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Summary

This paper investigates earnings management activities that are highly correlated with current taxable
income (book-tax conforming earnings management) and those that are not correlated with current
taxable income (book-tax nonconforming earnings management). In order to examine these earnings
management activities, | separate book-tax conforming accruals and book-tax nonconforming accruals
from total accruals, and estimate discretionary book-tax conforming accruals (DBTA) and discretionary
book-tax nonconforming accruals (DBOA) with Japanese individual financial statements data. | find that
(1) firms use DBTA to defer taxable income in anticipation of reductions in tax rate; (2) firms use DBTA
and DBOA to avoid an earnings decline; (3) firms that decrease DBTA because tax benefits are larger
than expected detection costs use DBOA more to avoid an earnings decline. Although the accounting
system in Japan is closdly linked to tax assessment, these results suggest that firms attempt different

earnings management activities in book-tax conforming items and book-tax nonconforming items.
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