Journal of

Risk and Financial

Management

Article

Tax Avoidance with Maqasid Syariah: Empirical Insights
on Derivatives, Debt Shifting, Transfer Pricing,

and Financial Distress

T

Vidiyanna Rizal Putri 10, Mohd Hadli Shah Mohamad Yunus 2{%, Nor Balkish Zakaria 3-*, Meliza Putriyanti Zifi 4,

Istianingsih Sastrodiharjo °

check for
updates

Citation: Putri, Vidiyanna Rizal,
Mohd Hadli Shah Mohamad Yunus,
Nor Balkish Zakaria, Meliza
Putriyanti Zifi, Istianingsih
Sastrodiharjo, and Rosiyana Dewi.
2024. Tax Avoidance with Maqasid
Syariah: Empirical Insights on
Derivatives, Debt Shifting, Transfer
Pricing, and Financial Distress. Journal
of Risk and Financial Management 17:
519. https://doi.org/10.3390/
jrfm17110519

Academic Editors: Antonios Persakis
and Ra’fat Jallad

Received: 23 September 2024
Revised: 1 November 2024
Accepted: 8 November 2024
Published: 18 November 2024

Copyright: © 2024 by the authors.
Licensee MDPI, Basel, Switzerland.
This article is an open access article
distributed under the terms and
conditions of the Creative Commons
Attribution (CC BY) license (https://
creativecommons.org/licenses /by /
4.0/).

and Rosiyana Dewi ©

Accounting Department, STIE Indonesia Banking School, Jakarta 12730, Indonesia; vidiputri@ibs.ac.id
Institute of Professional Studies, Universiti Poly-Tech Malaysia, Kuala Lumpur 56100, Malaysia;
mohd_hadli@uptm.edu.my

3 Accounting Research Institute, Universiti Teknologi MARA, Shah Alam 40450, Malaysia

4 Politeknik Caltex, Kota Pekanbaru 28265, Indonesia; meliza@pcr.ac.id

Faculty of Economics and Business, Universitas Bhayangkara Jakarta Raya, Jakarta 12550, Indonesia;
istianingsih@dsn.ubharajaya.ac.id

Fakultas Ekonomi dan Bisnis, Universitas Trisakti, Jakarta 11440, Indonesia; rosiyana@trisakti.ac.id
Correspondence: norbalkish@uitm.edu.my

This article is a revised and expanded version of a paper entitled Tax Avoidance: The Role of Transfer Pricing
and Financial Factors, which was presented at Asia-Pacific Management Accounting Association 2022 Annual
Conference, Bangkok, Thailand, 8-11 November 2022.

Abstract: This study analyzes and investigates how financial factors, namely, derivatives, debt
shifting, and transfer pricing, influence tax avoidance, with financial distress as an interaction
variable, within the framework of stakeholder theory and positive accounting theory. Adding more
uniqueness, this study injected the Maqasid Syariah elements into the framework. Conventional
banks and non-bank institutions listed on the Indonesia Stock Exchange (IDX) between 2017 and 2022
were selected, comprising 414 final company-year observations. The study utilized E-Views software
for data processing. The findings indicate that debt shifting negatively impacts tax avoidance, while
derivatives have no significant influence. Transfer pricing positively impacts tax avoidance. Financial
distress does not moderate the relationship between these financial practices and tax avoidance. From
an Islamic perspective, practices such as transfer pricing and debt shifting, when used to avoid tax,
contradict the principles of Magqasid Syariah, which emphasize fairness, wealth distribution, and
societal welfare.

Keywords: tax avoidance; derivatives; debt shifting; transfer pricing; financial distress

1. Introduction

Tax receipts account for around 80 percent of state revenue, making taxes one of
Indonesia’s most consistent sources of income. The realization of Indonesia’s tax collections
in 2017-2022 is estimated to be around 80 percent of the target. This demonstrates that
Indonesia’s tax revenue has not been maximized, even though it has a significant potential
source of tax revenue due to its large population and commercial activities. According
to the law of the Republic of Indonesia Number 17 of 2003 on Indonesian state finances,
state revenues are all from tax revenue, non-tax state revenue, and grants from inside and
outside the country. In the General Provisions and Tax Procedures section of Law Number
16 of 2009, it is stated that “taxes are coercive contributions to the state by individuals or
entities, with no compensation in return, directly and employed for the purposes of the
state for the greatest prosperity of the people”.

