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ABSTRACT
The purpose of this study was to obtain empirical evidence
regarding the variables that may affect a company’s decision
of employing transfer pricing along with how that choice
may affect tax avoidance. The variables that are used consist
of the bonus mechanism, debt convenant, and tunneling
incentive. The study used a two-stage regression analysis
to analyze its hypotheses. 12 multinational manufacturing
corporations listed between 2019 and 2021 on the Indonesia
Stock Exchange represent the research sample. The purposive
technique was the method used for selecting the research
sample. The findings proved that the tunneling incentive
has a negative impact on the decision of transfer pricing.
This indicates the decision to utilize transfer pricing will be
fewer depending on the percentage of foreign ownership
in the business. In meanwhile, transfer pricing decisions
are unaffected by bonus mechanism and debt covenants.
Additionally, the findings demonstrate that tax evasion is
unaffected by transfer pricing. This outcome demonstrates
that there are still alternative strategies for avoiding taxes;
transfer pricing has not become a significant one. The results
of this study cannot be applied to other sectors within
the company because it solely examines multinational
manufacturing companies. Future research can use different
variables or different measurements to get better results
because not all of the variables used have an impact on
transfer pricing or tax avoidance. The study’s findings may
be useful as a framework for other researchers looking into
related subjects, and the results can also provide parties
responsible for Indonesian taxation with more information
to help them develop regulations related to transfer pricing
and tax avoidance.


http://journals.ums.ac.id/index.php/reaksi/index
mailto:nico@stietrisakti.ac.id

| JURNAL Riset Akuntansi dan Keuangan Indonesia

INTRODUCTION

For a country to operate its government,
it requires a source of income. The government
receives money from a variety of sources, including
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grants, taxes, and non-tax revenues. One of the
nations where taxes are the main source of income
is Indonesia. The table below, which displays the
Indonesian state’s revenue Sources.

Table. 1. Income Source of Indonesia (in Billion Rupiah)

2021 Percentage 2022 Percentage 2023 Percentage
Taxes Revenue 1.547.841 76% 1.924.937 79% 2.016.923 82%
Non-Tax Revenue 458.493 22% 510.929 21% 426.259 17%
Grants 5.013 2% 1.010 0,04% 409 0,02%
Total 2.011.347 100% 2.436.877 100% 2443592 100%

Source: central statistics agency (2023)

The data shown above illustrates how
substantially the state of Indonesia depends on
tax income. The state budget will be significantly
impacted if tax revenue declines. In order to raise
more money through taxes, the government keeps
examining regulations. The more onerous the
nation’s tax laws have become the more likely it is
that taxpayers will find ways to minimize their tax
obligations. This is due to the fact that taxpayers still
view taxes asa burden. Bothcorporate andindividual
taxpayers are considered taxpayers. In Indonesia,
corporations are among the biggest taxpayers.
Although businesses operating in Indonesia have
to comply with local laws, they also have interests
beyond paying taxes, such as enhancing shareholder
welfare. There will undoubtedly be disagreements
between the government and the company as a
consequence. Companies that receive funding from
investors typically act to represent the interests
of investors, increasing their welfare. One way is
through engaging in tax avoidance.

Tax avoidance refers to any activity that does
not violate tax laws or court cases that are used
to lower the proportion of taxes paid by taking
advantage of legal loopholes [1]. Investors will
undoubtedly receive a higher profit as a result of
this tax avoidance. Tax laws still have gaps in them
even though they have been correctly implemented.
Companies frequently perform in taking advantage
of these opportunities to boost earnings. The
country will undoubtedly suffer from this since
less money will come in from taxes. The process of
determining prices for related party transactions is
known as transfer pricing (PER-32). Multinational
corporations frequently use transfer pricing, which
involves transferring income to the nation with the

lowest tax rate and expenses to the nation with the
highest tax rate [1]. The business can avoid paying
a lot of taxes in this way. Based on prior research’s
findings, this study attempts to investigate the
impact of transfer pricing on tax evasion again.

The findings of the research [1]-[3]
demonstrate that transfer pricing affects tax
avoidance. The impact on corporate tax payments
increases with the magnitude of the transfer pricing
action. In addition to examining how transfer
pricing affects tax evasion. This study additionally
examines at variables that may affect a company’s
choice of employing transfer pricing. This study
analyzes the use of three variables—incentive
tunneling, bonus mechanisms, and debt covenant—
that have the empirical potential to affect transfer
pricing decisions. Controlling shareholders can
participate in tunneling incentives, which involve
using company assets or profits for personal gain.
Companies that set outrageous amounts and
have special ties to majority shareholders are the
ones who carry out this tunneling incentive [4].
According to [5]-[7]pricing transfer, tunneling
incentive, intangible assets and profitability The
purpose of this study is to analyze the effect of good
corporate governance (GCG, tunneling incentives
can help companies generate greater transfer
pricing decisions.

