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INTRODUCTION

There is an ongoing debate in the accounting literature about book-tax
conformity (BTC) and its effects on accounting quality. Accounting re-
searchers have discussed at length the costs and benefits of a fully conformed
system (one-book) wherein book and tax items are perfectly aligned, as op-
posed to an utterly disconnected system (two-book) wherein taxable income
and book earnings are detached. However, only a few studies have investi-
gated the effects of a switch from a system where taxable income and ac-
counting earnings are disconnected (two-book) to a system where the two
measures of income are strictly related (one-book). This study evaluates the
impact on accounting quality of an increase in BTC caused by a change in
tax rules toward IFRS-oriented taxation. Since the large body of extant liter-
ature on BTC has not reached a consensus over its consequences on account-
ing quality, especially in cross-country studies, this work widens the findings
of this strand of research.

The relationships between financial reporting and corporate taxation
across different jurisdictions, specifically referring to the European Union,
are described and analysed in Section 1. Then, to investigate the switch from
a two-book system to a one-book system, Italy has been selected as a setting
that allows the observation of such an event. During the first years of man-
datory adoption of International Financial Reporting Standards (2006-2007),
Italian listed companies had their taxable income determined based on local
GAAP earnings. This meant to restate IFRS financial statements according
to local GAAP and then apply tax adjustments. In 2008, accounting earnings
determined according to IFRS became the starting point for tax calculations.
This switch from a two-book (2006-2007) to a one-book (2008-2010) system
will serve as the primary reference of this work. The consequent motivation



is to assess if these changing tax law requirements served as means of in-
creased alignment and if this led to a change in accounting quality.

In Section 2, theory and prior literature on BTC are introduced. The the-
oretical background of this study is laid down, together with a review of cur-
rent issues on BTC as discussed by both policymakers and academics. The
theoretical framework is the agency theory mediated by the tax variable, in
a principal-agent-tax authority relation, which is a variant of agency theory
developed by the tax avoidance literature. The main assumption underlying
this approach is that a strong BTC can be beneficial to both financial report-
ing and corporate tax enforcement. In a fully aligned system, increased mar-
ket pressure on tax reporting, on the one hand, and reinforced scrutiny of the
tax authority on accounting numbers, on the other hand, will result in in-
creased tax compliance and lower agency costs. However, a fully aligned
system can generate relevant incentives to earnings deflation to save on tax
payments. Previous literature has long debated the potential benefits and
costs of book-tax conformity. The main issue is whether the degree of book-
tax conformity affects accounting quality or the information conveyed by
accounting earnings, or both. Initial studies have focused on the US. They
show that a strong BTC reduces the informativeness of financial statements.
Other studies, which examine the value relevance of accounting earnings and
the quality of accounts across countries, provide mixed evidence on the ef-
fects of book-tax conformity.

Section 3 includes the empirical analysis of Italian listed companies. The
sample selection process is illustrated. It results in a sample of 114 uncon-
solidated financial statements of mandatory IFRS adopters listed on the Ital-
ian stock exchange over the years 2006 to 2010. The switch serves as an
opportunity to assess the impact of different degrees of BTC on accounting
quality. Then, research methods are described. BTC is measured using dif-
ferent types of book-tax differences (BTDs). Accounting quality is assessed
by testing the association of current earnings with future earnings and future
cash flows, and using earnings management metrics, therefore measuring
also conforming tax avoidance. Results show that an increase in BTC under
the same set of accounting standards reduces earnings persistence. However,
tests on the association of current earnings with future cash flows show no
impact of changes in BTC levels. Earnings management analysis reveals lim-
ited signals of a downward trend in abnormal pre-tax working capital accru-
als after the switch, as a consequence of stronger tax incentives to earnings
deflation and, thus, to conforming tax avoidance. Although no conclusive
evidence is shown concerning earnings management and conforming tax
avoidance practices, the analysis allows some generalizations on the impact
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of BTC changes on accounting quality when tax rules tend to align to ac-
counting standards (IFRS).