According to Yustinus Prastowo, Executive Director of the Center for Indonesia Taxes
Analysis (CITA), there are at least five reasons why taxation did not meet the target in
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2019. (1) The onset of deteriorating commodity prices are affected by global economic
conditions. (2) Due to global economic conditions, import activity declines, resulting in a
fall in value-added tax. (3) Increase in non-taxable income and the amount of government
tax breaks, such as tax vacations and tax allowances. (4) Inadequate use of data and
information about possible tax income sources, (5) Due to the political year, the state is
forced to halt access data/further information operations and postpone tax collection by
numerous departments.

The company’s tax burden is determined by the difference between profit and taxable
income (book-tax difference). One method of avoiding taxes is to limit the book-tax
difference (Darmawan and Angelina 2021). Positive book taxation: the differences reflect
the taxpayer’s efforts to reduce the number of tax payments. This action reduces the
amount of tax income collected by the state.

Even though they are lawful and do not violate legislation, tax avoidance activities
influence the government’s revenue. As a result, tax avoidance activity might result in
losses to the state if it leads to excessive tax avoidance; this can lower revenue for the state.
According to (Kovermann and Velte 2019), there are three benefits that corporations can
reap from avoiding paying taxes, and they are as follows: (1). The reduction in the amount
of taxes that businesses are required to pay to the government; (2). The ability for managers
to earn compensation from company owners or shareholders for their actions and to avoid
paying taxes is one of the benefits that might accrue to managers either directly or indirectly;
(3). The availability of benefits presents managers with options to act on rent collection.
Action rent extraction is an action that managers take that does not maximize the benefit of
the owners or shareholders but is rather for personal purposes, such as preparing financial
statements that can be aggressive or conducting transactions with a specific party. These
are examples of situations in which rent extraction may occur.

Moreover, according to Putri et al. (2024), the following types of financial losses can
be incurred by businesses as a direct result of engaging in tax avoidance practices: The
prospect of being subjected to fines by the relevant tax authorities if an audit is carried out
and fraudulent activity relating to taxes is discovered. Then, the company’s reputation is
hit because of audits conducted by the relevant tax authorities. In addition to that, other
shareholders were aware that the activities of tax avoidance carried out by managers in the
context of rent extraction contributed to the drop in share prices.

Banks and financial institutions are the most vulnerable sectors since they are difficult
for law enforcement to detect. Tax avoidance is frequently accomplished by proactive tax
planning that outwits existing tax restrictions. According to PWC (2019), UK Finance says
that their banking sector contributed approximately £39.700 billion in tax revenue.

Several financial transactions and commercial activities occur in the banking industry
and financial institutions. This also suggests that many transaction-based tax income
sources exist. The potential for tax avoidance in the banking sector is likely to occur in the
context of (i) banks as tax avoidance actors employing diverse schemes and (ii) banks as
conduits utilized by third parties to engage in tax avoidance (Putri et al. 2023).

Typically, the top management of banks and financial institutions engages in tax
avoidance by inserting unjustified expenses so that the company’s costs appear high and
profits are low or even incur losses so that the tax paid is low or nonexistent. As a result,
Indonesia loses 10 to 12 trillion rupiah annually due to tax fraud by banks and financial
organizations. For instance, in the tax avoidance case at the BCA bank in Indonesia, bank
BCA'’s efforts to evade taxes include using tax loopholes to enhance manager pay and
allowances and bribing officials through out-of-the-ordinary spending based on Kompas
top Indonesian listing companies highlighted by Kompas in 2014. This is further supported
by a study undertaken by Vania et al. (2018), demonstrating that Islamic banks in Indonesia
engage in tax avoidance via earning management. One of the motives for corporations to
engage in profit management is taxation.

Transfer pricing is one method for manipulating the actual tax by transferring goods,
services, and the selling price of intangible property to subsidiaries, related parties, or
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parties with unique relationships in multiple states (Sari et al. 2022). Transfer pricing
refers to fair transactions between linked companies when determining transfer prices.
However, corporations purposefully move income to affiliates in nations with low tax rates
(Richardson et al. 2013). Transfer pricing can be detrimental to the state, which lends it a
negative reputation. Research has been conducted to determine the influence of transfer
pricing on aggressive tax avoidance strategies by corporations utilizing transfer pricing.