Transfer pricing decisions may be influenced
by bonus mechanisms. Management receives
bonuses in the situation that company profits rise
significantly [8]. The bonus obtained increases with
the amount of profit made. Transfer pricing is one
strategy for boosting profits. [8]-[10] indicates
that the company’s transfer pricing activities may
increase asaresultof the bonus mechanism. Another
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factor that may have an impact on the choice for
utilizing transfer pricing is debt convenant. A
debt covenant is a type of agreement that prevents
creditors from managerial decisions that might risk
the condition of the deal [11]. Transfer pricing is
used by companies that frequently violate debt
agreements to improve profits and avoid violating
creditor agreements [12]. The findings of [11],
[12] demonstrate that debt convenant can enhance
transfer pricing activities.

Due to the background above, researchers
are eager to reexamine transfer pricing decisions
are impacted by tunneling incentives, bonus
mechanisms, and debt covenants, as well as how
these factors relate to tax avoidance. By using
variables that have been used in the past research,
the 2-stage regression method as the novelty to this
research. The question being examined in this study
is to determine if debt covenants, bonus mechanism,
and tunneling incentives affect the decision to use
transfer pricing, as well as how transfer pricing
affects tax avoidance. Tax regulators can use the
information from this study to inform the creation
of tax policies.

Agency Theory

A particular theory developed by [13] is
agency theory. According to this theory, the
management of the company (agents) and
stakeholders (principals) have conflicting goals.
The management has the power to run the company
as a result to this principle. However, management
occasionally abuses their power for their own gain.
There are two different kinds of conflicts that can
arise: a conflict of interest between management
and stakeholders, and a conflict between minority
and majority shareholders. There are two forms
of conflicts of interest in this research: one is tax
avoidance, which involves a conflict between the
government and the company, and the other is
transfer pricing, which may involve a conflict
between the majority and minority parties.

Tunneling Incentive and Transfer Pricing

Controlling shareholders may engage in
tunneling incentives, which involve transferring
profits and assets for the controller’s personal benefit
while minority shareholders bear the cost [8], [14].
The related party of the company’s controlling party
allows for the transfer of profits or assets. Tunneling
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incentives are closely associated with multinational
corporations [9]. The ease with which corporations
can implement tunneling incentives has led to a
greater frequency of transfer pricing actions by
these multinational corporations. They transfer
profits to low-tax nations from nations with high
tax rates. Transfer pricing may be influenced by
tunneling incentives. Multinational corporations
can use related parties that operate across multiple
nations to gain an advantage by implementing
transfer pricing through tunneling incentives. The
transfer pricing action will rise in proportion to the
current tunneling incentive [10], [14], [15]. There
is a conflict of interest between controllers and
minority shareholders in regards to agency theory.
Minority shareholders are going to lose out when
the controlling party utilizes its influence to impose
transfer pricing through incentive tunneling. Based
on explanation above, the hypothesis was:

H1: Tunneling Incentive has positive effect on
Transfer Pricing

Bonus Mechanism and Transfer Pricing

Management  that meets  stakeholder
expectations and company targets is rewarded
with bonuses [8]. The company’s management
iS engaging in transfer pricing in an attempt to
increase profits, which will be converted into
larger bonuses for them when their performance
improves [9], [10], [16]. A conflict arises between
stakeholders and management as a consequence of
this bonus. Any management that is motivated to
increase their bonuses will make every effort to raise
the company’s performance. Based on explanation
above, the hypothesis was:

H2: Bonus Mechanism has positive effect on
Transfer Pricing

Debt Convenant and Transfer Pricing

A debt covenant is an agreement between a
creditor and a debtor that prohibits the debtor from
taking any actions that might lead to the debtor’s
payment failure [4]. Debt covenants protects
creditors from acts that would prevent them from
getting their interests met [17]. Transfer pricing
will be used by the business to boost earnings
and support the interests of its creditors, namely
the ability to make debt payments [11], [12], [16].
In line with agency theory, management of the
company will act in a way that favors creditors over
the interests of minority shareholders. Based on
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explanation above, the hypothesis was:
H3: Debt Convenant has positive effect on Transfer
Pricing

Transfer Pricing and Tax Avoidance

Transfer pricing is the price for transactions
with parties to which a special relationship exists, as
defined by the Director General of Taxes Regulation
PER-32/PJ/2011.  Multinational  corporations
frequently use transfer pricing by shifting earnings
to countries with low tax rates. and transferring
expenses to countries with high tax rates [1].
This happens in international tax transfer pricing
because different countries have different tax rates.
By using transfer pricing, the business directly saves
money on taxes. The company should turn a profit

