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Abstract 

This study aims to analyze whether there is an effect between Profitability, Leverage, and tax 

avoidance toward firm value, either directly or indirectly. This research uses quantitative methods 

with partial least square analysis techniques. The data was obtained through the official website 

of the Indonesia Stock Exchange. This study found that 58 manufacturing companies were listed 

on the Indonesia Stock Exchange from 2016–to 2018. The results indicate that profitability and 

leverage do not affect tax avoidance and profitability. Leverage affects firm value, and tax 

avoidance does not mediate the effect of Profitability and Leverage toward firm value. Tax 

avoidance does not mediate the impact of leverage on firm value because the higher the leverage, 

the greater the funds provided by the creditor, and this makes investors careful about investing in 

companies with a high leverage ratio. This study implies that maximizing firm value does not 

necessarily require the company to engage in tax avoidance schemes since increasing profit will 

signal to the investor that the company has been managed effectively and ultimately maximizes 

firm value. 
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INTRODUCTION  
  

Nowadays, global market competition is getting more challenging, and every company demands a 

competitive advantage to maintain business continuity. Companies must face many obstacles to 

achieve a competitive advantage, including funding. A study by Hendra et al., (2022) shows that 

only 47 companies in the mining and multinational sectors are listed on the Indonesia Stock 

Exchange to increase share value, which reflects company value. Issuing shares is one of the most 

effective ways of obtaining funds (Bai et al., 2022). When a company needs funding, 

Chandramowleeswaran et al., (2023), state that it can implement two alternatives. The first is to 

apply for internal funding and the second is to apply for external financing, generally from shares. 

According to Sukesti et al., (2021), firm value is an investor assessment of companies often 

associated with stock prices, so the higher the stock price, the higher the firm value. Conversely, 

the lower the stock price, the lower the firm's value. If there is an increase in demand for shares, it 

will increase the share price, which reflects firm value, which, in turn, reveals that the stock 

determines the company's value (Bon & Hartoko, 2022). So, firm value can also defined as an 

investor's assessment of the success of a company's management. 

In addition to factors such as stock prices, other factors can affect the company's value. One 

factor affecting the firm value is an issue or allegation against a company dealing with tax 

avoidance (Rudyanto & Pirzada, 2021). The same study from Alstadsæter et al., (2022), states that 

tax avoidance is the process of controlling actions to avoid the consequences of undesirable 

taxation. Tax becomes a problem in determining the company's value because, in Indonesia, the 

same issue was faced. An example is the case of PT. Adaro Energy Tbk widely reported on various 

online media in Indonesia about suspicion of tax evasion with a transfer pricing scheme through 

its subsidiary in Singapore. Besides tax avoidance, an assessment of the annual report issued by 

the company at the end of the year, one of which contains the profitability and leverage ratio, also 

affects firm value. 

Firm value is an investor's perception of the company; investors tend to think that a good 

company is a company that can generate profits and manage its debt well (Sudiyatno et al., 2020). 

Profitability is one of the measurements of the performance of a company. The profitability of a 

company shows the ability of a company to generate profits for a certain period at a certain level 

of sales, assets, and share capital (Choiriyah et al., 2021). Leverage is a comparison that shows the 

amount of debt used for financing by the company in carrying out its operating activities (Bintara, 

2020). As previously stated, one way to measure the company's value is to look at the ability to 

generate profits and maximize the utilization of the company's leverage. The greater the profit 

generated, the greater the tax paid. The way to minimize the tax payment is to maximize the debt 

or leverage owned by the company. Therefore, Leverage is used as mediation in this research. 

Several studies related to profitability toward tax avoidance have been done by Rahmayani 

et al., (2023), and Sunarto et al., (2021), which stated that profitability affects tax avoidance. This 

contradicts the research results by Darsani & Sukartha, (2021), which state that profitability does 

not affect tax avoidance. Research related to leveraging toward tax avoidance has been done by 

Siti Sarpingah, (2020) and resulted in leverage affecting tax avoidance, while research by Darsani 

& Sukartha, (2021)  resulted in leverage does not affect tax avoidance. 
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Vu & Le, (2021) stated that tax avoidance had a significant adverse effect on firm value, 

whereas according to Hasan et al., (2021), tax avoidance did not affect firm value. Several studies 

on profitability toward firm value have been done by Jihadi et al., (2021) concluding that 

profitability affects firm value. This is contrary to the research by Vu & Le, (2021), which resulted 

in profitability not affecting firm value. Bon & Hartoko, (2022) states that leverage affects firm 

value, whereas according to Jihadi et al., (2021), leverage did not affect firm value. 

Previous research has found that profitability, leverage, and tax avoidance are key variables 

closely related to firm value. Various previous studies have explored the direct relationship 

between these variables, as suggested by Linantis, (2021) regarding profitability, and Sopiyana, 

(2022) highlighting the role of leverage. However, this literature still pays less attention to the 

strategic role of tax avoidance as a mediating mechanism that can strengthen or weaken the effect 

of Profitability and Leverage on firm value.  So, to address this gap, this literature review integrates 

agency theory and signalling theory to support the development of the proposed hypotheses. 

Agency theory provides an analytical framework to understand how strategic decisions such as tax 

avoidance can be a tool for managers in managing the relationship between Profitability, Leverage, 

and firm value. Meanwhile, signalling theory underscores funding decisions' importance in 

signalling investors about the firm's prospects. Thus, this study combines background and literature 

review to deepen the understanding of this complex mechanism while providing a solid foundation 

for the proposed empirical tests. 

This research's contribution includes two main aspects: first, it provides theoretical 

implications by strengthening the understanding of the mediating role of tax avoidance in agency 

theory and signalling. Second, it provides practical implications for companies and regulators in 

designing funding strategies and tax policies that support the increase in firm value, especially for 

manufacturing companies. The object chosen in this study is manufacturing companies listed on 

the Indonesia Stock Exchange from 2016–2018.  

The selection of manufacturing companies for this study during the period of 2016-2018 is 

based on the significant developments and challenges the industry faced in Indonesia during that 

time. Firstly, the period aligns with Indonesia’s National Medium-Term Development Plan – 

Rencana Pembangunan Jangka Menengah – (RPJMN) 2015-2019, which emphasized boosting the 

industrial sector, particularly manufacturing, through policy reforms and investments in 

infrastructure. Additionally, introducing Indonesia's Industry 4.0 roadmap in 2018 pushed for 

digital transformation and automation in the manufacturing sector (Indonesia Government, 2018). 

These shifts marked a crucial period when companies adapted to new regulations and technological 

advancements. 

Moreover, during this period, Indonesia faced global economic pressures, such as fluctuating 

trade relations, particularly with the U.S. and China. These international dynamics impacted the 

manufacturing sector's exports, as well as the sector’s overall performanceing on manufacturing 

companies. The study captures how firms navigated both the internal and external challenges 

during a critical phase of Indonesia's industrial evolution. In addition, manufacturing companies 
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prefer to practice trading on the Indonesia Stock Exchange (IDX) rather than the nonmanufacturing 

company (Martono et al., 2020).  

Profitability shows the ability of a company to generate profits for a certain period at the 

level of sales, assets, and specific share capital (Bintara, 2020). When the company's profits 

increase, the income tax also increases, so the company might avoid tax avoidance to avoid 

increasing the tax burden. Shareholders who invest capital into the company also want to get 

dividend rights to increase if company profits increase, so tax avoidance is also possible. Research 

related to profitability toward tax avoidance has been done by Sunarto et al., (2021) and 

Widiatmoko & Mulya, (2021), which shows that profitability affects tax avoidance. Other research 

about the relationship between profitability and tax avoidance shows that profitability is a 

company's ability to generate profits within a certain period (Oyedokun et al., 2020; Aksan & 

Gantyowati, 2020). A higher company's profit will have a good impact on the company's 

performance, but profit is an important point in the imposition of taxes. If the profit value of a 

company is high, this will impact the amount of tax burden that must be issued by the company 

(Darsani & Sukartha, 2021). Based on these premises, the hypotheses in this study are: 

H1: Profitability Affects Tax Avoidance 

 

The funding decision policy set by the company can be illustrated through the leverage ratio 

of the company. The higher the leverage of a company, the higher the company's dependence on 

financing its assets from loans or debt. Debt for companies has a fixed burden in the form of interest 

costs, and interest costs included in the burden that can reduce taxable income (deductible expense) 

so that the use of debt will provide a positive relationship to the activities of tax avoidance by a 

company. Suciarti et al., (2020) researched leverage, finding that leverage affects tax avoidance. 

Leverage is a comparison that reflects the amount of debt used for financing by the company in 

carrying out its operational activities. The greater the company's use of debt, the greater the interest 

expense the company must issue. However, this can reduce pretax profit, which can further reduce 

the amount of tax that must be paid by the company (Erkinkhojiev & Shoohrat Amonovich, 2022). 