In addition to transfer pricing, multinational corporations frequently utilize treaty
shopping as a tax avoidance method. This is also a potential tax avoidance loophole.
Most nations accomplish this by withholding tax on profits and interest payments to
foreign subsidiaries. To prepare for this, the Indonesian government adopted Indonesian
Taxation Law No. 36 of 2008, which decreased the dividend rate earned by individual
domestic taxpayers from 15 percent to 10 percent and made this change permanent. In
addition, the government of Indonesia has cancelled tax treaties with tax haven nations.
With this strategy, the government seeks to lessen the opportunity for businesses to evade
paying taxes.

The Organization for Economic Co-operation and Development (OECD 2019) and
the Group of Twenty (G20) have announced a groundbreaking project to address climate
change (BEPS). This program is founded on a considerable empirical study identifying
the key BEPS channels. Debt, which takes advantage of tax-deductible interest payments,
is one of these outlets’ strategies. The banking industry generates nearly one-fourth of
corporation tax revenues in several countries. Interest payments are tax-deductible, which
permits both base erosion and profit shifting. When a bank borrows money from a third
party, the interest payments it receives reduce its taxable income.

In a prior study, Buettner et al. (2016) utilized bilateral internal debt data and found
considerable positive benefits of the bilateral tax rate differential, the most accurate measure
of debt shifting incentives. Additionally, multinational corporations use debt shifting to
transfer their tax burden via parent company loans and overseas debt (Koivisto et al. 2021;
Lohse and Riedel 2013) has demonstrated that multinational corporations in Germany
engage in debt shifting and reduce their debt by transferring profits from high-tax nations
to low-tax nations to reduce their tax burden. Moreover, it transfers the debt to a nation
with low taxes.

According to Lau (2016) and Phua et al. (2021), financial derivatives can be utilized
to lower the volatility of firm earnings due to their direct effect on a company’s cash
flow, which ultimately affects its profit. In addition to their usage as a method of income
management, derivatives are also employed as a method of tax avoidance. Donohoe (2015)
states that financial derivatives are complex tax avoidance. Due to the complexity of such
derivative arrangements, businesses may exploit tax law inconsistencies. Previous studies
have demonstrated that the cash effective tax rate (Cash ETR) is inversely correlated with
the fair value of hedged derivative assets (Devi and Efendi 2018). A positive correlation
exists between Cash ETR and the fair value of non-hedging derivative assets (liabilities).
This suggests that the corporation deferred the realization of profits while accelerating the
realization of losses from non-hedging derivatives to lower the amount of income tax paid.

Transfer pricing is distributing business profits to lower or avoid taxes. Moreover,
transfer pricing may also be referred to as intracompany price, intercorporate price, inter-
divisional price, or internal price, a price set for management control over the transfer of
goods and services among members (group companies). In conventional accounting litera-
ture, transfer pricing is described as transferring expenses and revenues among divisions,
subsidiaries, and joint ventures within a group of affiliated firms Richardson et al. (2013).

Transfer pricing methods are responsive to opportunities for fixing values to increase
private profits while avoiding paying public taxes. MNEs typically shift revenues from
high-tax jurisdictions to low-tax nations (Dharmapala and Riedel 2013; Davies et al. 2018).

Extending Putri et al. (2022), while performing a unique contribution, this study
highlights that tax avoidance practices, particularly within Islamic financial institutions,
represent a significant gap in the literature. Islamic finance operates under distinct prin-
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ciples, such as the prohibition of interest and excessive uncertainty, which could affect
how tax avoidance mechanisms are implemented or interpreted. The principles of shariah
law emphasize fairness, transparency, and ethical financial behavior, thus potentially in-
fluencing corporate governance (Zainon et al. 2020) and tax strategies. Incorporating
Islamic perspectives could deepen the understanding of how these institutions manage tax
compliance while adhering to religious guidelines (Ahmed 2010).

2. Literature Review
2.1. Stakeholder Theory

According to stakeholder theory, a firm cannot operate solely for its own profit; it must
also deliver benefits to all its stakeholders (Goyal 2020). Shareholders, management, em-
ployees, consumers, creditors, investors, regulators, and the government are stakeholders
in financial institutions. Who has a relationship with the company and is interested in it?
Stakeholders can control or influence the company’s use of economic resources.