In the final Section, the conclusions are drawn by evaluating both the
contribution to the accounting literature and the policy implications of this
study. Limitations and future developments are discussed. In reference to
policy implications, this study intends to assist policymakers in two ways.
Firstly, it provides a better understanding of how accounting standards and
tax rules interact, influencing tax policies. Secondly, this study represents a
significant improvement in the knowledge of IFRS-driven tax bases, being
potential support for national and European lawmakers in determining a
Common Corporate Tax Base (CCTB). In reference to its contribution to the
accounting literature, to the best of my knowledge, this is the first study that
tests the switch from a two-book to a one-book system for all listed firms
within the same institutional setting and under the same set of accounting
standards. The work contributes to the literature on BTC in two ways. From
a methodological standpoint, it contributes to refining various aspects of
BTC measurement relying on different types of book-tax differences
(BTDs). From an empirical standpoint, it contributes to widening the find-
ings on the effects of increased BTC by highlighting the trade-off between
higher conformity and accounting quality.
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1. THE RELATIONSHIP BETWEEN BOOK
AND TAXABLE INCOME ACROSS JURISDICTIONS

1.1. Conforming book and taxable income: mere academic debate
or real policy issue?

From a financial accounting point of view, the main aim of financial state-
ments is to provide useful information to capital providers and other stake-
holders to make economic decisions. Financial statements are also used for
monitoring, playing an essential role in the business contracting process
(Beyer et al., 2010). From a taxation point of view, the role of financial state-
ments is more nuanced. On the one hand, they can serve as a starting point
for determining taxable income in jurisdictions that adopt the dependence
principle. On the other hand, they do not play any relevant role for tax pur-
poses in countries wherein taxable income is independent of accounting
profit. In the middle, there is a vast grey area with different shades of de-
pendence, either material or formal.

In such a discussion, the concept of book-tax conformity is always centre
stage. Book-tax conformity (hereinafter BTC) describes the extent to which
accounting income (following GAAP) and taxable income (following the
country’s Tax Code) mirror each other (Blaylock et al., 2017). BTC is as-
sumed to be strong when managers have limited discretion in reporting ac-
counting earnings that differ from taxable income, according to accounting
standards and tax rules. This commonly means that companies under a strong
BTC adopt a one-book system, i.e. they use the same accounting system for
both financial and tax reporting purposes, even if with some adjustments.
one-book systems are typical of Civil Law countries, especially in continen-
tal Europe (e.g. Germany, France, Italy).

On the contrary, BTC is assumed to be weak when managers are allowed
to report accounting earnings that differ significantly from taxable income.
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This usually happens in a two-book system, wherein companies adopt two
completely different sets of rules and, in some cases, two different sets of
accounts: one for financial reporting purposes and another for tax reporting
purposes. Such a system is typical of Common Law countries, like the United
States and others that had been under the British crown (e.g. Australia, Hong
Kong, Singapore). Notwithstanding this distinction, it is pretty clear that
complete conformity is not practically feasible. There will always be book-
tax differences (BTD) due to tax incentives (e.g. accelerated depreciation) or
special tax credits (e.g. R&D tax credit). At the same time, the complete in-
dependence of taxable income from accounting profit is very rare and limited
to special regimes (especially for SMEs)'. This is particularly the case with
large companies, whose accounting earnings are always the starting point for
income taxes computation. In other words, BTC must be analysed as a con-
tinuum rather than a dichotomous phenomenon. Therefore, what is appar-
ently just an accounting technicality, gives wide room for discussion among
policymakers. In fact, there has been an animated debate among regulators
about BTC on both sides of the Atlantic.

US policymakers have discussed at length the opportunity to introduce a
strong BTC over the last twenty years. It seems that this issue has been pass-
ing a quite long series of ups and downs after the so-called “dot-com bubble”
of the early 2000s. Studies like Desai (2005) stimulated the debate on the
“degradation of reported corporate profit” following large financial scams
like Enron and WorldCom. He suggested re-evaluating the US dual reporting
system, highlighting the potential informative benefits of conforming book
and tax earnings. Even if being under the scrutiny of policymakers?, this kind
of proposal was never implemented, neither partially nor totally. Substantial
opposition to a strong BTC emerged due to its prospective impact on fiscal
revenues for two main reasons. Firstly, the risk of a distorted use of the dis-
cretion afforded by financial accounting principles to inappropriately reduce
taxable income. This is particularly relevant in settings where companies are
indifferent to a decrease in their reported earnings but eager to lower their

I Certain types of businesses are allowed to adopt cash-basis accounting for tax purposes in
various jurisdictions. For example, in the US and in the UK many small businesses (sole trad-
ers or partners) use the cash method of accounting in order to work out their tax returns. In
Italy there is a similar tax regime for sole traders and partnerships. These kinds of businesses
are usually exempt from filing financial statements with the local Registry of Commerce.
Therefore, financial accounting is used only for contractual purposes, like relationships among
business partners or with some categories of creditors (e.g. banks).

2 President Bush’s Tax Reform Panel evaluated a proposal to tax large corporations based on
book earnings instead of requiring a separate calculation of income for tax purposes (Presi-
dent’s Advisory Panel on Federal Tax Reform, 2005).
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tax liability (e.g. family-owned private companies). Secondly, the potential
limitations posed to the parliaments’ ability to administer fiscal and social
policy via the tax law, as the accounting standards are drawn up by the stand-
ard setters (e.g. FASB, IASB), not tax authorities (Joint Committee on Tax-
ation, 2006).

After the financial crisis of 2007-2008, a call for increased conformity
seemed to gain new momentum in the US. An example was the Senate Bill
n. 1491 introduced in July 2009 as the “Ending Excessive Corporate Deduc-
tions for Stock Options Act”. It proposed to limit the corporate tax deduction
for stock options granted to employees, setting them equal to the book value
of such options. This meant to align the tax deduction (excess of stock market
value over the strike) to the financial accounting cost (at grant, using the
option pricing method). Another good example was “The President’s Frame-
work for Business Tax Reform” presented under the Obama administration
in 2012. The improvement of transparency and reduction of accounting gim-
micks was included under the “five elements of Tax Reform”, stating that:

Corporate tax reform should increase transparency and reduce the gap be-
tween book income, reported to shareholders, and taxable income, reported to
the IRS. These reforms could include greater disclosure of annual corporate in-
come tax payments (Treasury, 2012, p. 10).

More recently, political attention has been devoted to multinational enti-
ties. In particular, the so-called “Big-Tech” operating in the digital economy
are accused of paying no or little federal taxes on their reported income. In
2019 Senator Elizabeth Warren released a proposal to enact a surtax on US
corporations called “Real Corporate Profits Tax. This would equal 7% of
the worldwide book earnings, with an exemption of the first $100 million in
profits. Similarly, in his campaign for the 2020 presidential election, senator
Joe Biden proposed a “Minimum Book-Tax” of 15% on book earnings of
firms with $100 million reported profits or more. Lastly, the US government
has strongly advocated for the recent G7 agreement on a “Global Minimum
Tax” to curb international tax avoidance practices. Such agreement has
raised concerns about the subsequent need for a global corporate tax base,
presumably really close to reported earnings. These examples* show that the

3 An identical bill was newly introduced by Senator Carl Levin in July 2011 as Senate Bill
1375 (112 Congress).

4 A minor example is the 2017 US tax reform commonly referred to as the “Tax Cuts and Jobs
Act” (TCJA — Pub. L. No. 115-97, §13221), which introduced some new book-conformity
requirements for recognizing income. Under new section 451(b)(1) of the US Tax Code, ac-
crual-method taxpayers must generally include an item in taxable income no later than the tax
year in which that item is included in book revenues for financial reporting purposes.
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BTC issue has constantly been re-emerging in the economic policy debate in
the US, even if lacking a clear and comprehensive project. The main question
has always been: is increased conformity an incentive or a disincentive to
improve financial statements’ informativeness?

The discussion on BTC in Europe has developed on different grounds.
The European Union (and previously the European Economic Community)
has a long history of Directives aimed at harmonising accounting law and
accounting standards across member states’. This process had its peak with
the adoption of IFRS® in 2005 for consolidated financial statements of EU
companies. The adoption of IFRS contributed to intensifying the debate on
book-tax alignment, as it raised concerns about the determination of the tax
base, especially in countries with a one-book system (Freedman, 2004, 2008;
Schon, 2004). While introducing a new set of accounting standards for fi-
nancial reporting purposes, policymakers were challenged to re-evaluate
book and taxable income alignment’. An initial project for a Common Cor-
porate Tax Base (CCTB) in Europe suggested deriving taxable income from
IFRS accounting earnings:

The Commission considers that despite some conceptual disadvantages [...]
the IAS [IFRS] can be used as a tool for designing a tax base, at least as general
starting and reference point. However, discussions should ultimately be guided
by appropriate tax principles which would be discussed at an early stage, taking
particular account of similarities to and differences from accounting principles
(European Commission, 2004).

The Commission seems to have abandoned this idea over time. The first
complete proposal for a Common Corporate Tax Base (CCTB) and a Con-
solidated Common Corporate Tax Base (CCCTB) in 2011 outlined a com-
pletely autonomous corpus of tax rules in a sort of “European two-book sys-
tem”. This involved only the computation of the tax base, excluding any ef-
fect on financial accounts. Therefore, Member States had to maintain their
national rules on financial accounting. The CCCTB system introduced au-
tonomous rules for computing the tax base of companies without affecting

5 Directive 78/660/EC (Fourth Directive), Directive 2003/51/EC, Regulation (EC) n.
1606/2002 (IFRS adoption), Directive 2013/34/EU.

% In this work the term IFRS will refer to both International Financial Reporting Standards
and to the International Accounting Standards issued by the International Accounting Stand-
ard Board (IASB).

7 According to Freedman, “while a key issue in the USA is whether BTC would be an aid to
improved corporate governance, in most European countries the debate on the use of account-
ing standards for tax purposes centres on the suitability of accounting standards as a method
of defining the tax base; perhaps even as a mode of harmonising the computation of taxable
profits across Europe” (Freedman, 2008, p. 3).
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the preparation of annual or consolidated accounts (European Commission,
2011). Accordingly, the most recent efforts to harmonise the computation of
corporate tax profits in the European Union do not consider an IFRS-driven
Tax Base (European Commission, 2016a, 2016b). This proposal is currently
on hold; therefore, corporate tax bases across Europe are still determined in
virtue of National Tax Codes. This generates multiple settings in every Eu-
ropean country. As argued by tax scholars (Watrin et al., 2014), in some
countries, a three-book system exists, one for consolidated financial accounts
(IFRS), one for unconsolidated financial accounts (domestic GAAP) and one
for tax accounts (National Tax Code). Further distinctions are made by every
jurisdiction between the accounting practice of listed and unlisted compa-
nies, creating a pretty complex set of norms and regulations across the Euro-
pean Union. This array of settings gives rise to several issues covering both
financial reporting and tax accounting, simultaneously generating a wide
range of BTC levels across countries and types of firms.

What happened in Italy between 2006 and 2008 was quite emblematic of
the tax issues arising from IFRS adoption. The practical introduction of a
two-book system in 2006 and the subsequent switch to a one-book system
for IFRS adopters represents a unique opportunity to test the impact of BTC
on accounting quality and (conforming) tax avoidance®.

1.2. European directives on IFRS: impact on taxation

The ongoing harmonisation of financial reporting all over the globe im-
plied an increasing relevance of International Financial Reporting Standards
(IFRS), issued by the International Accounting Standard Board. This process
has been intense in Europe, where the European Union mandated adopting
IFRS for consolidated financial statements of listed companies. Specifically,
Regulation (EC) n. 1606/2002 required listed EU incorporated companies to
prepare their consolidated financial statements according to IFRS by 2005 at
the latest. The IFRS Regulation provided an option for the member states to

8 It is worth noticing that throughout this study, the reference to tax avoidance is twofold. On
the one hand, the reference is to tax avoidance in general terms, as a tax planning strategy,
when outlining the theoretical basis of the study. On the other hand, when it comes to hypoth-
esis testing, the reference is to conforming tax avoidance which is the one obtained through a
downward earnings manipulation. The latter is also called tax-induced earnings management,
by which companies report lower book earnings that simultaneously reduce taxable income
to save taxes. It is opposed to nonconforming tax avoidance, by which companies access
greater tax savings by reporting lower taxable income in a way that does not affect book in-
come (Atwood et al., 2012; Tang, 2015).
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permit or require IFRS adoption for unconsolidated financial statements of
listed companies and consolidated financial statements of unlisted compa-
nies. Some countries’ exercised the option provided by the Regulation and
required listed companies to adopt IFRS for their unconsolidated financial
statements and permitted unlisted companies to prepare consolidated and un-
consolidated financial statements according to IFRS.

In this respect, Prochazka and Molin (2016) analyse the main features of
financial and tax accounting systems across the EU after the IFRS adoption.
They intersect the different financial accounting regimes (IFRS/Local
GAAP) regarding unconsolidated financial statements with the link between
accounting standards and tax rules. Three different book-tax accounting sys-
tems are hereby identified, elaborating on their analysis (Table 1.1): one-
book systems in which statutory accounts are the starting point for corporate
income tax computations; mixed systems (quasi-two-book) in which a re-
statement of IFRS earnings as Local GAAP earnings is required, together
with a subsequent adjustment for tax purposes; two-book systems wherein
complete independence of tax and financial accounting rules is adopted'.

Table 1.1 — Links between IFRS and taxation across Europe

IFRS required Local GAAP required Local GAAP or IFRS
Cyprus (L), Denmark (L), Austria (L), Belgium (L), Luxembourg (L), Finland (M),
One-Book Bulgaria (M), Greece (M), ltaly ~ Hungary (L), Sweden (M),  Poland (M), Slovenia (M),
System (M), Malta (M), Croatia (H), France (H), Germany (H),  Ireland (H), United Kingdom
Lithuania (H), Romania (H) Spain (H) (H)
Mixed System )
(Quasi-Two-  Czech Republic (H) ;T‘;\V,':kg)('HF;m“ga' (H),
Book)
;wo-Book Estonia - Netherlands
ystem

Table 1.1 shows corporate and tax accounting systems of EU countries after the IFRS adoption as of 31st
December 2013. In columns are the different regimes enacted in reference to IFRS adoption for unconsolidated
financial statements. In rows are the resulting book-tax accounting systems. One-Book systems are those in which
statutory accounts are the starting point for corporate income tax computations; Mixed Systems (Quasi-Two-Book)
are those which require a restatement of IFRS earnings as Local GAAP earnings, and a subsequent adjustment
for tax purposes; Two-Book Systems imply complete independence of tax and financial accounting rules. Based
on Prochazka and Molin (2016), letter (H) indicates a high number of adjustments which determines low BTC; letter
(M) indicates an average number of adjustments, which determines average BTC; letter (L) indicates a low number
of adjustments, which determines high BTC.

° Nearly all EU member states used the option to permit IFRS adoption in the consolidated
accounts of some or all types of unlisted companies (European Commission, 2012).