Based on the premises, the hypothesis can be arranged as follows: 

H2: Leverage Affects Tax Avoidance 

 

Tax avoidance is a tax savings that arises from utilizing the tax provisions that are done 

legally to minimize tax obligations by minimizing corporate profits (Rabbi & Almutairi, 2020). 

Because the higher the profits reported by the company, the higher the tax burden that must be 

paid. Tax avoidance is also an aggressive tax strategy companies carry to minimize the tax burden, 

so this activity raises risks for companies, including fines and a bad reputation in the public eye if 

revealed (Johnson, 2020). Research related to tax avoidance was conducted by Darsani & Sukartha, 

(2021), who found that tax avoidance significantly negatively affected firm value. Firm value has 

a joint effect on tax avoidance. That means the amount of company profits generated through asset 

management and the total amount of assets a company owns will encourage companies to do tax 

planning with tax avoidance actions. Based on the premises, the following hypotheses can be 

proposed: 

H3: Tax Avoidance Affects Firm Value 
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The ratio to measure profitability toward firm value also uses return on equity based on 

research by (Munandar & Alvian, 2022). The growth of return on equity shows a better prospect 

for the company, which investors will capture as a positive signal, further facilitating the company's 

management in attracting capital in the form of shares. If there is an increase in stock demand, the 

stock price will rise, which reflects firm value (Agustin et al., 2023). Research by Jihadi et al., 

(2021) and Yudhyani et al. (2022) showed that profitability affects firm value. The greater the 

assets owned by the company, the more the company can provide a record for carrying out an 

activity that can expand market share, affecting a company's Profitability. Based on these premises, 

the hypotheses in this study are: 

H4: Profitability Affects Firm Value 

 

A company is not solvable if the total debt of the company is greater than the total assets 

owned by the company. The higher leverage ratio shows the more significant amount of funds 

creditors provide. This will make investors cautious about investing in companies with high 

leverage ratios because the high leverage ratio indicates the high-risk companies will face, such as 

bankruptcy. Debt that continues to grow without control will cause a decrease in firm value. 

Research related to Leverage was conducted by Bon & Hartoko, (2022), which showed that 

Leverage affects firm value. Based on the premises, the hypothesis can be arranged as follows: 

H5: Leverage Affects Firm Value 

 

Return on equity is a ratio that shows a company's ability to generate net income for return 

on shareholders' equity. Agency theory also spurs managers to increase corporate profits 

(Oyedokun et al., 2020; Najaf & Najaf, 2021). When the company's profits increase, the income 

tax also increases, so the company might avoid tax avoidance to avoid increasing the tax burden. 

Shareholders who invest capital in companies also want to get dividend rights to increase if 

company profits increase, so tax avoidance is also possible. However, tax avoidance raises fines 

and gives the company a bad reputation in the public eye. Based on the premises, the following 

hypotheses can be proposed: 

H6: Tax Avoidance mediates the effect of Profitability on Firm Value 

 

The funding decision policy set by the company is illustrated through the leverage ratio of 

the company. The higher the leverage of a company, the higher the company's dependence on 

financing its assets from loans or debt. Debt has a fixed cost of interest. Interest expense is included 

in the expense that can reduce taxable income so that the use of debt will provide a positive 

relationship to a tax avoidance activity by a company, but this activity, if proven to be carried out 

by the company, can lead to fines and bad reputation in the public eye. Based on the premises, the 

research hypothesis is: 

H7: Tax Avoidance mediates the effect of Leverage on Firm Value 
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RESEARCH METHOD 

 

This research uses quantitative methods, and sample selection was based on a purposive sampling 

technique. Purposive sampling allows the selection of samples following the research objectives, 

namely manufacturing companies that meet specific criteria. The following Table 1 summarizes 

the results of screening the population to the final sample. 
 

