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Abstract

Tax avoidance remains an ongoing issue on a global scale, especially
in developing countries. This study aimed to examine the relationship
between political connections on the board of commissioners and
directors and tax avoidance. This study analyzed manufacturing
companies listed on the Indonesia Stock Exchange from 2020 to
2022, selected through a purposive sampling method to produce 289
observations. To enhance the analysis, this study used BTD and CETR
to measure tax avoidance. Overall, the results showed that political
connections of the board of commissioners had a negative influence on
tax avoidance. However, the political connections of the directors did
not influence tax avoidance. The board of commissioners can prevent
actions that could damage the corporation's reputation by monitoring
and advising the directors on tax strategies. This study contributes to
the upper echelon theory by demonstrating that the political experience
of the board of commissioners suppresses tax avoidance.

INTRODUCTION

The success of a country in national development and the realization of social welfare is supported by

income obtained by the government. Meanwhile, state income is obtained from tax, non-tax state revenue, and
grants (Subekan, 2022). Tax has the largest contribution to state revenue, reaching 75% (Putra, 2022). Based on
data from the Ministry of Finance, tax received reached IDR 1,523.7 trillion in October 2023 (Masitoh, 2023).
Even though IDR 1,718 trillion (88.89%) of the target set was achieved, this figure is still relatively low. This is
based on the Darussalam Tax Expert's statement regarding Indonesian tax revenue in 2022 amounting to IDR
1,716.8 trillion, reflecting 60% of the total potential tax received. The low tax revenue is also proven by the
ratio of 10.4% compared to the world average of 13.5% (CNN Indonesia, 2023). Covid-19 pandemic, which
has adversely affected nearly all real sectors, resulting in substantial losses in productivity, employment, and
trade. Consequently, companies are inclined to concentrate on leveraging their internal resources by evading
taxes to conserve additional funds for financing ongoing operations and prospective investments. Based on
these arguments, the recent economic slowdown due to the Covid-19 pandemic likely affects tax avoidance.
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Tax avoidance leads to a decrease in the amount of tax income collected by the government (Kadir, 2018).
Tax avoidance refers to the use of tactics and plans to reduce current tax liabilities within the confines of
the current legal frameworks (Slemrod and Gillitzer, 2014; Zhu et al., 2023; Chen et al., 2023). Due to the
requirement for firms to comply with legal regulations, tax avoidance remains an ongoing issue on a global
scale (Islam and Hashim, 2023; Bird and Davis-Nozemack, 2018). There are several suspected cases of tax
avoidance practices in Indonesia. PT Adaro Energy Tbk is suspected of engaging in tax avoidance from 2009
to 2017. The corporation engaged in tax avoidance by utilizing transfer pricing, which enabled them to reduce
their tax liability to a total of US$ 125 million. In addition, in 2019, PT Bentoel Internasional Investama Tbk.,
a subsidiary of British American Tobacco (BAT) in Indonesia, was accused of participating in tax avoidance.
According to the research by the Tax Justice Network, PT Bentoel Internasional Investama Tbk. utilized tax
avoidance strategies that resulted in annual losses of up to US$14 million for the government. The methods
adopted included compensations for technological improvements, expenses related to information, and fees
for intellectual property. The tax avoidance was achieved by the transfer of transactions with subsidiaries
of British American Tobacco to countries that have tax agreement with Indonesia. These several examples
emphasize the importance of spotting signs of business tax avoidance, especially in countries like Indonesia
where taxes play a crucial role in government finance (Tandean, 2016).