To survive and compete, the company’s mission is supposed to meet the interests of
its stakeholders. This aligns with the use of stakeholder theory. As in the contemporary
period, firms need superior technology to compete and maximize profits for the benefit
of their stakeholders. The government is one of the parties interested in taxation. The
government will reap huge rewards when a corporation complies with its tax obligations
in good faith, consequently, assisting the state government as a shareholder in acquiring
tax revenues to finance development (Hanlon et al. 2014).

2.2. Positive Accounting Theory

Schroeder et al. (2019) created the positive accounting theory, which identifies specific
economic aspects that can be related to the behavior of managers or financial report creators.
This theory aids in the explanation and forecasting of accounting processes. Consequently,
managers will be more cautious (conservative) while engaging in tax avoidance.

The positive accounting theory investigates the elements that influence the manage-
ment’s attitude toward accounting standards and, consequently, the company’s lobby against
accounting standards. Positive accounting theory has three hypotheses: the bonus plan
hypothesis, the debt covenant hypothesis, and the political cost hypothesis (Kaya 2017).

2.3. Magasid Shariah

Magqasid Syariah is the Islamic framework that emphasizes the objectives or higher
intents of Shariah law, which include the protection of religion, life, intellect, lineage,
and wealth.

When companies engage in tax avoidance through derivatives, debt shifting, or trans-
fer pricing, they undermine the protection of wealth because these practices unfairly shift
the tax burden by forcing other individuals or businesses to bear the brunt of lost revenue. It
also deprives society of public goods where taxes fund essential services such as education,
healthcare, and infrastructure, which are integral to the broader objectives of Maqasid
Syariah (Isnaini et al. 2024). Moreover, it violates justice and fairness. Islam highlights
fairness in wealth distribution as a key component of social justice. Manipulating financial
systems for personal gain at the expense of the collective good goes against Islamic ethics.
Hence, the focus on sustainability and justice within the Maqasid framework further supports
the argument for a tax system that funds essential public services, ensuring that all members
of society have access to the necessary resources (Isnaini et al. 2024; Aziz et al. 2023).

Tax avoidance in Islamic countries is a complex issue that intersects with the principles
of Magqasid al-Shariah, which are the objectives of Islamic law to promote welfare and justice
in society. Maqasid al-Shariah emphasizes the importance of achieving benefits (maslahah)
for individuals and the community, particularly relevant in tax policies and practices.
In Islamic finance, the principles of Maqasid al-Shariah guide the ethical considerations
surrounding taxation and economic activities. For instance, from Indonesia, Kamaruddin
et al. (2024) discusses how zakah (almsgiving) can be aligned with Maqasid al-Shariah
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to empower community development, highlighting the socio-economic impacts of such
programs in alleviating poverty and promoting welfare. This perspective underscores the
need for tax systems to generate revenue and enhance social welfare, aligning with the
broader objectives of Islamic law.

Moreover, the relationship between tax policies and Maqasid al-Shariah is further
explored by Hatmaka (2024), who evaluates local tax systems in Indonesia and their com-
pliance with the principles of justice and public benefit. The study suggests that tax policies
should be designed to support the community’s welfare, reflecting the core values of
Magqasid al-Shariah. This is echoed by Rhetha et al. (2024), who emphasizes that the ulti-
mate goal of Maqasid al-Shariah is to benefit the people, which can be reflected in the ethical
management of tax revenues. Tax avoidance practices, however, can undermine these ob-
jectives. The work of Hanifah indicates that tax avoidance can negatively impact dividend
policies, suggesting that companies may prioritize tax minimization over equitable profit
distribution, which can conflict with the principles of fairness and social justice inherent in
Magqasid al-Shariah (Hanifah et al. 2024). This highlights the need for Islamic countries to
develop tax systems that discourage avoidance and promote compliance, thereby ensuring
that tax revenues are utilized for the common good.

2.4. Tax Avoidance

According to Graham et al. (2014), tax avoidance is a business planning approach that
management implements to attain firm objectives. Tax avoidance is defined by Payne and
Raiborn (2018) as the endeavor to exploit tax law uncertainties for the company’s benefit.
Wang (2019) defines tax avoidance as the legal violation of tax laws to reduce the corporate
tax burden using tax rules. According to previous research, various indicators have been
used to measure tax avoidance. Effective tax rate is one of these (ETR). ETR is deemed
capable of measuring the extent of tax avoidance if a company’s ETR is lower than the
industry average ETR. ETR is the ratio of a company’s tax liability to its pretax income,
calculated by dividing the tax expense by the pretax income.