Table 1. Research Sample Criteria 

Criteria Number of Companies 

Number of manufacturing companies 146 

Does not publish a complete annual report -22 

Financial statements are not in rupiah -18 

Did not make consecutive profits -34 

Have tax benefits -14 

Sample 58 

Source: Indonesia Stock Exchange, Period 2016–2018 
 

Table 2. Operational Definitions of the Variables 

Variable Definitions Formula Source 

Firm Value 

(Tobin's Q) 

The firm value that reflects 

how the market values the 

overall value of a company 
𝑇𝑜𝑏𝑖𝑛′𝑠 𝑄 =

(𝐸𝑀𝑉 + 𝐷)

(𝐸𝐵𝑉 + 𝐷)
 

 

(Agustin et al., 

2023) 

Profitability 

(ROE) 

The company's ability to 

generate profits from its 

resources in a certain period 
𝑅𝑂𝐸 =

𝐸𝐴𝑇

𝑇𝑜𝑡𝑎𝑙 𝐸𝑞𝑢𝑖𝑡𝑦
 

 

 

(Orbaningsih, 

2022) 

Leverage  

(DER) 

The proportion of a 

company's funding comes 

from debt compared to its 

equity. 
𝐷𝐸𝑅 =

𝑇𝑜𝑡𝑎𝑙 𝐷𝑒𝑏𝑡

𝐸𝑞𝑢𝑖𝑡𝑦
 

 

 

(Ibrahim, 2020) 

Tax Avoidance 

(CETR) 

The company's strategy is to 

minimize the tax burden that 

must be paid legally through 

effective tax planning. 

𝐶𝑎𝑠ℎ 𝐸𝑇𝑅

=
𝑇𝑎𝑥 𝐸𝑥𝑝𝑒𝑛𝑠𝑒

𝑃𝑟𝑒𝑡𝑎𝑥 𝐼𝑛𝑐𝑜𝑚𝑒
 

 

 

(Hasan et al., 

2021) 

Source: Previous Research 

  

After the screening process based on the Table 1 criteria, 58 manufacturing companies were 

obtained as the study's final sample. The data used in this study are secondary in the form of annual 

financial reports of manufacturing companies received from the official IDX website 

(www.idx.co.id) for the 2016-2018 period.  
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To ensure consistent and valid measurement in this study, each variable is operationally 

defined based on theory and previous research. This operational definition includes indicators, 

measurement formulas, and reference sources to support the accuracy of the analysis. A more 

detailed explanation of the operational definitions of the variables in this study is presented in 

Table 2. 

The data analysis method in this study was carried out using a quantitative approach with 

Partial Least Square (PLS) analysis techniques. PLS was chosen because this method is suitable 

for testing causal relationships between complex latent variables, including measuring direct and 

indirect relationships. The analysis is carried out through several main stages, namely the 

evaluation of the measurement model (outer model) to ensure data validity and reliability and the 

evaluation of the structural model (inner model) to test the relationship between latent variables. 

Hypotheses were tested by analyzing the path coefficient value and significance level using the t-

statistic and p-value generated through the bootstrapping procedure. The entire analysis process 

was carried out using SmartPLS software to support accuracy and efficiency in data processing. 

 

 

RESULTS AND DISCUSSION 

 

Results 

Before delving into the results of hypothesis testing, it is important first to understand the 

characteristics of the data used in this study. The descriptive statistics provide an overview of the 

central tendencies and dispersion of the key variables, which include Profitability, Leverage, tax 

avoidance, and firm value. By analyzing these statistics, we can gain insight into the general 

patterns and variability within the sample of manufacturing companies listed on the Indonesia 

Stock Exchange during the 2016–2018 period. Table 3 presents these descriptive statistics for the 

main variables in the study.  
 

Table 3. Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

Profitability 

Leverage 

Tax Avoidance 

Firm Value 

174 

174 

174 

174 

0.000 

0.083 

0.012 

0.304 

1.359 

4.190 

0.971 

23.286 

0.152 

0.824 

0.275 

2.128 

0.219 

0.699 

0.117 

3.139 

Source: Data processed 
 

The descriptive statistics in Table 3 for the key variables—Profitability, Leverage, tax 

avoidance, and firm value—are based on data from 58 manufacturing companies over three years, 

resulting in 174 data points. Profitability, measured by return on equity (ROE), has a mean of 

0.152, while Leverage (debt-to-equity ratio) ranges from 0.083 to 4.190, with a mean of 0.824. 

Tax avoidance, represented by the cash effective tax rate (CETR), has a mean of 0.275. Firm value, 
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measured by Tobin's Q, shows significant variation, with a mean of 2.128. The standard deviations 

indicate a moderate to high variability in these financial variables, reflecting the diverse financial 

performance and conditions of the companies in the sample. The subjects of this study consisted 

of 22 manufacturing companies in the primary industrial and chemicals sector, 15 manufacturing 

companies in miscellaneous industrial sectors, and 21 manufacturing companies in the consumer 

goods sector. Firm value variables are calculated using Tobin's Q formula, tax avoidance using 

CETR, and Profitability and Leverage using return on equity and debt to equity ratio. 

