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ABSTRACT

Tax Aggressiveness is one of the important determinants of low tax ratio in Indonesia.
The large number of taxpayers participating in the tax amnesty program indicates the high
practice of tax aggressiveness that has occurred. This study aims to examine political connection
associations and executive compensation for company tax aggressiveness. Political connections
are measured using dummy variables, executive compensation is measured using natural
logarithms of total compensation received for a year, and tax aggressiveness is measured using
the GAAP ETR proxy, ETR Cash, and Current ETR. The research data was taken from the
annual reports of companies in the manufacturing sector for the period of 2015-2017 and
produced 315 observations. The analysis in this study uses multiple regression and gives results
that there is a positive association between political connections and executive compensation
with the company's Effective Tax Rate. This indicates that companies with political connections
and high executive compensation tend to be more compliant or avoid tax aggressiveness.

Keywords: Political Connection, Executive Compensation, Tax Aggressiveness, Tax
Compliance.

INTRODUCTION

Indonesia is one of the developing countries whose biggest main source of income comes
from tax revenues. Table 1 shows that more than 80% of state revenues are contributions from
tax revenues.

Table 1

REALIZATION OF STATE TAX REVENUES (IN BILLION RUPIAH) IN 2015-2017

Source Penerimaan 2015 2016 2017
| Revenue 1,496,047 1,546,947 1,732,952
Tax Revenue 1,240,419 1,284,970 1,472,710
Non-Tax Revenue 255,628 261,976 260,242

| Grants 11,973 8,988 3,108
Amount 1,508,020 1,555,934 1,736,060
Percentage of tax revenue to total state revenues 82.25% 80.27% 84.83%

However, Indonesia's tax ratio is still low. The tax ratio shows the low tax revenue
compared to gross domestic product. Data from the Ministry of Finance (2018) regarding the
2018 State Budget shows that Indonesia’s tax ratio in 2017 is at 10.7% and rises to 11.6% in
2018. However, this value is still low compared to the ideal tax ratio of 15-16%. In addition, this
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value is still lower compared to other ASEAN countries. OECD data (2017) shows several
ASEAN countries that have similar economic sizes in Indonesia have higher tax ratio values,
namely Thailand (18.1%), Malaysia (14.3%), Philippines (17%) and Singapore (13, 5%).

The low value of the tax ratio is caused by several things, one of which is aggressive tax
avoidance measures carried out by taxpayers (tax aggressiveness). Tax aggressiveness is part of
tax planning but is done with the aim of maximizing the company's profits by taking the risk to
remain undetected by the tax authority, so the company is more aggressive in carrying out its tax
reduction strategy (Martinez, 2017). The existence of tax aggressiveness can potentially reduce
state revenues from the tax sector. The research results of Cobham & Jansky (2017) using data
from the International Monetary Fund (IMF) found that Indonesia was ranked highest among
ASEAN countries and ranked 12th out of 145 countries with the biggest loss from tax avoidance
measures, totaling at 7.48 billion dollars or equivalent to 104.72 trillion rupiahs, which could
potentially increase the tax ratio to close to 1%. In addition, the large numbers of taxpayers who
utilize the tax amnesty program are indicative of the pre-existing common phenomenon of tax
evasion in Indonesia.

The actions of corporate tax aggressiveness can be influenced by several things. This
study aims to look at the association of political connections and executive compensation for the
company's tax aggressiveness. Political connections are chosen because many companies in
Indonesia have political connections and use them for the benefit of the company (Fisman, 2001,
Harymawan, 2018, Wicaksono, 2017). In Indonesia, many public officials have held important
positions in the company during or after their service as public officials. Owned political
connections are often used by companies to carry out tax aggressiveness because with this
political connection, companies will face low pressure on transparency and law enforcement due
to company actions (Kim & Zhang, 2016).

Another factor that can be associated with the company's tax aggressiveness is executive
compensation. The executive as the party appointed to manage the company has a mandate to
improve the welfare of shareholders. The compensation given for the mandate is followed by
demands those executives are able to meet shareholders' expectations, one of which is to
minimize the tax burden (Mayangsari et al., 2015). The greater the compensation given to
executives, the greater the level of tax aggressiveness that will be done by the company (Amri,
2017).