From Magqasid Shariah’s perspective, though legal, tax avoidance may violate Islamic
principles of justice and fair wealth distribution. It undermines societal welfare by de-
priving communities of necessary resources, contradicting the ethical responsibility to
contribute fairly to public goods and collective well-being.

2.5. Debt Shifting

Debt shifting involves transferring debt between related parties, often across borders.
Companies may artificially inflate debt levels in high-tax jurisdictions to claim higher
interest deductions, reducing taxable income. By inflating interest payments, a company
can significantly reduce taxable income, resulting in lower tax payments. Debt shifting is
interest income obtained from low-tax countries and withheld in high-tax countries. This
strategy can save taxes from deductions in high-tax countries exceeding the appropriate
tax payments in low-tax countries (Ruf and Weichenrieder 2012). Due to changes in
foreign debt, the leverage ratio is typically more sensitive to taxation in multinational
corporations. The corporate debt policy of a nation appears to follow local taxation.
Generally, multinational corporations avoid paying high taxes by moving their debt to
high-tax nations. This reduces business margins and tax burdens. Multinational firms
move Intellectual Property to subsidiaries in low-tax jurisdictions to shift income and, as a
result, pay fewer taxes (Comincioli et al. 2020).

Debt shifting can be considered against fairness and justice under Islamic law as it
discourages excessive debt manipulation, particularly when used to avoid paying dues
(like taxes) meant to support public welfare. Tax avoidance through debt shifting could
harm the collective social welfare, as taxes fund public goods like education, healthcare,
and infrastructure.
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2.6. Financial Derivative

Financial derivatives are instruments whose value is derived from the value of another
asset, such as stocks, bonds, or currencies. Companies often use derivatives to hedge risks
(such as currency or interest rate fluctuations) or for speculative purposes. Companies
may use derivatives to manipulate taxable income by creating artificial losses or shifting
profits to reduce tax liabilities. This is a form of tax avoidance because it exploits finan-
cial structures without creating real economic losses. According to Zang (2012), using
derivative trades is one method for managing earnings. Due to the significant rise in
derivative transactions, corporations employ derivative trades to decrease their tax liability.
Therefore, derivative trades can be utilized as a tax avoidance strategy. While in Maqasid
Syariah, the protection of wealth emphasizes responsible wealth management. Derivatives,
when used for manipulation or speculation, violate this principle by undermining the fair
distribution of wealth. Rather than protecting and growing wealth for societal benefit, they
can concentrate wealth in the hands of a few, harming social justice.

Donohoe (2015) states that the ambiguity of tax regulations on derivative transactions
makes financial derivatives serve as objects to avoid taxes. The corporation uses this
ambiguity as a loophole to avoid paying taxes. Oktavia and Martani (2013) identified a
substantial correlation between financial derivative variables and tax avoidance.

2.7. Transfer Pricing

Transfer pricing is essentially indicated as fair transactions applied between affiliated
companies in determining transfer prices. Transfer pricing refers to pricing goods, services,
and intellectual property between related companies, often across countries. Companies
may set prices to shift profits to low-tax jurisdictions, thus minimizing tax liabilities. By ma-
nipulating transfer prices, companies reduce their taxable income in high-tax countries and
increase it in low-tax countries. This is a common strategy for tax avoidance. Corporations
purposefully move profits to companies with special links in nations with low tax rates
(Richardson et al. 2013). This gives transfer pricing a negative connotation because it can
cause harm to the government. Sikka and Willmott (2010) and Amidu et al. (2019) revealed
firms’ transfer price tactics in developing and developed economies to avoid taxes.

The principle of justice in Maqasid Syariah is violated if transfer pricing is used to
manipulate profits, as it deprives governments of necessary revenue. Islam encourages
fairness in all transactions and prohibits deceit. When used to avoid taxes, transfer pric-
ing disrupts the equitable distribution of wealth, negatively impacting social justice and
public welfare.

2.8. Financial Distress

The maximization of financial distress is one of the objectives of an established business
because higher financial distress will increase the shareholders” wealth. Azmi et al. (2020)
and Kalash (2021) highlight that financial distress indicates the firm’s market value, which
means financial distress is the summation of an investor’s judgments of the company’s
entire. The fact that the expanding financial distress depends on the company’s success
indicates that financial distress is tied to firm performancey (Azmi et al. 2020). Companies
facing financial distress might resort to tax avoidance strategies to preserve cash and
remain solvent. This could involve aggressive use of debt shifting, transfer pricing, or other
mechanisms to minimize tax payments.