10 Prochazka and Molin (2016) identify these three systems as tax filings based on statutory
accounts (here one-book), independent tax rules (here two-book), and other methods (here
mixed / quasi-two-book).
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Following Prochazka and Molin (2016), the classification is as follows:

e A high number of adjustments, which determines low BTC, is denoted
with the letter (H).

e An average number of adjustments, which determines average BTC,
is denoted with the letter (M).

e A low number of adjustments, which determines high BTC, is denoted
with the letter (L).

As shown in Table 1.1, no significant tax issues emerged in countries
where IFRS are not allowed at the single entity level (Local GAAP required).
They all apply a one-book system for single accounts prepared according to
local GAAP and are mainly continental-Europe countries with “creditor-ori-
ented” systems. In countries where IFRS are mandated or permitted also at
the single entity level (IFRS required / Local GAAP or IFRS), the relation-
ship between financial accounting and taxation has been lessened in some
cases. Two countries (Estonia and the Netherlands) introduced a two-book
system. Four countries adopted a mixed system where IFRS items are gen-
erally converted into local GAAP figures and, finally, adjusted for tax pur-
poses''. All other countries where IFRS are mandated or permitted for single
accounts adopted a one-book system. Notwithstanding this classification,
different levels of BTC can also be identified among one-book-adopter coun-
tries by looking at the number of adjustments required to compute taxable
income starting from statutory accounts. Relevant examples are the UK and
Ireland (i.e. “investor-oriented” accounting systems), which require a high
number of tax adjustments, representing cases of formal dependence but sub-
stantial independence'.

This setting creates a potential distortion in implementing tax rules across
Europe, giving rise to potential impacts on international capital mobility and
cross border profit shifting. De Simone (2016) documented that the manda-
tory or voluntary adoption of IFRS at the single entity level is suitable to
facilitate tax-motivated income shifting across European countries due to its
impact on transfer pricing practices. Adopting a common set of accounting

11 Slovakian listed IFRS adopters can actually compute taxes according to either IFRS or local
GAAP rules. Anyway, several adjustments have to be made in tax returns.

12 Tax law scholars distinguish between tax law systems with a formal dependence and with
formal independence to describe the degree of alignment between the tax base and book earn-
ings. Formal dependence occurs when taxable income is fully aligned with financial account-
ing profit. Formal independence refers to situations wherein financial accounting is irrelevant
to the computation of the tax base (Grandinetti, 2016).
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standards (IFRS) expands the set of potential benchmark firms for transfer
pricing computations and comparisons. Expressly, multinational entities
(MNES) could be provided with a more flexible environment to set forth tax-
advantaged transfer prices for individual affiliates. Using a sample of Euro-
pean profitable MNE affiliates over the period 2003 to 2012 (57,252 affili-
ate-year observations), De Simone (2016) demonstrates that IFRS adopters
experience a substantial increase in the number of potential benchmark firms
and the range of possible benchmark book profit margins. Moreover, affili-
ates engage in more tax-motivated income shifting following [FRS adoption
for unconsolidated reporting. Such a context let the need for more interna-
tional coordination on the overall topic of corporate taxation and accounting
rules, as advocated by Sikka (2017).

1.3. IFRS adoption: the case of Italy

Italy exercised the option provided by the European regulation with Leg-
islative Decree 28™ February 2005, No. 38. It obliged listed companies,
banks, and other financial institutions to adopt IFRS for consolidated and
unconsolidated financial statements. The former from financial year ended
or ongoing on 31% December 2005, the latter from financial year ended or
ongoing on 31% December 2006. All subsidiaries within listed groups were
permitted to use IFRS to prepare unconsolidated financial statements. Addi-
tionally, unlisted groups were allowed to adopt IFRS for their consolidated
accounts. In such a case, they were also allowed to adopt IFRS for the un-
consolidated accounts of the group’s companies. Subsequently, unlisted
companies which did not prepare the consolidated accounts or were not part
of a group that applied the IFRS at the consolidated level were prohibited
from applying IFRS. The initial institutional setting, which is relevant to the
present study, is summarized in Table 1.2.
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