This research was conducted on companies engaged in the manufacturing sector because
because the number of companies in this sector constituted 20% of all companies listed on the
Stock Exchange, which was the largest contributor of state revenues from the tax sector. Table 2
shows the contribution of the manufacturing sector to state revenues from corporate taxpayer
income tax.

Table 2
THE PERCENTAGE OF 2017 TAX REVENUE CONTRIBUTION BASED ON BUSINESS
CLASSIFICATION

No. Sector Percentage
1 Manufacture 31.80%
2 Finance 19.30%
3 Trading 14%
4 Agriculture 1.70%

Source: Ministry of Industry, 2018.
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However, the large contribution does not necessarily reflect the level of tax compliance.
In the case of corporate tax avoidance of PT. Toyota Motor Manufacturing Indonesia and PT.
Asia Pulp & Paper are examples that tax avoidance activities also occur in the manufacturing
sector.

In addition, studies on political connections, executive compensation, and tax
aggressiveness provide inconclusive results (Tehupuring & Rossa, 2016; Pranoto & Widagdo,
2016; Ayu, 2017; Armstrong et al., 2015; Mayangsari et al., 2015; Ying et al., 2017; Abdul-
Wahab et al., 2017; Wicaksono, 2017). So, in this study three proxies of tax aggressiveness were
used, namely GAAP Effective Tax Ratio (ETR), Cash ETR, and Current ETR.

Conceptual Framework and Development of Hypotheses
Tax planning

Tax planning is a tax reduction strategy that can be done legally or illegally (Martinez,
2017). Tax planning is said to be legal if it is done by exploiting weaknesses in tax regulations
that facilitates the reduction of taxes. Tax planning is said to be illegal if done in ways that
violate tax regulations.

Tax Planning
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FIGURE 1
CONCEPTUAL FRAMEWORK OF TAX PLANNING

Figure 1 illustrates tax planning as a tax reduction strategy that covers all activities,
including both implicit and explicit tax types. The tax planning action is categorized as tax
avoidance if it is done with the aim of maximizing profit after tax and as tax aggressiveness if it
is done by considering the possibility of the company not being examined by the tax authority.
The company is categorized as conducting tax evasion if the tax reduction strategy is carried out
illegally and has violated applicable tax regulations.
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Tax Aggressiveness

According to Martinez (2017), tax aggressiveness is a more aggressive form of tax
avoidance. The weaker the existing tax regulations are, the more the company will be more
aggressive in minimizing the tax burden that must be paid. The size of the possibility of the
company not being examined by the tax authority (> 50%) is also one of the factors driving the
company in conducting tax aggressiveness (Lietz, 2013).

The company's tax aggressiveness can be calculated through effective tax rate (ETR). If
the ETR value is reduced by the negative tax rate, then the company is categorized as doing tax
aggressiveness and vice versa (Abdul-Wahab et al., 2017). ETR calculations are divided into
three, namely (Hanlon & Heitzman, 2010; Dyreng et al., 2008; Ayers et al., 2009):

GAAP ETR

GAAP ETR is calculated from the total income tax expense divided by total corporate
income before tax, so it can show changes in the amount of tax burden in each period. The lower
the value of GAAP ETR, the higher the level of tax aggressiveness of the company (Damayanti
& Prastiwi, 2017).

Cash ETR (CETR)

CETR is calculated from the tax burden currently paid divided by total income before
tax, so that it can show the level of tax aggressiveness of the company through fixed and
temporary differences (Harnovinsah & Mubarakah, 2016).

Current ETR (CUETR)

CUETR aims to describe the company's ETR value for the current tax burden so that it
can measure a company's tax aggressiveness in the short term. CUETR is calculated by the tax
burden which is now divided by total income before tax (Auliadini & Martani, 2013).

Political Connection

Companies with political connections are companies with certain businesses that have a
bond or seek relationships with politicians or the government (Tehupuring & Rossa, 2016).
Zhang et al., (2012) suggested two different results due to the company's political connections in
relation to tax aggressiveness decisions:

Political favoritism effect

Companies are becoming increasingly aggressive in tax evasion because they can lobby the
government to avoid tax audits or other actions that may reveal the company's tax
aggressiveness.

