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ABSTRACT 
This study aimed to analyze the effect of tax planning and profitability on earnings 
management with permanent differences and temporary differences as moderating variables. 
Tax planning was measured by the ratio of total tax paid to total Earning Before Tax (EBT), 
and profitability was calculated based on profit per period. Furthermore, earnings 
management was measured based on the ratio of total net income (t) minus total earning (t-
1) to Market Value Equity (t-1). Permanent differences were calculated based on the ratio of 
total permanent differences to total assets. In contrast, temporary differences were measured 
based on the ratio of total temporary differences to total assets. The sample in this research 
included 65 manufacturing companies listed on the 2017-2018 Indonesian Stock Exchange. 
The statistical method employed in this research was multiple regression analysis. The 
results showed that tax planning had a significant negative effect on earnings management; 
permanent differences did not moderate the effect of tax planning and profitability on 
earnings management, and temporary differences moderated the effect of tax planning and 
profitability on earnings management.  
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Profits are a management assertion whose quality needs to be proven where profit 
information in financial statements is used to make investment decisions (Hotimah, 2015). In 
external financial statements, management intervention is done by performing earnings 
management to smooth, increase, and decrease profits (Schipper, 1989 dan  Gunawan et 
al., 2015). The concept of earnings management can be explained using the agency theory 
and positive accounting theory. The objectives of earnings management can be bonuses, tax 
motivation, leadership change, and initial public offerings. Initial public offerings refer to a 
condition where a company receives internal and external sources of funds. Managers need 
the capital structure to determine corporate capital fulfillment using their capital or foreign 
capital (Munandar, 2014). 

The decision taken by managers to perform earnings management is referred to as 
financial statements (Kasmir, 2015). In the financial statement, a recording process is carried 
out regularly to collect financial data and information by taking into account the corporate risk 
management, both internal and external (Law Number 26 Article 1 concerning General Tax 
Provision; Munandar et al., 2018; Limbong et al., 2019). In making financial statements, the 
government also stipulates accounting reports following Government Accounting Standards 
and Law No. 17 of 2003 concerning State Finance (Ramdhani, 2016). 

Profitability, or the level of profit in a company, results from a manager’s performance. 
Low or high profitability will cause managers to perform earnings management to smooth 
income. Income smoothing is one way to reduce the variability of reported total profits to 
match the desired target (Koch, 1981; Rasinih & Munandar, 2016). Improving the quality of 
auditing financial statements is one way to reduce the practice of income smoothing. 
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According to Sunaryanto & Syah (2018), there must be a tool in the accounting process to 
minimize errors in cost items that tend to fraud or waste.  

 Agustina et al. (2018) explained the relevance of earnings management to profitability. 
Managers could manipulate profit information to improve corporate reputation when 
corporate profits are low, with theoretical studies including leverage ratios, company size, 
and corporate governance.  

Tax Planning is one of the functions of tax management. Through tax planning, 
companies can suppress tax payment as minimum as possible by legal means (Herawati & 
Ekawati, 2016). To meet tax reporting needs, companies need to make fiscal corrections, 
covering negative and positive corrections. What a taxpayer needs to do is to correct income 
and expenses following existing tax regulations.   

The difference between income before tax (pre-tax income) and taxable income can be 
categorized into permanent differences and temporary differences. Book-Tax Differences are 
used as a diagnosis that the big difference between accounting profit (income before tax) 
and fiscal profit (taxable income) indicates manipulation of the main cost and is a “Red Flag” 
for users of financial statements (Amelia & Yudianto, 2016). 

Hotimah (2015) studies the effect of tax planning on earnings management measured 
by discretionary accrual and tax planning proxies with effective tax rates. Furthermore, 
Purnamasari (2019) studied the effect of Deferred Tax Expenses and Tax Planning on 
Earnings Management. However, studies on the effect of profitability on earnings 
management by adding a book-tax difference as a moderating variable have never been 
carried out; thus, further studies are needed. 

This research is expected to be a reference for scientific studies on the effect of tax 
planning and profitability on earnings management, each moderated by permanent 
differences and temporary differences. The present study is also expected to provide 
information and descriptions to investors and other parties based on the variables.  
 