Financial distress has a significant positive effect on tax avoidance, while accounting
conservatism has a significant negative effect. Furthermore, to avoid financial difficulties,
firms frequently reduce expenses, notably tax charges, because taxes have little direct
impact on firm performance (Swandewi and Noviari 2020). Consequently, companies
typically engage in tax avoidance to reduce their tax burden. While it is understandable
that distressed companies may adopt such strategies to ensure survival, engaging in
unethical tax avoidance shifts the financial burden to other businesses or individuals. Islam
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emphasizes fairness and responsibility in managing financial difficulties, encouraging
transparency and ethical conduct even in challenging times.

2.9. Framework

Derivatives, debt shifting, and transfer pricing are financial tools or strategies that can
be misused to avoid paying taxes. From the perspective of Maqasid Syariah, tax avoidance
contradicts the principles of fairness, justice, and the responsible distribution of wealth.
Magqasid Syariah encourages ethical financial behavior that protects society’s well-being
and promotes economic justice. With the support of stakeholder theory, positive accounting
theory and Magqasid Syariah, the framework’s illustration is explained in Figure 1 below.

DEBT SHIFTING H1(+)
DERIVATIVE H2(+)
TRANSACTION TAX AVOIDANCE

TRANSFER H6 (+)

PRICING

FINANCIAL
DISTRESS

Figure 1. Theoretical framework of tax avoidance effect from debt shifting, derivatives, and transfer
pricing with financial distress interaction.

Based on the framework presented in Figure 1, the following hypotheses are proposed
to explain the relationships between the variables affecting tax avoidance.

Hypothesis 1 (H1). Debt shifting has a significant positive effect on tax avoidance.

Hypothesis 2 (H2). Asserts that derivatives also have a significant positive effect on tax avoidance.
Hypothesis 3 (H3). Posits that transfer pricing has a significant positive effect on tax avoidance.
Hypothesis 4 (H4). Financial distress moderates the effect of debt shifting on tax avoidance.
Hypothesis 5 (H5). Financial distress moderates the effect of financial derivatives on tax avoidance.

Hypothesis 6 (H6). Financial distress moderates the effect of transfer pricing on tax avoidance.

3. Method

This research utilized secondary data sources as its data resource. Secondary data
are research data received indirectly from a second party or documented by a third party
(Saunders et al. 2012). This study aims to identify Indonesian banks that have gone public.
This analysis employs financial statements from conventional banks and non-bank financial
institutions from 2017 until 2022. Purposive sampling was the technique used to consider
these criteria. The sample criteria are as follows.

1.  The banking institutions analyzed in this study were listed on the Indonesia Stock
Exchange from 2017 to 2022.

2. Excluding Islamic banks, regional banks, and Islamic non-bank financial institutions
listed on the Indonesia Stock Exchange in 2017-2022. These institutions may al-
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ready operate under Islamic financial principles, emphasizing the Maqasid Syariah
ethical behaviors and social welfare. Including them could skew the analysis, thus
reducing the likelihood of engaging in tax evasion or avoidance practices that violate
these principles.

3.1. The Operational of Variables

This study has three independent variables, one dependent variable, and one inter-
action variable, as outlined in Table 1. This study evaluates the impact of debt shifting,
financial derivatives, and transfer pricing on tax avoidance, with financial distress as an
interaction variable. Detailed descriptions of all independent, interaction, and dependent
variables are provided in Table 1.

Table 1. Variable Measurement.

Variables Measurement
. . _ Tax Expense—deferred tax expense
Tax Avoidance Effective Tax Rate = Tncome Before Tax
‘fe: . . _ Total laibility
Debt shifting Foreign Ownership = Total equity
Financial derivative Derivative = absolute value of;toii:lfzisgzalue of derivative
. . .. _ Related Party Receivable
Transfer Pricing Transfer Pricing = Tofal Recervable

Altman Z-Score:

Financial distress Z=1.2X1 + 1.4X2 + 3.3X3 + 0.6X4 + 1X5

3.2. Analysis and Discussion

After filtration, based on Table 2, only 69 financial institutions met the criteria for
this sampling technique according to purpose. The number of samples collected from the
study’s population is as follows:

Table 2. