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This research investigates how does a degree of book-tax conformity affect
manager"s compensation contracts. The pros and cons of requiring book-tax conformity have been
discussed in many countries for more than half a decade.

In this research, we find that the book-tax conformity prevents the manager from engaging earnings
management while it fails to provide an incentive to do tax planning. Therefore, whether the
principal raises the bonus coefficient depends on the relative level of production and biasing costs
and the tax rate. Our main findings are as follows. The bonus coefficient in the decoupling case is
higher than that in the conformity case if the corporate tax rate is high, the biasing cost is
relatively small compared to the production cost, and/or manager®s degree of risk aversion or cash
flow volatility is sufficiently high. Further, principal®s utility in the decoupling case is always
higher than that in the conformity case.
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