Tax payments constitute a substantial portion of the operational expenses of businesses. Reducing tax
burdens and increasing profitability can be achieved through financial accounting profits (Scholes M. et al.,
2009). Three broad institutional factors, namely the function of tax authorities and taxation policies, corporate
governance mechanisms, and financial issues, motivate corporate taxpayers to evade tax (Hossain et al., 2024).
Corporate governance mechanisms encompass a variety of factors, such as ownership pattern (Alkurdi and
Mardini, 2020; Jiang et al., 2021; Khan et al., 2017; Bradshaw et al., 2019; Liu and Lee, 2019; Mafrolla, 2019;
Gaaya et al., 2017), board components (Alkurdi and Mardini, 2020; Jarboui et al., 2020; Cho and Yoon, 2020;
Lanis et al., 2018; Hoseini et al., 2019), audit quality (Deslandes et al., 2019; Gaaya et al., 2017; Hsu et al.,
2018), and executive compensation (Huang et al., 2018; Sudirjo, 2019). Financial concerns encompass social
networks (Whait et al., 2018) and social costs (Razen and Kupfer, 2023). The function of tax authorities and
taxation policies is comprised of government ownership, political connections, and loopholes in tax legislation
(Ftouhi and Ghardallou, 2020). CSR practice (Mao and Wu, 2019; Gulzar et al., 2018; Zeng, 2019; Alsaadi,
2020), firm characteristic (Hamilah, 2020; Salman, 2018; Kismanah et al., 2018), and political connection
(Sucahyo et al., 2020; Wahab et al., 2017) are additional factors that influence tax avoidance.

This study investigated the impact of political affiliations on the practice of tax avoidance. Faccio et al. (2016)
determined that Indonesia has one of the most elevated levels of politically affiliated businesses. In the realm of
taxation, a political affiliation might grant corporations the advantage of acquiring more accurate and up-to-date
knowledge regarding potential changes in tax regulations (Milyo et al., 2017). The objective of corporate political
activity (CPA) connected to taxation is to influence tax legislation and advocate for the creation and preservation
of new and current tax advantages (Barrick and Brown, 2019). Research suggests that American companies
engage in activities such as lobbying, campaign contributions, and political action committees to exert influence
on tax rules and enforcement, including audit intensity, audit outcomes, and preferential tax treatment (Chen et al.,
2018). Chinese enterprises primarily engage in tax-related political activities by employing directors and CEOs
who possess connections (Shen et al., 2019). In addition, they participate in consumption bribery (Tang, 2020).

Companies frequently mitigate their tax liabilities by participating in political lobbying initiatives and
engaging in tax-related CPA (Richter et al., 2009). Building upon the research conducted by Hanlon and
Heitzman (2010) and Dyreng et al. (2010), the objective of this study is to investigate the influence of political
connections between the board of commissioners and directors on tax avoidance in Indonesia. Senior executives,
commissioners, and directors have the authority to guide the organization in terms of its movement, creation,
and selection of strategies that are adopted to ensure long-term sustainability. Furthermore, the presence of
political affiliations generates and attains economic advantages stemming from the benefits of these ties. These
advantages encompass acquiring fresh business prospects and surmounting challenges by use of advantageous
government treatment or programs (Hadani and Schuler, 2013).

Management experience in politics can influence corporate strategy, including tax avoidance. Political
experience can direct management to make decisions that support the government, reducing the tendency to
engage in aggressive tax avoidance (Putra and Suhardianto, 2020). Widarjo et al. (2021) and Firmansyah et al.
(2022) showed that political connections could influence the actions of the firm's decision-makers. Research
on corporate political connections have also been conducted by Kim and Lee (2021), Wellalage et al. (2022),
Wang and You (2022), Wang et al. (2022), Tee et al. (2022), and Rocca et al. (2022). According to Tee et al.
(2022), the efficacy of political connections is strongly influenced by government ownership in firm with
a higher relationship to tax avoidance. Kim and Lee (2021) reported that the interaction between political
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connections and tenure had a positive influence on the tendency to avoid tax. Different results were obtained by
Wang et al. (2022) where there was a negative relationship between sinful corporate status and tax avoidance.
The variability in the findings of the studies may be influenced by several factors, including differences in
the variables observed, time periods and variations in regulations across countries, and the measurement of
specific variables such as political connection and tax avoidance.

This study seeks to enhance the literature on political connections and tax avoidance, driven by the previously
mentioned concerns. Most previous researchers used a nominal scale (dummy variable) to evaluate the political
connection variable. This study quantifies political connection by comparing the ratio of commissioners or directors
of companies with political affiliations. This study utilized upper echelon theory to analyze the phenomenon of
political connections from multiple perspectives. The Upper Echelon Theory asserts that leaders' values and
cognition shape their strategic decisions, drawing on insights and experiences from their previous careers.

