030 ,050* ,004 ,250** ,103** ,365** ,339** ,941** ,025 1 
**. Correlation is significant at the 0.01 level (2tailed). 

*. Correlation is significant at the 0.05 level (2tailed). 

 
 

 

 
 

Table XIV. Collinearity 
statistics. Litigation provision 

Model 4 Tolerance VIF 

(Constant)   

ΔROCE_PRE ,994 1,006 

SIZE ,877 1,140 

LEV ,931 1,074 

DREVERSAL ,788 1,269 

D2% ,909 1,100 

D02% ,807 1,240 

Dependent Variable: 
DELTA_ROCE_POST1 