LITERATURE REVIEW 
 
Earnings Management 

The information in profits has a significant role for the interested parties of the 
company. It becomes the basis for decision-making, such as providing compensation, bonus 
distribution, assessment of achievement and management performance, the imposition of 
taxes for internal and external parties using profits (Prasetyorini, 2013). 

Earnings management is a managerial activity to influence financial reports either by 
manipulating corporate financial data or information or selecting accounting methods 
accepted in general accounting principles, ultimately aiming to gain corporate profits 
(Aditama & Purwaningsih, 2016).  

According to Watts and Zimmerman (2006), there are three (3) hypotheses in the 
positive accounting theory: bonus plans, debt covenants, and political costs. The bonus plan 
hypothesis explains that the manager transfers future income to the income to get bonuses 
using the applicable accounting procedures. Meanwhile, in the debt covenant hypothesis 
states that the future income is transferred to the present to increase net income for 
companies that will violate debt covenants. Lastly, the political cost hypothesis states that if 
the profitability is high, the company tends to shift its income to avoid political costs. Political 
costs include all costs to be borne in connection with government regulations, tax rates, and 
labor demands. 
 
Profitability 

A company’s level of net income in carrying out its operation is also called profitability. 
When associated with earnings management, profitability is a manager’s attempt to show the 
best performance of the company he leads. If the profitability is low, the manager will carry 
out earning managements to smooth income. 

Companies can maximize profits by knowing what factors affect profitability. Each 
factor needs asset management, cost management, and debt management (Fahmi & 
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Saputra, 2013). The factors influencing profitability are the capital structure, company size, 
liquidity, and working capital turnover. Profitability can be measured using the Return on 
Asset (ROA). The profitability ratio also measures the level of corporate management 
effectiveness as indicated by the profit generated from sales and investment income 
(Agustina et al., 2018). 
 
Tax Planning 

In tax management, the first step is tax planning. It continues with collecting and 
conducting research on existing tax regulations to select tax savings measures to be taken 
by the management.  

The difference between accounting standards and tax provisions requires management 
to prepare two kinds of financial reports at the end of each period, namely business financial 
reports and fiscal financial reports. Tax liabilities are minimized by suppressing tax planning 
to maximize earnings (Herawati & Ekawati, 2016). This difference is caused by differences in 
interests between commercial accounting, which bases profit on the basic concept of 
accounting, which matches costs against revenue. Meanwhile, from a fiscal perspective, the 
main objective is state revenue. In preparing fiscal financial reports, taxpayers must refer to 
the Taxation Regulation Law Number 36 regarding Income Tax. Business financial reports 
prepared based on Financial Accounting Standards must be adjusted or fiscally corrected 
before calculating the amount of taxable income. 

 
Book-Tax Differences 

The difference between commercial (accounting) profit and fiscal profit is called book-
tax differences. Hanlon (2005) stated that taxable income could be used as a benchmark for 
evaluating accounting profit. Permanent differences arise when the calculation of fiscal profit 
is different from the calculation of profit according to Financial Accounting Standards, 
resulting in positive or negative corrections. Moreover, permanent differences come from 
non-taxable income or income liable to a final tax and non-deductible expenses. In general, 
permanent differences occurring due to differences in recognition of income and expenses 
are explained in Law Number 36 of 2008 Article 4 Paragraph (3), Article 9 Paragraph (1) and 
(2), and Article 18 (Brolin & Rohman, 2014). 

Meanwhile, differences in recognition timing and methods of income and expenses 
between tax regulations and Financial Accounting Standards are called temporary 
differences, resulting in differences in the recognition timing of income and expenses from 
one to the next tax year (Amelia & Yudianto, 2016 & Suandy, 2011).  

According to the Institute of Indonesia Chartered Accountants in Statements of Financial 
Accounting Standards (SFAS) Number 46 (reformatted in 2007) on Income Tax Accounting 
Paragraph 7, temporary differences can be in the form of taxable temporary differences 
causing taxable amounts in the fiscal reports of the upcoming period, provided that the 
carrying value of the assets is recovered or the carrying value of the liability is settled. Also, 
deductible temporary differences cause deductible amounts in the fiscal reports of the 
upcoming period, provided that the carrying value of the assets is recovered or the carrying 
value of the liability is settled (Amelia & Yudianto, 2016). 
 