The responsibilities of senior executives in nations with a one-tier board system will differ from those in
Indonesia, which follows a two-tier structure. Indonesia's leadership culture is characterized by collaboration,
team orientation, reputation awareness, and participatory practices (Northouse, 2013). POJK Number 33 /
POJK.04/2014 has regulated a two-tier board system which explains the differences in duties between the board
of commissioners and directors. In a two-tier system, the board of commissioners carries out the function of
monitoring and balancing the firm's strategic policies. Meanwhile, the directors has a full role and responsibility
for managing the body. In Indonesia, political affiliation is typically exerted in state-owned firms through the
appointment of individuals with close ties to the government to key positions inside the company, such as the
directors or board of commissioners (Pranoto and Widagdo, 2016).

The upper echelon theory is rooted in the idea that executive decision-making is a reflection of the leaders'
personal values, experiences, cognitive biases, and social contexts. Experience in military and political spheres
linked to state interests influences loyalty to the state. Companies that have political connections will prioritize
safeguarding their reputation as being compliant. The research by Putra and Suhardianto (2020) reveals that
companies will be more cautious and strive to comply with the applicable tax regulations in their activities.
Lestari and Putri (2017) conducted another study supporting this argument, stating that companies with political
connections are likely to protect their image as compliant taxpayers and safeguard the image of politicians within
their management structure, leading to cautious decision-making and adherence to tax regulations. Iswari P. et
al. (2019) also state that management with political connections acts as a government agent in managing and
overseeing corporate governance, including taxation. Therefore, the hypothesis in this research is formulated
as follows: (H1) The board of commissioners' political connection have a negative impact on tax avoidance.
(H2) The directors' political connection have a negative impact on tax avoidance.

The conceptual framework is shown in Figure 1.

Independent Variables (X)

Dependent Variables (Y)

HI ()

Political Connections of ~\

Commissioners Tax Avoidance |

Political Connections of B ?

Directors

Control Variables

| Size |

| Leverage |

| Profitability |

Figure 1. Conceptual Framework

METHODS

This research focuses on manufacturing companies listed on the Indonesia Stock Exchange (ISE) from
2020 to 2022 This period was chosen due to the COVID-19 pandemic in Indonesia. The COVID-19 pandemic
was officially declared to have spread in Indonesia on March 2, 2020, pursuant to Presidential Decree Number
11 of 2020. The tax avoidance and financial data are obtained from company annual report, while political
connection data are hand collected from annual report, website, and news.
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Table 1. Research Sample

Description Sample Type
Manufacturing sector firm listed on the Indonesia Stock Exchange (BEI) in 2020-2022. 495
Manufacturing sector firm that does not report complete data in 2020-2022. %)
Firm with total profits below 0 or experiencing losses between 2020-2022. (116)
Firm in a state of delisting during 2020-2022 (21)
Outlier data (64)
Firm that meets the criteria. 289

Source: Research Data

The dependent variable in this research is tax avoidance and BTD proxy used is strengthened by the Cash
Effective Tax Rate (CETR) through a robustness test. BTD can describe the difference between accounting
profit and taxable income on the total assets. This variable influence future profits and opens up opportunities to
conduct earnings management related to tax avoidance (Rusydi, 2013; Tang and Firth, 2011). BTD calculation
refers to research conducted by Desai and Dharmapala (2006) as follows:

Pretax Income-Taxable Income

BTD = — 00— e (1)
i Total Assets,

Tax avoidance is measured through CETR which describes the cash tax payments on income before tax
(Xian etal., 2015; Pulungan et al., 2023). There is an inverse relationship between the concept of tax avoidance
and cash effective tax rate. This variable will be negative when there is no tax avoidance. Therefore, CETR
needs to be multiplied by -1 to obtain the tax avoidance value. CETR can be calculated using the formula:

Tax payments in cash
CETR = — e )
Income before tax

The independent variable is political connections of the board of commissioners and directors. Information
regarding political connections is obtained from the annual report in the Indonesian Stock Exchange database.
The criteria for the existence of political connections refer to those of Harymawan et al. (2019) and Kim
& Lee (2021). Previous research by Harymawan et al. (2019) measured political connections through the
board of commissioners and directors who have been or are heads of state, members of the DPR (people's
representatives), ministers, or close ties to prominent politicians or parties.

According to Kim & Lee (2021), political connections are measured through an individual on the firm's
directors or board of commissioners who has status as a state official at the central or regional level, member
of parliament, chairman of political party, or administrators. These criteria serve as a reference to measure
political connections of the board of commissioners and directors. The variable is measured by the proportion
of commissioners and directors with political connections using the following formula:

Board of Commissioners’ Political Connection Proportion.

Total political connections of the Board of Commissioners
PC _COM = e (3)
Total Board of Commissioners

Directors’ Political Connection Proportion

Total political connections on the Board of Directors

PC DIR= ————————————————————————————————— e 4
- Total Board of Directors @)

The control variables include firm size, leverage, and profitability. The variable firm size is used to control the
impact of economies of scale (Firmansyah et al., 2022). The measurement uses the natural logarithm of total assets to
avoid data fluctuations without changing the proportion of actual value (Wardani and Khoiriyah, 2018; Zia etal., 2018).

SIZE = Ln (Total ASSEt) ...ccveevvieiieiieiieieeieeieeie e (5)
Leverage shows the effectiveness in meeting short and long-term debt. In this research, the variable is

calculated through the Debt to Asset Ratio (DAR) which describes the amount of assets financed by debt. The
large value of the ratio shows the high level of funding from debt (Wang et al., 2022).
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Total Liabilities
LEV = (6)
Total Assets

The control variable is Return On Assets (ROA) which is a profitability ratio. The ROA ratio shows that
the firm can manage assets. Good profitability describes the ability to make a profit in a certain period based
on the level of sales, assets, and share capital. Firm with high profitability can also earn high profits and ROA
is calculated by Tee et al. (2022).

Net Profit

RO A = e @)
Total Assets

The method for analyzing data is through regression analysis, starting with a series of testing steps. The initial
stage includes selecting the optimal regression model through the Chow, Hausman, and Lagrange Multiplier
Tests to determine the most appropriate regression model between the Common, Fixed, or Random Effect Model.
Subsequently, the classical assumption test was carried out using the Multicollinearity Test. The final stage was
evaluating the hypothesis by carrying out the Coefficient of Determination, Simultaneous Significance, and Partial
Regression tests. The following is the regression equation to test the first and second hypotheses:

BTD, = o+ ,PC_COM + B,PC_DIR + B,SIZE + B,LEV + BROA + € roccoccccrrrrcrcrrr (8)
RESULTS

The descriptive statistics results describe information on variable characteristics. Descriptive statistics
provide a general overview and describe a set of data serving as the object of the research.

Table 2. Descriptive Statistics

Variable Obs Min Max Mean Std. Dev.
BTD 289 -0,0791 0,1519 -0,0020 0,0247
CETR 289 0,0000 1,4131 0,2574 0,2073
PC_COM 289 0,0000 1,0000 0,1048 0,2061
PC_DIR 289 0,0000 0,2500 0,0065 0,0352
SIZE 289 25,0790 33,6552 28,7259 1,6651
LEV 289 0,0025 1,1619 0,4004 0,1969
ROA 289 0,0004 0,2939 0,0664 0,0560

Source: Eviews data processing, 2024

The descriptive statistical data presented in Table 2 indicates that the average BTD value for manufacturing
sector firms from 2020 to 2022 was -0.0020. A higher BTD value correlates with an increased likelihood of
tax avoidance by the firm. The mean CETR value for the period from 2020 to 2022 was 0.2574. Conversely, a
high CETR value signifies minimal tax avoidance practices compared to BTD. From 2020 to 2022, PC_COM
(board of commissioners’ political connection) had an average value of 0.1048. Consequently, merely 10.48%
of the board of commissioners possessed political connections. The mean value of PC_DIR (directors' political
connection) from 2020 to 2022 was 0.0065, which is lower than the political connections within the board of
commissioners. Tax avoidance practices in manufacturing sector companies are comparatively minimal, as
indicated by the average BTD. The higher the BTD value, the greater the likelihood of the company engaging
in tax avoidance practices. Nevertheless, certain companies continue to participate in tax avoidance practices,
necessitating research on firms within the manufacturing sector.

