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		Abstract

		We investigate whether income smoothing affects the usefulness of earnings for contracting through the monitoring role of earnings-based debt covenants. First, we examine initial contract design and predict that income smoothing will increase (decrease) the use of earnings-based covenants if income smoothing improves (reduces) the usefulness of earnings to monitor borrowers. We find that private debt contracts for borrowers with greater income smoothing are more likely to include earnings-based covenants. A structural model exploring the cause of this relation provides evidence that smoothing improves the ability of earnings to reflect credit risk. Second, we examine technical default following contract inception. We find that income smoothing is associated with a lower likelihood of spurious technical default (when the borrowerâ€™s economic performance has not declined but the loan nevertheless enters technical default). In contrast, we find no association between income smoothing and performance technical default (when the borrowerâ€™s economic performance has declined). Collectively, this evidence is consistent with income smoothing improving the effectiveness of earnings-based information in monitoring borrowers. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: Income Smoothing, Debt Contracting, Financial Covenants, Technical Default

	
	

	
    

    
	

	
	
		JEL Classification: G30, M40, M41, M43

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Demerjian,  Peter R. and Donovan,  John and Lewis-Western,  Melissa Fay, Income Smoothing and the Usefulness of Earnings for Monitoring in Debt Contracting (November 8, 2018).  Available at SSRN: https://ssrn.com/abstract=2745631 or http://dx.doi.org/10.2139/ssrn.2745631 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Peter R. Demerjian (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				School of Accountancy, J. Mack Robinson College of Business, Georgia State University  ( email )

			

			
			
				
				
				
					GA
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						John Donovan

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				University of Notre Dame - Department of Accountancy  ( email )

			

			
			
				
				
				
					Mendoza College of Business
Notre Dame, IN  46556-5646
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Melissa Fay Lewis-Western

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Brigham Young University - Marriott School of Business  ( email )

			

			
			
				
				
				
					Provo, UT  84602
United States
801-703-8426 (Phone)

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				      585

			

		
		
		
			Abstract Views

			    2,830

		

		
		 
		
			Rank

			   85,950

		

		
	


	
		
            
            	        5 Citations
		

	

	
		
			
				       80 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Financial Accounting eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Financial Accounting eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            3,566

                                    

                                    
                                        PAPERS

                                           18,573

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Ross L. Watts at Massachusetts Institute of Technology (MIT) - Sloan School of Management

                                    

                                
                            

                        

                    

                
	
                    Corporate Finance: Governance, Corporate Control & Organization eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Corporate Finance: Governance, Corporate Control & Organization eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            3,252

                                    

                                    
                                        PAPERS

                                           34,097

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        RenÃ© M. Stulz at Ohio State University (OSU) - Department of Finance

                                    

                                
                            

                        

                    

                


            

            
                
                

                	
                    Corporate Finance: Capital Structure & Payout Policies eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Corporate Finance: Capital Structure & Payout Policies eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            2,644

                                    

                                    
                                        PAPERS

                                           15,035

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        RenÃ© M. Stulz at Ohio State University (OSU) - Department of Finance

                                    

                                
                            

                        

                    

                
	
                    S&P Global Market Intelligence Research Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                S&P Global Market Intelligence Research Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            2,570

                                    

                                    
                                        PAPERS

                                           40,900

                                    

                                

                                
                            

                        

                    

                
	
                    Econometric Modeling: Capital Markets - Risk eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Econometric Modeling: Capital Markets - Risk eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                              608

                                    

                                    
                                        PAPERS

                                            9,315

                                    

                                

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l200 in   0.117 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