Before examining the results of hypothesis testing, it is important to assess the overall 

significance of the model first. This is done through the F-test, which evaluates whether the 

independent variables collectively have a significant effect on the dependent variable. The F-test 

helps to determine if the model is a good fit for the data and whether the variables included in the 

analysis can explain variations in the dependent variable. The following section will discuss the 

results of the F-test for this study. 

 

Table 4. The F-test and R2 
 Firm Value Leverage Profitability Tax Avoidance R² 

Profitability 4.606   0.025  

Leverage 0.036   0.006  

Tax Avoidance 0.014    0.026 

Firm Value     0.829 

Source: Data processed 

  

Table 4 presents the F-test results for the variables involved in this study: Firm Value, 

Leverage, Profitability, and Tax Avoidance. The F-test evaluates the overall significance of the 

relationships between the independent variables (Profitability, Leverage, Tax Avoidance) and the 

dependent variable (Firm Value). The F-test results show that profitability significantly affects 

Firm Value, with a p-value of 0.025, less than the 0.05 threshold, indicating that profitability 

significantly influences Firm Value. On the other hand, Leverage has a p-value of 0.006, 

suggesting that it also significantly impacts Firm Value. In contrast, the effect of tax avoidance on 

firm value is supported by a p-value of 0.014, which further corroborates its significant role in 

explaining variations in firm value. These findings demonstrate that all independent variables—

Profitability, Leverage, and Tax Avoidance—significantly impact Firm Value, justifying their 

inclusion in the model. 

In this study, hypothesis testing is conducted using p-values, representing the probability of 

obtaining a given result assuming the null hypothesis is true. For the hypothesis to be considered 

significant, the p-value must be less than 5% (0.05). This means that if the p-value is greater than 

0.05, the hypothesis is deemed to have no significant effect, as it fails to meet the threshold for 

statistical significance. The results of this hypothesis testing are summarized in Table 5, where 

each p-value is compared to the 0.05 benchmark to determine the relevance and impact of the 

independent variables on the dependent variable. 
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Table 5. Hypothesis Testing 
 

Hypothesis 

Original 

Sample 

(O) 

Sample 

Mean 

(M) 

Standard 

Deviation 

(STDEV) 

T Statistics 

(|O/STDEV|) 
P-Values 

 

Result 

H1 Profitability 

affects tax 

avoidance 

−0.163 −0.167 0.037 4.468 0.000 

 

Accepted 

H2 Leverage 

affects tax 

avoidance 

0.079 0.080 0.069 1.144 0.253 

Unaccepted 

H3 Tax 

Avoidance 

affects Firm 

Value 

0.050 0.052 0.020 2.535 0.012 

Accepted 

H4 Profitability 

Effects Firm 

Value 

0.935 0.931 0.039 24.005 0.000 

Accepted 

H5 Leverage 

effects Firm 

Value 

−0.082 −0.088 0.039 2.098 0.036 

Accepted 

H6 Profitability 

effect 

indirectly 

on firm 

value 

−0.008 −0.009 0.005 1.511 0.132 

 

Unaccepted 

H7 Leverage 

effect 

indirectly 

on Firm 

Value 

0.004 0.004 0.004 0.917 0.360 

 

Unaccepted 

Source: Data processed 
 

Based on the p-values in Table 5, we see a value of 0,000 or <0.05 on the effect of 

profitability on tax avoidance, thus indicating that profitability affects tax avoidance. A value of 

0.253 or >0.05 on the effect of Leverage on tax avoidance shows that Leverage does not affect tax 

avoidance. Moreover, a value of 0.012 or <0.05 on the effect of tax avoidance on firm value 

indicates that tax avoidance affects firm value. A value of 0.000 or <0.05 on the effect of 

profitability on firm value indicates that profitability affects firm value. 

Based on the p-values in the table above, we see a value of 0.036 or <0.05 on the influence 

of Leverage on firm value, thus indicating that Leverage affects firm value. A value of 0.132 or 
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>0.05 on tax avoidance mediates the effect of profitability toward firm value showing that tax 

avoidance does not mediate the effect of profitability toward firm value. Moreover, a value of 0.360 

or >0.05 on tax avoidance mediates the effect of Leverage toward firm value, indicating that tax 

avoidance does not mediate the effect of Leverage toward firm value. 