Relationship between Variables 
Relationship between Tax Planning and Earnings Management 

Tax liabilities are minimized by emphasizing tax planning to maximize profits (Herawati 
& Ekawati, 2016). After managers carry out tax planning, the next stages are conducting 
research and collecting tax regulations to select tax savings measures to be carried out and 
desired by the management.  

Hotimah (2015) revealed that tax planning negatively affected earnings management. 
Likewise, Hapsari & Manzilah (2016) proved that planning negatively affected earnings 
management. 

H1: Tax Planning negatively affects earnings management. 
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Relationship between Profitability and Earnings Management 
Profitability supposedly affects earnings management. It is based on the financial 

management theory stating that corporate earnings in one period or one year trigger 
corporate managers to carry out earnings management to provide the best economic 
decision. What underlies this decision is the measurement of financial statement components 
carried out over several periods of the company’s operating time to see the corporate 
development over a certain period. The results of the corporate development obtained will be 
used as a management performance evaluation tool (Agustina et al., 2018) 

Furthermore, Gunawan (2015) & Riska (2019) suggest that profitability has a positive 
and significant effect on earnings management. 

H2: Profitability positively affects earnings management. 
Relationship between Tax Planning and Earnings Management Moderated by Permanent 
Differences 

Tax planning is one of the earnings management for external financial reports. The 
difference between commercial or business and fiscal financial reports can be grouped into 
permanent differences and temporary differences. Book-tax differences can be used to 
detect the existence of earnings management due to a little accounting freedom allowed in 
measuring taxable income (Sari & Purwaningsih, 2016). Permanent differences come from 
non-taxable income or income liable to a final tax and non-deductible expenses (Amelia & 
Yudianto, 2016 & Suandy, 2011). 

H3: Permanent difference negatively moderates the relationship between Tax Planning 
and Earnings Management. 
Relationship between Tax Planning and Earnings Management Moderated by Temporary 
Differences 

Temporary differences cause both negative and positive fiscal corrections that can be 
used to minimize an entity’s payable income tax by performing tax planning (Amelia & 
Yudianto, 2016 & Suandy, 2011). The difference between the tax base of an asset or liability 
and the asset’s carrying value results in an increase or decrease in future taxable income 
(Brolin & Rohman, 2014). The increase or decrease in fiscal profit will affect the existing 
earnings management and tax planning in the upcoming period. 

H4: Temporary difference moderates the relationship between Tax Planning and 
Earnings Management 
Relationship between Profitability and Earnings Management Moderated by Permanent 
Difference 

The managers’ performance can be seen from the profitability of the company they 
lead. Managers can also perform income smoothing if the corporate profit is low. A company 
with a large profit does not rule out earnings management practices if it has no effective 
corporate governance system (Agustina et al., 2018). Permanent differences result from non-
taxable income or income liable to a final tax and non-deductible expenses (Amelia & 
Yudianto, 2016 & Suandy, 2011). 

H5: Permanent difference negatively moderates the relationship between profitability 
and earnings management. 
Relationship between Profitability and Earnings Management Moderated by Temporary 
Difference 

Based on previous theories and studies on profitability and its influence on earnings 
management, it can be concluded that profitability affects earnings management practices 
(Agustina 2018). Temporary differences occur due to the inequality of timing in recognizing 
income and expenses between tax regulations and Financial Accounting Standards. 
Temporary differences can be divided into positive temporary differences and negative 
temporary differences. 

H6: Temporary difference moderates the relationship between profitability and earnings 
management. 
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Based on the hypotheses above, the research model is depicted in the following figure: 
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Figure 1 – Research Model 

 
METHODS OF RESEARCH 

 
This research aimed to examine the effect of tax planning and profitability on earnings 

management with book-tax differences as the moderating variable. According to Hotimah 
(2015) and Hapsari & Manzilah (2016), tax planning negatively affects earnings 
management. On the other side, profitability positively affects earnings management 
(Gunawan, 2015; Riska, 2019). 