Bureaucratic incentive effect
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The company becomes obedient and compliant to the imposition of taxes because of the
bond or control of the government through political connections to evaluate the company so that
the company does not dare to carry out tax aggressiveness.

Companies are considered to be politically connected if one of the shareholders (who has
ownership voting rights of >10%) or the company leader is an official or a member of
parliament, a minister or has close relationship with politicians or political parties (Faccio, 2006;
Tehupuring & Rossa, 2016). This study uses the Resource Dependence Theory (RDT) approach
proposed by Pfeffer & Salancik (2003) which states that due to uncertainty, companies will take
action to manage interdependence between companies and other external parties such as the
government. Political connection is a part of the company's strategy to manage uncertainty in its
business environment. The existence of parties that have certain political power will provide
support for companies in managing the interdependent relationship.

Executive Compensation

Compensation can be interpreted as a form of appreciation given by the company to its
employees in order to feel valued (Mayangsari et al., 2015). Compensation addressed to the
board of commissioners and directors is referred to as executive compensation. Putri & Lautania
(2016) describe executive compensation as a reward given by shareholders to executives as
decision makers in order to harmonize the interests of shareholders (principals) with executives
(agents) based on a measure of performance in running the company. There are four forms of
compensation, namely: basic salary, annual bonus measured from performance, long-term
incentives in the form of stock plans or bonuses, and stock options. Executive compensation is
part of the agency cost based on agency theory proposed by Jensen & Meckling (2019). The
existence of compensation is a cost of supervision for shareholders that aims to enable the
executive to act in accordance with the interests of the owner.

Development of Hypothesis

According to Wicaksono (2017), companies that have political connections are proven to
have a higher level of tax aggressiveness than companies that do not have political connections.
Companies will be bolder in carrying out tax aggressiveness because of the protection of the
connections they have so that they have a low risk of detection. Direct access to the central
government also makes it easier for companies to lobby the government (Kim & Zhang, 2016).
This study adopts the research of Pranoto & Widagdo (2016) and Tehupuring & Rossa (2016) in
producing a measuring indicator of a politically connected company, namely where one of the
board of commissioners, the board of directors or the shareholders who serves or have served in
the company is a former public official, military, or has affiliations with political parties.

Hj: Political connections are associated with company tax aggressiveness.

According to Mayangsari et al. (2015), shareholders seek tax efficiency to obtain a high
return on investment. The decision-making process related to tax aggressiveness actions of the
company is the executive authority of the head of the company. Executives will be willing to
make policies in accordance with the interests of shareholders if they benefit from the policies
made, so that shareholders provide compensation or reward to executives for them willingness to
act in the interests of shareholders (Amri, 2017). This scheme is called the incentive
compensation. The research of Armstrong et al. (2015) has proven that incentive compensation
can influence the tendency of corporate tax aggressiveness, the greater the incentives given to
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managers, the greater the tax avoidance the company does. The indicator of measuring executive
compensation in this study was adapted from the research of Armstrong et al. (2015), namely
total cash compensation received by executives in a year.

H,: Executive compensation is associated with the company's tax aggressiveness.

RESEARCH METHODOLOGY

This research was conducted at the IDX manufacturing sector companies listed in the
period of 2015-2017 which amounted to 163 companies, namely: 72 basic industry sub-sector
companies, 46 consumer goods industry sub-sector companies, and 45 miscellaneous industry
sub-sector companies (Indonesia Stock Exchange, 2018). The sample included 131 companies
(393 observations) taken based on the following criteria:

Table 3
RESEARCH SAMPLE
Number of Companies 163
Criteria
Companies listed after 2017
Bookkeeping closing not in December
Illegible/incomplete inancial reports
Companies listed in 2017
Companies unable to state tax cash payment
Companies not stating executive compensations specifically | 10
Total Sample 131

Al INMNWlO

While the final sample of the company after the outlier data was released were 315
observations.

Operational Definition and Variable Measurement
Political connection

Politically connected companies are companies with certain businesses that have a bond
or seek relationships with politicians or the government (Tehupuring & Rossa, 2016). The
company is said to have a political connection if one of the leaders or shareholders, including
those who served previously, owns at least 10% of shares with voting rights fulfilling one of the
criteria below, including:

e Has affiliations with political parties
e |s a former government official/military officer
e Is concurrently serving as a military officer

Political connection variables are measured by dummy variables, which is 1 if they have
political connections and 0 if not.