 

Discussion 

Profitability Affects Tax Avoidance 

The hypothesis that profitability influences tax avoidance is accepted with a p-value of 0.000, 

which is less than the significance level of 0.05. This result suggests that when a company's 

profitability increases, its income tax burden increases, prompting it to engage in tax avoidance 

strategies to mitigate the additional tax burden. According to agency theory, this behavior can be 

attributed to the conflict of interest between managers and shareholders. Managers, acting as 

agents, may pursue tax avoidance to maximize their own utility, such as bonuses tied to after-tax 

profits, even if it is not in the best interest of shareholders. This aligns with previous research 

(Lestari et al., 2023), which identified profitability as a critical factor influencing tax avoidance 

practices.  

However, this result contradicts Tanko (2020) study, which found no significant relationship 

between profitability and tax avoidance. The differing results can be attributed to the nature of the 

companies studied, as this research focuses on manufacturing companies listed on the Indonesia 

Stock Exchange. Based on signalling theory, insight into this behavior suggests that companies use 

tax avoidance as a signal to investors about their financial health and management efficiency. By 

engaging in tax avoidance, companies may attempt to convey positive signals to the market, 

indicating strong profitability and effective management, even though it may not always reflect the 

true economic value of the firm. 

 

Leverage Affects Tax Avoidance 

The hypothesis that leverage influences tax avoidance is rejected because the p-value of 0.253 is 

greater than the 0.05 significance threshold. This suggests that the use of debt or leverage does not 

significantly affect tax avoidance. The result indicates that, even with higher leverage, companies 

are not necessarily more inclined to engage in tax avoidance. According to agency theory, this 

finding can be understood by considering the motivations of managers versus shareholders. While 

managers (agents) may seek to optimize financial strategies for personal benefits, shareholders 

(principals) expect decisions that maximize overall firm value. In this context, higher leverage does 

not automatically lead to tax avoidance because the interests of managers and shareholders may 

not always align towards aggressive tax strategies. This finding is consistent with Elbannan & 

Farooq (2020) research, which emphasized that financing decisions, whether made using internal 

or external funds, do not necessarily lead to tax avoidance behavior. 

From the perspective of signalling theory, the lack of a significant relationship between 

leverage and tax avoidance could be attributed to how companies signal their financial stability 

and management quality to investors. High leverage might be seen as a risk factor, and companies 

may avoid additional complexity, such as tax avoidance strategies, to present a cleaner, more stable 

financial image. Engaging in tax avoidance could potentially send negative signals to investors, 
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suggesting higher risk or aggressive financial practices, which companies may want to avoid, 

especially if they are already highly leveraged. 

 

Tax Avoidance Affects Firm Value 

The hypothesis that tax avoidance influences firm value is accepted, with a p-value of 0.012, less 

than the 0.05 threshold. This finding indicates that tax avoidance affects the firm's value, with 

companies engaging in tax avoidance potentially increasing their firm value in the short term. 

According to agency theory, this behavior can be seen as a result of the conflict between managers 

(agents) and shareholders (principals). Managers might engage in tax avoidance to show higher 

profits and improve short-term financial performance, which could lead to bonuses or other 

personal benefits. However, this action might not align with the long-term interests of shareholders, 

who could be more concerned with sustainable growth and reputation. Aggressive tax avoidance 

can expose companies to risks, including potential fines and reputational damage if disclosed. 

Maximizing firm value may be done by maintaining sustainable company growth. 

From the perspective of signalling theory, engaging in tax avoidance might be used by 

companies to signal to the market that they are efficient in managing their tax liabilities, thus 

potentially increasing their perceived value in the short term. However, if tax avoidance practices 

are uncovered, they can send negative signals to investors and the market, indicating higher 

company risk and potentially misleading investors about the firm's true financial health. This aligns 

with the findings of Guedrib & Marouani's (2023) research, which noted that while tax avoidance 

might temporarily maximize firm value, it also increases company risk and can mislead investors.  

 

Profitability Affects Firm Value 

Profitability is shown to affect firm value with a p-value of 0.000 significantly. This result indicates 

that higher profitability enhances a company's prospects, which investors perceive positively. 

Increased demand for the company's shares due to improved profitability will subsequently 

increase the company's market value (Alifiani & Suryaningrum, 2020). According to agency 

theory, this can be seen as a positive outcome of the alignment between managers’ actions and 

shareholders' interests. Managers, acting as agents, are motivated to increase profitability to meet 

shareholders' expectations, thus enhancing firm value. By focusing on improving profitability, 

managers demonstrate that they are acting in the best interests of the shareholders, which can 

reduce potential conflicts between the two parties period (Oyedokun et al., 2020; Aksan & 

Gantyowati, 2020). Maximizing firm value means that managers focus on improving profitability. 