Incentive Tunneling
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in the nation in which it conducts business, but
these profits are moved to another nation in order
to avoid paying taxes in the nation in which the
company conducts business. The results of [1], [18]—
[20] show that a company’s tax avoidance increases
with the amount of transfer pricing activity. It is
evident in relation to agency theory that corporate
management disadvantages the government, which
serves as the principal. Based on explanation above,
the hypothesis was:

H4: Transfer Pricing increase corporate Tax
Avoidance

In accordance with the previously hypotheses
and explanations the conceptual framework of this
research is:

Bonus Mechanism

Transfer Pricing

Tax Avoidance

A 4

Debt Convenant

Figure 1. Research Framework

RESEARCH METHOD

Multinational manufacturing  companies
listed on the Indonesia Stock Exchange within 2019
to 2021 included the research sample used in this
study. Purposive sampling was used to choose the
sample based on anumber of considerations, such as
foreign ownership of at least 20%, financial reports
ending on December 31, ETR between 0-1 and
multinational manufacturing companies listed on
the Indonesian stock exchange during the research
period. A total of 12 companies fit the requirements
to serve as research samples. 2-Stage regression is

used to test the hypothesis. The research model can
be described as follows:

TP=b0+blTIl+b2BM +h3Debt+e
TA=Db0+Db1TP

TP = Transfer Pricing

TI = Tunneling Incentive
BM = Bonus Mechanism
Debt = Debt Convenant

TA = Tax Avoidance

Table below show definition operation of each
variable
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Table 2. Definition Variable

No Variable Measurement

1 Transfer Pricing P = Related Party Receivable

Total Receivahle

2 Tax Avoidance Tax Expense

- Income Before Tax

3 Tunneling
Incentive

Foreign Ownership

I =
Total Share Outstanding

4 Bonus
Mechanism

Net Income t
BM= ————M —
Net Income £ — 1
5 Debt Convenant Total Liabilities

Total Equity

RESULTS AND DISCUSSION

The following are descriptive statistical results
and hypothesis testing results

Table 3. descriptive statistic

Standard

Mean Deviation

Variable Minimum Maximum

TP 0.002191 0.981999 0.171636 0.276818
TA 0.046195 0.814617 0.248869 0.122988
TI 0.207870  0.921300 0.510343 0.204346
BM 0.105407 10.87860 1.711080 2.397864

Debt 1.658416 0.200495 0.822935 0.367885

The descriptive table above shows that the average
foreign ownership of multinational companies in
Indonesia is 51%, which shows that the controllers
of multinational companies in Indonesia are foreign
companies. and the average tax rate imposed on
companies in Indonesia is 24%.

Table 4. Hypothesis Result

Coefficient Sig
TI>TP 0.459125 0.0421*
BM > TP 0.175225 0.1563
Debt-> TP 0.028451 0.1293
TP>TA -0.037221 0.6323

Tunneling incentives have an effect on transfer
pricing decisions, according to hypothesis testing
results, with a significance value of 0.0421 and a
coefficient value of 0.4592. This demonstrates how
transfer pricing activities can rise when tunneling
incentives are measured based on foreign ownership.
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This is because corporate controllers want to shift
profits to countries with lower tax rates in order to
increase profits. Naturally, this will have a negative
impact on the nation in which the business is
located. These findings are according to [10], [14],
[15]. It argues that transfer pricing decisions will
increase as a result of tunneling incentives. Transfer
pricing decisions are not influenced by the bonus
mechanism as well as debt covenant variables.

Transfer pricing has no effect on tax avoidance,
according to the results of the second test. This
demonstrates that transfer pricing is not yet a
popular strategy for tax evasion in Indonesia. In
Indonesia, very strict tax laws prevent this transfer
pricing from leading to a large amount of tax
avoidance. In addition, the volume of transactions
with related parties is still small when compared to
transactions with third parties, which account for
17% of the total. These findings have been proven

by [2], [3], [21]

CONCLUSION

The objective of this research is to obtain
evidence of how debt covenants, bonus mechanism,
and tunneling incentives affect transfer pricing
decisions and how it affect tax avoidance. Tunneling
incentives are found to have an impact on transfer
pricing actions, according to research conducted
with a sample of 12 multinational companies that
are listed on the Indonesian stock exchange. This
is because the transfer pricing can be done because
the controlling company is a foreign entity that
owns businesses in multiple nations. Meanwhile,
transfer pricing decisions are unaffected by debt
covenants and bonus systems. Furthermore
highlighting that transfer pricing has no impact
on tax avoidance. This study only considers a few
variables that may affect transfer pricing, and it only
looks at transfer pricing as a potential source of tax
avoidance. Since only multinational corporations
were included in the sample, it cannot be applied
to all businesses. For further research, we can add
other factors that can influence transfer pricing and
can use other schemes in determining factors that
cause tax avoidance. The research sample can be
supplemented with other sectors so that it can be
generalized to all company sectors
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