This research used a quantitative approach with secondary data. The variables used in 
this research consisted of independent variables (Tax Planning and Profitability), a 
dependent variable (earnings management), and a moderating variable (Book Tax 
Differences). Data was collected using purposive sampling with a population of 
manufacturing companies listed on the Indonesia Stock Exchange (IDX). This research 
sample consisted of 65 manufacturing companies listed on the Indonesian Stock Exchange 
during 2017-2018, so the total research sample was 130 (65 companies within two years of 
observation). 

This research focused on manufacturing companies because, based on the data from 
various sources, earnings management tends to be dominated by manufacturing companies. 
The researcher also found that, during 2011, the Indonesian Capital Market Supervisory 
Agency imposed sanctions on 200 issuers, 17 investment management companies, and 42 
insecurities companies due to various errors, one of which was the delay in submitting 
periodic reports. In 2010, sanctions were imposed on four (4) issuers because the first-
quarter financial statements’ presentation was related to the misstatement of fund 
placements in the form of deposits.   

Testing in this research was carried out using SPSS statistical software. Hypothesis 
testing employed a multiple linear regression method and pre-testing, including normality 
test, classical assumption test, and continued with t-test. 
 

RESULTS AND DISCUSSION 
 

The object of this research consisted of 130 manufacturing companies for two (2) years 
of observation, namely 2017 – 2018 (65 companies for each year). In the data normality and 
classical assumption tests, it was proven that each variable had a significance level above 
0.05, meaning that the data were normally distributed and feasible for further testing.  
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The normality test is used to determine whether the data taken from a population are 
normally distributed. In this research, the normality test using the Kolmogorov Smirnov test 
showed that the data used were normally distributed (asymp. sig = 0.291, > 0.05). Thus, the 
data could be used in the testing with a regression model. 

A multicollinearity test is used to test whether, in the regression model, there is a 
correlation between the independent variables. The multicollinearity test in this research 
used a tolerance value and variance inflation factor (VIF). The multicollinearity test results 
showed that all variables’ tolerance value was greater than 0.1, and the VIF value for all 
variables was smaller than 10. Thus, there are no multicollinearity symptoms found in this 
research.  

The heteroscedasticity test aims to test whether, in the regression model, there is an 
inequality of variants from the residuals of one to other observations. The heteroscedasticity 
test in this research indicated no heteroscedasticity symptoms occurring. 

Based on the results, tax planning partially correlated with earnings management with 
a significance value of 0.016 (< 0.05). Meanwhile, the effect of profitability on earnings 
management had a significance value of 0.21 with a positive correlation.  

Based on the moderation test, the moderating effect of permanent differences on the 
relationship between tax planning and earnings management was 0.974 (> 0.05), meaning 
that permanent differences did not moderate the effect of tax planning on earnings 
management. 

Likewise, the moderating effect of permanent differences on the relationship between 
profitability and earnings management was 0.979 (> 0.05), indicating that permanent 
differences also did not moderate the effect of profitability on earnings management. 

On the other side, the moderation test proved that temporary differences moderated 
tax planning effect on earnings management, indicated by the significance value of 0.019 (< 
0.05). 

Besides, temporary differences showed a moderating effect on the relationship 
between profitability and earnings management of 0.022 (< 0.05). In other words, temporary 
differences moderated the effect of profitability on earnings management. From the 
calculation of multiple linear regression, the relationship between independent and 
dependent variables can be formulated as follows: 
 

ML = 0,029 - 0,006 TP + 0,008 PR – 0,014 PD + 0,019 TD 

 
From the above equation, a constant of 0.029 indicates that if there are no independent 

variables considered constant (x1=0, x2=0), earnings management will be 0.029. A decrease 
in tax planning coefficient of 0.006 indicates that a change in tax planning by 1% will reduce 
earnings by 0.006 or 0.06%. An increase in profitability coefficient of 0.008 indicates that a 
change in profitability by 1% will increase earnings by 0.08%. The permanent difference 
coefficient decreases by 0.014, and the temporary difference increases by 0.019. 

This research confirmed the hypothesis stating that Tax Planning negatively affects 
earnings management. The results of this research are consistent with Hotimah (2015); 
Aditama & Purwaningsih (2016), proving that tax planning negatively affects earnings 
management because of the increasing number of companies carrying out tax planning, not 
for managing earnings but to be effective and efficient with the company’s operational 
expenses, especially in minimizing the company’s tax burden with a note that it must be 
according to predetermined standards.  