Table 3. Multicollinearity Test Results

Variable (1) ) ) 4) )
() PC_COM 1.000000
(2) PC_DIR 0.491658 1.000000
(3) SIZE 0.288493 0.125116 1.000000
(4) LEV 0.126447 0.067800 0.078359 1.000000
(5) ROA 0.062808 0.108696 0.051340 -0.307938 1.000000

Source: Eviews data processing, 2024

The multicollinearity test is carried out to determine the correlation between independent variables with each
other (Ghozali, 2021). The multicollinearity test in Table 3 provides information that the correlation coefficient value
between independent variables is less than 0.9. Therefore, there are no symptoms of multicollinearity in the data.
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This research uses the Fixed Effect Model after carrying out several estimation tests to support the results.
FEM is appropriate for the use of panel data due to several periods. The method shows a more significant F-test
regression analysis and better coefficient values than CEM. Therefore, FEM is considered more appropriate
to the objective of determining the individual influence of independent variables.

Table 4. Hypothesis Test Results

Variable Coef. T-Stat. Prob.

A 0.0662 0.3009 0.7638
PC_COM -0.0370 -2.1917 0.0298**
PC_DIR 0.0422 0.6269 0.5316
SIZE -0.0021 -0.2805 0.7794
LEV -0.0207 -0.9893 0.3240
ROA 0.0977 2.1159 0.0359**
R-squared 0.811726

Adjusted R-squared 0.663212

F-statistic 5.465647

Prob (F-statistic) 0.00000

Description: significant at ***p<0.01, **p<0.05, *p<0.1
Source: Eviews data processing, 2024

The regression coefficient -0.037081 with a significance level of 0.0298 demonstrated that political
connections on the board of commissioners have a substantial negative impact on tax avoidance, as indicated
by the test results in Table 4. In contrast, a high BTD value suggests tax avoidance, and political connections
on the board of commissioners have a detrimental effect. Higher political connections result in fewer tax
avoidance activities. Consequently, H1 is accepted, as indicated by the negative impact of the board of
commissioners' political connections on tax avoidance. This demonstrates that the board of commissioners'
supervisory authority is effective. The political connections of the directors do not have a significant influence
on tax avoidance, as indicated by the regression analysis testing. The coefficient value of 0.042291, which
is supported by a significance level of 0.5316, corroborates this conclusion. Consequently, H2 is rejected, as
the political connections of the directors have a detrimental impact on tax avoidance. The tax avoidance of
manufacturing firms is not significantly influenced by the political connections of the directors.

Table 5. Robustness Test

Variable Coef. T-Stat. Prob.

A -0.9150 -0.3388 0.7357
PC_COM 0.6342 3.0483 0.0027***
PC _DIR 0.9871 1.1900 0.2358
SIZE 0.0470 0.4908 0.6242
LEV -0.2158 -0.8381 0.4032
ROA -2.5055 -4.4097 0.0000%***
R-squared 0.593516

Adjusted R-squared 0.272873

F-statistic 1.851017

Prob (F-statistic) 0.000115

Description: significant at ***p<0.01, **p<0.05, *p<0.1
Source: Eviews data processing, 2024

The results were substantiated by the implementation of various proxies in this test. CETR is employed
to quantify the dependent variable. The results are consistent with the previous regression test, which utilized
BTD as a proxy for the dependent variable, as indicated by the robustness test in Table 5. The findings indicate
that tax avoidance is significantly influenced by political connections on the board of commissioners, with a
level of 0.0027 and a coefficient of 0.6342.

DISCUSSION

The board of commissioner’s political connection has a negative association with tax avoidance. The
negative correlation between a commissioner's political connections and tax avoidance suggests that the
attributes of politicians on the board of commissioners affect firms' decisions to remit higher taxes. The
presence of politicians on the board of commissioners can influence the policies and strategic decisions taken
related to tax. Board of commissioner in Indonesian manufacturing companies dominated by person from
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military background and high-ranking ministry official. Experience from the world of politics and the military
can influence management decisions in determining tax strategies. Political or military experience related to
state interest shapes loyalty. The characteristics of leaders with political connections tend to be loyal to the
government and pay higher tax for profitability (Putra & Suhardianto, 2020).

This result supports the study of Putra & Suhardianto (2020); Pranoto & Widagdo (2016); Iswari P. et
al. (2019); and Rahayu et al. (2023). The board of commissioners with political connection has the effective
authority of overseeing and offering recommendations to the directors to mitigate detrimental actions for the
corporation, such as avoiding taxation that could ruin its reputation (Iswari P. et al., 2019). Companies with
political connections will be less inclined to engage in risky corporate activities such as tax avoidance as a
result of increased scrutiny from multiple parties.

