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Book-Tax Income Conformity 
and Earnings Quality:
EGX-Based Evidence
Sara Ahmed Abdallah, The British University in Egypt, Cairo, Egypt

ABSTRACT

Thisarticleaimstoinvestigatetheincrementalvalueofbook-taxdifferences(BTD)
for the future earnings post the Egyptian revolution crisis and also examine the
changes in BTD information under earnings discretionary overestimation versus
underestimationbyEgyptianstockexchange(EGX)listedfirms.Thefindingsshow
anegativeincrementalBTDvaluefortheone-yearaheadearningsperformance.This
findingismorepronouncedforlargeBTDregardlessofitssign(positive/negative).
However,largeBTDnegativeimplicationsaremoreevidentinfirmsmanagingearning
upward.The findingsadvocate thatBTDaremore likely tobedrivenbyearnings
manipulation incentives than tax management incentives. The findings suggest a
regulatorydisclosurepolicyofareconciliationofbookandtaxableincomestohelp
improveinvestors’understandingoftheBTDpotentialsources.

KEywoRdS
Accruals, BTD, Cash Flow, Discretionary Overestimation, Discretionary Underestimation, 
Earrings, Egypt, Revolution Crisis

INTRodUCTIoN

Academicresearchersandpolicyactivistshaveusedthedifferencebetweenaccounting
incomeandestimatedtaxableincome,commonlyreferredtoasthebook-taxdifference
(BTD) as a proxy of the unobservable level of corporate income tax planning. In
drawinganypolicyimplicationsfromobservedBTDs.Book-taxdifferences(BTDs)
refertothegapbetweenthepre-taxincomereportedinacompany’spublishedfinancial
statements(bookincome)andthetaxableincomereportedtothetaxauthorities.Recent
phenomenonis the increasedscrutinyof the levelofcorporate incometaxpaidby
companies.Companieshaveoftenattractedadverseattentionbecauseofaperceived
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discrepancybetweenthelevelofaccountingprofitsreportedandtheassociatedlevels
of taxable income and consequentially, the level of corporate income tax payable
(AbdulWahabandHolland,2015).

Companiesarerequiredtocalculatetwomeasuresofincomeonanannualbasis.
Onemeasureisdeterminedbyfinancialreportingregulationstogiveaccountingor
bookincomewhile thesecondusestaxlawtoproduceafigureof taxableincome.
Thedegreetowhichtheresultinglevelsofincomecorresponddependsontheextent
ofconformitybetweenthetwomeasures(Hanlon,2005).Anydifferencebetweenthe
twolevelsiscommonlyreferredtoasthebook-taxdifference(BTD).Theconflicting
objectives of accounting and tax rules lead to divergent requirements in income
reporting, which generate mechanical book-tax differences (Tang & Firth, 2011).
Theemergenceofseveralbankruptciescases(Enron,Worldcom,etc.)questionedthe
qualityofaccountinginformationandweakentheinvestorconfidenceofitsusefor
soundcapitaldecisions.Asaresult,researchersandseveralpractitionersinaccounting
recalledtheimportanceofaqualitativeappreciationoffinancialreportingearnings.
Sincethen,moretransparencyconcerningthedifferencesbetweenbookincomeand
taxableincome(i.e.,book-taxdifferences)hasbeenrequired(Hanlon,2005).

SomepriorliteraturefocusedonthesourcesoftheBTDdifferencesaspossible
determinants(Desai&Dharmapala,2009a;2009b;Franketal.2009;Raedy,2009;
Tang&Firth,2011;Wilson,2009;Philipsetal.2003).Also,astreamofliterature
studies investigated whether book-tax differences are bound to either earnings
management(e.g.,AbdulWahab&Holland,2015;Jackson,2015;Philipsetal.2003)
ortaxmanagementbehaviors(e.g.,Franketal.2009;Tang&Firth,2012;Wilson,
2009);ortaxandearningsmanagementmutualeffects(e.g.,Ayersetal.,2009;Blaylock
etal.,2012;Raedy,2009;Tang&Firth,2011).Howevermostof theBTDrelated
literatureisconductedindevelopedcountriescontext;veryrareresearchinvestigated
theBTDindevelopingeconomiescontextlikeEgypt.

Egyptisadevelopingcountrywithanemergingcapitalmarketthatneedstoraise
itscapital,attractforeigninvestmentandpromotetheconfidenceoftheexistingas
wellaspotentialstakeholders.Acriticalfactorforachievingtheseobjectivesisthe
transparencyandfairnessofcorporatedisclosures.InEgypt,ahighconformityexists
betweenaccountingregulationandtaxregulation.Although,theyserveverydifferent
purposes, determining current year tax liability on the one hand, and providing a
particular informational input to investorsontheotherhand.Thedeterminationof
taxableincomereliesonthebookincome;whileconductingsomeadjustments(i.e.,
reinstatements and deductions); and ideally there are differences between the two
measures.Thehigh-confirmingEgyptianaccountingsystemandEgyptiantaxlawgive
risetodiscretionarybook-taxdifferences.In2011,theEGXwitnesseduniquemarket
crash (the Egyptian revolution crisis) with adverse shocks that triggered a sudden
lossofinvestorconfidenceintheEGXmarket.Insuchcrisisperiod,managersmay
bemotivated toopportunisticallymanipulateearningsusingdiscretionaryaccruals
choices to coverpoor firmperformanceandpay less taxaswell. In lightof these
institutionalcharacteristics,exploringtheBTDinformationvaluewouldbesocrucial.
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