Executive Compensation

Executive compensation is a reward given by shareholders to executives as decision
makers in order to harmonize the interests of shareholders (principals) with executives (agents)
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based on a measure of performance in running the company (Putri & Lautania, 2016). Executive
compensation is measured by natural logarithms (Ln) from data on the amount of short-term
benefits received by executives in a year.

Tax Aggressiveness

Tax aggressiveness is a more aggressive form of tax avoidance, where the weaker tax
regulations on corporate taxation, the more aggressive the company's efforts are in minimizing
the tax burden that must be paid (Martinez, 2017). Tax aggressiveness is measured by three
proxies, namely GAAP ETR, CETR, CUETR.

Total tax burden
Total revenue before tax
Total tax paid
Total revenue before tax
Current Tax burden
Total revenue before tax

GAAP ETR =

CETR =

CUETR =

Control Variables

This study uses three control variables, namely size, leverage and capital intensity ratio
(CIR). Company size describes the ability of companies to perform acts of tax aggressiveness
(Zimmerman, 1983; Sari & Adiwibowo, 2017). Leverage will encourage companies to carry out
tax aggressiveness (Gupta & Newberry, 1997; Sari and Adiwibowo, 2017). Companies with high
CIR will tend to have a low tax burden because of the large depreciation burden (Noor & Sabli,
2012; Putri & Lautania, 2016).

Data Analysis Techniques
This study uses multiple regression analysis to determine the association of political

connections and executive compensation to company tax aggressiveness. The form of multiple
linear regression analysis in this study is described as follows:

Model 1
GAAP_ETR, =a + BPOLCON, + B8,COMP, + B.SIZE, + B,LEV, + BCIR, +¢,
Model 2

CETR,=a + B,POLCON, + B,COMP, + B,SIZE, + B,LEV, + BCIR, +5,
Model 3

CUETR,=a + B,POLCON, + 8,COMP, + B,SIZE, + B,LEV, + BCIR, +¢,
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Information:

GAAP ETR = GAAP Effective Tax Rate
CETR = Cash Effective Tax Rate

CUETR = Current Effective Tax Rate

a = Constant

B1 - Bs = Estimated coefficient

POLCON = Political Connection
COMP = Executive Compensation

SIZE = Company size

LEV = Leverage

CIR = Capital Intensity Ratio

€ = Error term, which is the rate of prediction error in this research.
i = Cross section

t = time series

RESULTS

Descriptive statistics from research data are in the following table:

Table 4
DESCRIPTIVE STATISTICS
Mean | Median | Maximum | Minimum | Standard Deviation
GAAP ETR (Y3) 0.251 0.248 17.333 -3.924 1.019
CETR (Y,) 0.211 0.238 0.914 -0.384 0.211
CUETR (Y3) 0.191 0.239 0.609 -0.25 0.144
Polcon (X,) 0.469 0.000 1.000 0.000 0.499
Compensation (X,) | 23.167 | 23.208 29.083 19.141 1.396
SIZE (X3) 28.319 | 28.201 33.32 21.185 1.821
LEV (X,) 0.501 0.454 5.056 0.000 0.477
CIR (Xs) 0.399 0.38 0.907 0.013 0.193

Table 4 shows that the proxies of GAAP ETR, CETR and CUETR used to measure tax
aggressiveness in this study have an average value of 0.251, 0.211, and 0.191, respectively. The
mean of GAAP ETR is greater than the current corporate tax rate of 25% so it reflects that the
company does not carry out tax aggressiveness, as seen from the total income tax burden. The
mean value of CETR and CUETR is lower than the current tax rate, so it can be concluded that
the company carries out tax aggressiveness as seen from the payment of cash taxes and the
current tax burden. The mean and median variables of executive compensation, firm size,
leverage, and CIR are relatively similar, indicating that the data is distributed symmetrically.