This result also supports the Upper Echelon theory, which posits that experience in military and political
spheres can impact management's decisions regarding tax strategy formulation. The military or political
experience linked to state interests influences loyalty to the state; consequently, associations with retired military
officers or former officials will diminish tax avoidance activities. Companies that have political connections
will prioritize safeguarding their reputation as being compliant (Putra & Suhardianto, 2020). Operational
control influenced by political connections enables the government to carry out evaluations regarding tax
payment contributions (Li et al., 2018). In conclusion, companies that are politically related are owned by the
government and directed or monitored by parties that are connected to the government. These companies will
work toward the same objective, which is to increase the amount of money collected in taxes.

The directors' political connections have an insignificant impact, as evidenced by the relatively low
percentage of political connections and the average value of only 0.6%. This low level suggests that directors
do not possess a strong political network. The low political connection of directors is a result of the Indonesia
Stock Exchange's elimination of the independent director position in companies listed on the exchange through
BEI Regulation Number I-A in 2018. The discovery in the Indonesian context during the observation period
does not support the Upper Echelon Theory due to the low level of political connections among the directors.

This discovery is in stark contrast to the research conducted by Iswari P. et al. (2019), which investigates
the influence of political connections on the directors and board of commissioners from 2012 to 2016. The
political connections of directors have a substantial adverse impact on tax aggressiveness (Iswari P. et al.,
2019). This divergent result is due to the Indonesia Stock Exchange's 2018 regulation. However, the results
are in accordance with Lestari & Putri (2017), who discovered that tax avoidance is not influenced by political
connections because firms tend to maintain a positive image.

The concept of tax avoidance has an inverse relationship with the cash effective tax rate. In this context,
the political connections of the board of commissioners have a negative impact on tax avoidance when CETR
measurements are used as the dependent variable. Nevertheless, tax avoidance is not significantly influenced
by the political connections of directors. Consequently, it is possible to draw the conclusion that the BTD and
CETR models produce consistent results when examining the influence of political connections in the board
of commissioners and directors on tax avoidance.

CONCLUSIONS

The aim of this study is to analyze the effect of political connections in the board of commissioners
and directors on tax avoidance in Indonesia's manufacturing industry. The results indicate that the board of
commissioners' political connections negatively impact tax avoidance. This means that a board of commissioners
with political connections suppresses tax avoidance practices. The board of commissioners can prevent
negative activity for the corporation, such as avoiding taxation that could ruin its reputation, by supervising
and providing suggestions for the directors. In contrast, political connections on directors did not influence
the level of tax avoidance practice due to the low level of directors’ political connections.

This research adds to the literature on political connection and tax avoidance that remains scarce specifically
in the developing countries. By applying Upper Echelon Theory to the political connection-tax avoidance nexus
within Indonesia's unique corporate governance framework, this research makes several theoretical contributions:
1) it demonstrates how personal characteristics (e.g., political ties) of commissioners and directors shape corporate
tax strategies; 2) it shows that board structure (two-tier system) may enhance the influence of politically connected
individuals; and 3) it provides a cross-cultural perspective, showing how Indonesia’s distinctive regulatory
environment and institutional context interacts with personal and political factors in shaping corporate behavior.
Practically, this research proposes that the Indonesian government, particularly the Directorate General of Taxes
(DJP), augment its capacity to combat tax avoidance strategies and enhance overall tax compliance. The results
may serve as a guide for the company as it selects members of the board of commissioners and directors. Board
members with political connections may ensure compliance with tax regulations.
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This research has limitations and leaves room for future research agendas. First, the tax avoidance calculation only
analyzed BTD and CETR comparisons without considering the relationship between the two calculations. Second,
the research only focused on the period 2020-2022, which was affected by Covid-19 until the transition. Third,
details regarding the political affiliation derived from the annual report and online release. As a recommendation,
further analyses must compare and analyze the relationship between different proxies for calculating tax avoidance,
such as ETR and permanent differences. The research year period should also be extended to better describe the
influence of political connections on tax avoidance. To verify the accuracy and reliability of the data, further
research needs to gather political connection information through interviews with the firm management.
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