From the perspective of signalling theory, higher profitability serves as a strong signal to the 

market about the company’s performance and prospects. When a company reports higher 

profitability, it sends a positive signal to investors, indicating that the company is well-managed 

and financially healthy. This positive signal increases investor confidence, leading to increased 

demand for the company's shares and, consequently, a rise in market value. This finding is 

consistent with Jihadi et al. (2021) and Yudhyani et al. (2022), who found that higher profitability 

correlates with increased firm value, as it effectively communicates the company's strong 
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performance and future growth potential to investors. Therefore, maximizing firm value will attract 

new investors, since the company relays good signals.  

 

Leverage Affects Firm Value 

Leverage is found to have a significant effect on firm value, with a p-value of 0.036. This result 

suggests that higher leverage can increase the funds available to the company, which may help 

finance expansions and boost growth. According to agency theory, this behavior can be explained 

by the relationship between managers (agents) and shareholders (principals). Managers may use 

leverage to fund new projects and expansions that promise higher returns, aligning their actions 

with shareholders' interests. However, high leverage also introduces significant risk, as managers 

might prioritize short-term gains over long-term stability, potentially leading to increased financial 

distress or bankruptcy risks. Maximizing firm value means that managers must not engage in more 

leverage without a good strategic plan.  

From the signalling theory perspective, using higher leverage can act as a signal to the 

market. When a company takes on more debt, it may be perceived as confident in its future growth 

and profitability, thus sending a positive signal to investors. This can increase the firm's value as 

investors interpret the additional leverage as an indication of strong management and profitable 

expansion plans. However, if the market perceives the leverage as excessive, it can also signal high 

risk, potentially leading to a decline in investor confidence. This finding is consistent with Akhtar 

et al. (2022), who stated that increased leverage can raise firm value, provided the debt is used 

effectively to expand the company's operations. Effective debt management might send a good 

signal to the investors, indicating that the company maximize their firm value. 

 

Tax Avoidance mediates the effect of Profitability on Firm Value 

The hypothesis that tax avoidance mediates the relationship between profitability and firm value 

is rejected with a p-value of 0.132, greater than the 0.05 threshold. This result suggests that tax 

avoidance does not mediate the effect of profitability on firm value. According to agency theory, 

this implies that the actions of managers (agents) in engaging or not engaging in tax avoidance do 

not alter the relationship between profitability and firm value. Managers may focus on achieving 

higher profitability to attract investment and increase firm value, which aligns with the 

shareholders' (principals') interests. This means that regardless of whether managers engage in tax 

avoidance, the primary driver for increasing firm value remains the profitability of the company. 

From the signalling theory perspective, high profitability is a strong signal to investors about 

the company's financial health and performance. Investors are more likely to be attracted to 

companies with high profitability, leading to an increase in firm value (Alifiani & Suryaningrum, 

2020). In this context, tax avoidance does not significantly influence firm value because the 

positive signal of high profitability outweighs any potential negative signals from tax avoidance 

practices. This aligns with the finding that tax avoidance may not play a significant role in 

mediating the effect of profitability on firm value. Syura et al. (2020) found that tax avoidance 

does not fully mediate the relationship between sales growth and firm value. It means that managers 

do not necessarily need to engage in tax avoidance to maximize their firm value. There are other, 

perhaps more effective, strategies that managers can use to enhance the value of their company, 



 
 

 

126 

 

 

 

 

 

Journal of Accounting and Strategic Finance 

Vol.7 No.1 June 2024, pp. 114-132. 

such as investing in growth opportunities, improving operational efficiency, or strengthening 

customer relationships, instead of focusing on reducing tax liabilities through potentially risky tax 

avoidance schemes,  By focusing on these strategies, managers can sustainably increase their firm's 

value without resorting to tax avoidance, which carries risks such as legal repercussions and 

reputational damage. 

 

Tax Avoidance mediates the effect of Leverage on Firm Value 

The hypothesis that tax avoidance mediates the effect of leverage on firm value is also rejected, 

with a p-value of 0.360, greater than 0.05. This result suggests that tax avoidance does not mediate 

the relationship between leverage and firm value. According to agency theory, this result implies 

that the actions of managers (agents) in engaging in tax avoidance do not influence the effect of 

leverage on firm value. Managers may utilize leverage to finance projects and boost growth, but 

whether they engage in tax avoidance does not significantly alter this relationship. Instead, the 

primary factors affecting firm value are efficient debt management and strategic financial planning, 

which ensure that the leverage used effectively contributes to the company's growth and stability, 

aligning with shareholders' (principals') interests. Aligning principal and agent will ultimately 

maximize firm value. 