Table 5 shows the results of data processing for hypothesis testing using multiple linear
regression. Based on the table, it can be seen that model 1 GAAP ETR has a statistical
significance value of F> of 5%, which means that the model does not meet the model feasibility
(Goodness of Fit) so the results of data processing are not used in the discussion. The results in
model 2 and model 3 show that H1, which states political connections are associated with tax
aggressiveness, is accepted (model 2) and H2, which states that there is an association between
management compensation and tax aggressiveness, is accepted (model 2 and model 3). The
control variables in this study are company size, leverage, and CIR associated with tax
aggressiveness.
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Table 5
HYPOTHESIS TESTING RESULTS
GAAP ETR CETR CUETR
C 1.8223 0.1187

1.6039 0.5450 1.0089

Polcon (X,) -0.0746 0.0433 0.0263

-0.5906 1.7874* 1.6064

Compensation (X,) -0.0612 0.0300 0.0187
-1.2098 3.0899*** | 2.8509***

SIZE (X3) -0.0045 -0.0177 -0.0109
-0.1132 -2.3044** -2.0967**

LEV (Xy) -0.1807 -0.1296 -0.0989
-1.4692 -5.4973*** | -6.2086***

CIR (Xs) 0.2528 -0.1421 -0.1127
0.8412 -2.4661** | -2.8055%**

F-statistic 1.1561 11.7292 13.500

Sig F 0.3307 0.0000 0.0000

R-squared 0.0183 0.1595 0.1793

Adjusted R-squared 0.0024 0.1459 0.1660

Note: *significance level 0.1 or 10%;
**significance level 0.05 or 5%);
*** significance level 0.01 or 1%

DISCUSSION
Association between Political Connection and Tax Aggressiveness

The results of the study indicate that the existence of political connections decreases tax
aggressiveness as reflected by the increase in ETR. The results of this study support the research
of Pranoto & Widagdo (2016), which states that political connections negatively affect the
company's tax aggressiveness and are in line with the bureaucratic incentive effect which states
that political connections can cause companies to be obedient in carrying out their tax obligations
and in avoiding tax aggressiveness. Review of the research data show that parties with political
connections who hold certain positions in the company are those who have had a career in
government and tend to be part of pro-government parties. The existence of these parties
encouraged the company to comply with Government tax regulations. Companies must manage
interdependence with external parties such as the government in order to overcome uncertainty.
Executives who have political connections encourage companies to comply to tax payment
regulations to maintain the image of the company in the eyes of the government, which can open
opportunities for tax incentives.

Association between Executive Compensation and Tax Aggresiveness

The results showed that executive compensation was positively associated with CETR
and CUETR. This means that executive compensation reduces the company's tax aggressiveness.
Giving compensation to executives aims to improve company performance. Executives who get
high compensation will be burdened with high performance targets and high profit achievement
will also bear an increase of tax burden. In addition, executive compensation also describes the
work risks that must be borne by the executive. Mistakes in decision making not only cause
executives to not get maximum compensation but can potentially cause them to lose their
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position as corporate executives. This encourages corporate executives to be more careful in
making decisions and in minimizing counterproductive decisions in the future including tax
aggressiveness. The executive does not only risk losing his position if the tax aggressiveness
violates applicable tax regulations but can also be subject to legal sanctions as a party
responsible for the company.

Association between Size, Leverage, and CIR to Tax Aggressiveness

This study uses three control variables, namely size, leverage, and CIR. The results show
that the three control variables were negatively associated with tax aggressiveness. This means
that the bigger the size, leverage, and CIR of the company, the lower the ETR of the company or
the higher the tax aggressiveness of the company. This shows that the company's decision to
carry out tax aggressiveness is based more on the company's fundamental factors such as
company size, capital structure, and corporate asset structure.

CONCLUSION

Based on the results of data processing and discussion, it was concluded that political
connections and management compensation were negatively associated with tax aggressiveness.
This is indicated by the positive association between political connections and executive
compensation with ETR. While the company's fundamental factors are positively associated with
tax aggressiveness. The implication of this research is that the existence of political connections
can bring benefits to both the company and the government. For companies, the existence of
political connections provides a good image for the company by encouraging companies to
comply with their tax obligations and to reduce the actions of tax aggresiveness. Whereas for the
government, the existence of political connections in the company can bring benefits because of
the potential to increase state revenues from the taxation sector by reducing the practices of tax
aggressiveness in the company. In addition, providing high executive compensation can also
encourage companies to comply with tax regulations so that companies avoid taxation problems
arising from tax aggressiveness.
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