However, the results are different from Yuniati et al. (2018) & Yunila & Aryati (2018), 
proving that in minimizing the tax burden borne, the company used tax planning. It can be 
seen that the higher the company’s earnings management, the higher the level of tax 
planning (Yunila & Aryati, 2018). Determining how much profit is reported is one function of 
tax planning. Profit arrangements are an indication of earnings management practices 
(Yuniati et al., 2018). 

The present study results sustained the hypothesis stating that profitability had a 
positive effect on earnings management. However, the results contradicted Gunawan et al. 
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(2015), proving that profitability does not affect earnings management because companies 
with high profits will not practice earnings management to meet the interests of corporate 
managers and owners.  

The results are also consistent with Riska (2019) and Amelia & Hernawati (2016) that 
profitability positively and significantly affects earnings management. Earnings management 
tends to be carried out by companies when the company’s profitability increases. The 
purpose is to maintain and gain the company’s credibility so that the company will try to be 
seen well by external parties.  

This research confirmed the hypothesis stating that permanent differences did not 
moderate the relationship between tax planning and earnings management. Permanent 
differences trigger the difference between income and expenses in financial and fiscal 
reporting. It occurs because there is an adjustment at the end of the period due to some 
expenses that cannot be included as company operating expenses, causing changes in the 
value of operating profit and ultimately triggering earnings management (Amelia & Yudianto, 
2016). 

This research confirmed the hypothesis stating that temporary differences moderated 
the relationship between tax planning and earnings management because positive timing 
differences can occur if the recognition of expenses in the commercial reporting is slower 
than the recognition of expenses for tax reporting or, in other words, the recognition of 
income for accounting purposes (Amelia & Yudianto, 2016; Suandy, 2011). 

This research’s results sustained the hypothesis that permanent differences did not 
moderate the relationship between profitability and earnings management. Permanent 
differences occur because income and expenses are recognized commercially but not 
fiscally, for example, deposit interest (Brolin & Rohman, 2014b).  

This research confirmed the hypothesis that temporary differences moderated the 
effect of profitability on earnings management. Temporary differences occur due to 
differences in the timing recognition of income and expenses between taxes and accounting 
(Brolin & Rohman, 2014b). 
 

CONCLUSION 
 

Research data were collected from 65 manufacturing companies listed on the 
Indonesian Stock Exchange during 2017-2018, so the total research sample was 130 (65 
companies within two years of observation). The regression results indicate that tax planning 
has a negative but significant effect on earnings management. Tax planning carried out by 
the company is not the only strategy for corporate earnings management.  

Profitability has a positive and significant effect on earnings management. Higher 
corporate profits will increase earnings management, consistent with the hypothesis 
proposed in this research. Permanent differences do not moderate the relationship between 
tax planning and earnings management, confirming the empirical results of the research 
hypothesis. Moreover, permanent differences do not moderate the relationship between 
profitability and earnings management, while temporary differences moderate the 
relationship between profitability and earnings management. It is also in line with the 
empirical results of the research hypothesis. 

The researcher is aware that this study has limitations in the research data sample, 
which only involved the manufacturing companies listed on the 2017-2018 Indonesian Stock 
Exchange. Besides, the researcher has not examined the earnings quality variable.  

Therefore, further studies are expected to use other variables to solve corporate 
agency problems, such as adding the earnings quality variable. When managers carry out 
earnings management by paying attention to Book-Tax Differences regarding tax planning 
and probability, the resulting earnings quality needs to be examined. Besides, further studies 
are suggested having different observation periods than in this study or extended 
examination periods, for example, five years of observation, to produce a better result.  

The findings of this research have considerable managerial implications. For 
companies, it is hoped that corporate management can be more careful in including costs or 
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expenses in earnings calculation intended to reduce calculations due to positive or negative 
fiscal corrections. The earnings management will have an impact on the financial reports if 
an error occurs. Potential investors should be more careful in making corporate investment 
decisions by assessing the earnings quality in several observation periods used as a proxy 
for accounting information quality. 
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