From the signalling theory perspective, leverage sends signals to the market about a 

company's growth and financial strategies. High leverage might be perceived as a sign of 

aggressive expansion and confidence in future profitability. However, tax avoidance does not 

significantly impact these signals, as the market is more focused on how well the company manages 

its debt and overall financial strategy. This highlights that the market values efficient debt 

management and strategic planning over tax avoidance practices when assessing a firm's value. 

Syura et al. (2020) found that tax avoidance does not fully mediate the relationship between 

financial leverage and firm value. This finding suggests that tax avoidance alone cannot fully 

explain the positive or negative effects of financial leverage on firm value. Other factors, such as 

the company’s operational efficiency, market conditions, strategic financial planning, and the 

overall economic environment, also play crucial roles in determining how leverage influences firm 

value. Therefore, managers need to consider a broader range of strategies and factors to effectively 

maximize firm value. 

 

Discussion of Coefficient Determination 

The coefficient of determination (R²) is a statistical measure that explains how well the independent 

variables in the model can predict or explain the variation in the dependent variable. A higher R² 

value indicates that the independent variables in the model explain a greater proportion of the 

variation in the dependent variable. This measure is crucial because it provides insight into the 

model's goodness of fit. In this study, the regression analysis results show that the R² value reflects 

the explanatory power of the independent variables—Profitability, Leverage, and tax avoidance—

on the firm value. An R² value close to 1 indicates that the model explains most of the variability 

in firm value, while a value closer to 0 suggests that the model's explanatory power is limited. The 
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coefficient determination results are 0.026 for tax avoidance and 0.829 for firm value (see Table 

4). The results of this study suggest that the model has a strong explanatory power, where the 

independent variables account for a significant portion of the variation in firm value. In contrast, 

tax avoidance has a weak explanatory power from the independent variables. These results indicate 

that other external factors may also influence the results. 

Based on this study's findings, future research could explore additional variables that may 

influence the relationships between Profitability, Leverage, tax avoidance, and firm value. 

Researchers could examine different industries or geographic locations to see whether the results 

vary across economic contexts. Moreover, it would be valuable to investigate the long-term impact 

of tax avoidance on firm value, particularly regarding reputational effects and regulatory scrutiny. 

Future studies could also consider the potential moderating or mediating effects of corporate 

governance and managerial decision-making on these relationships.  

 

 

CONCLUSION 

 

This study analyzed the relationships between profitability, leverage, tax avoidance, and firm value 

within 58 manufacturing companies listed on the Indonesian Stock Exchange. The empirical 

findings confirm that profitability significantly influences tax avoidance, aligning with the 

hypothesis that higher profitability leads to a more significant tax burden, motivating companies 

to engage in tax avoidance strategies. Conversely, leverage was found not to significantly impact 

tax avoidance, suggesting that companies' debt levels do not necessarily drive their tax planning 

practices. Furthermore, the study highlights the significant effects of profitability and leverage on 

firm value, while tax avoidance also plays a direct role in influencing firm value. However, tax 

avoidance does not mediate the relationships between profitability and firm value or leverage and 

firm value. It was indicated that firm value is influenced directly by profitability and leverage rather 

than through tax avoidance as an intermediary variable. Therefore, to maximize firm value, 

managers must strategize on how to maximize their profit without engaging in tax avoidance to 

ensure company sustainability. 

The findings underscore practical implications for corporate management, emphasizing the 

need to carefully balance profitability and leverage to enhance firm value, while mitigating risks 

associated with tax avoidance. For investors, the study suggests prioritizing firms with strong 

profitability and prudent leverage management to ensure sustainable returns. Policymakers should 

promote transparency and ethical tax practices by enhancing disclosure requirements to mitigate 

risks associated with aggressive tax avoidance. The limitations of this study include its focus on 

manufacturing firms and reliance on secondary data, suggesting that future research should expand 

to other industries and incorporate variables such as corporate governance to enrich the analysis. 

Theoretical contributions include supporting agency and signalling theory, reinforcing the direct 

effects of profitability and leverage on firm value while challenging assumptions about tax 

avoidance's mediating role. These findings provide a foundation for practical and policy-oriented 

approaches to managing corporate financial performance and valuation. 
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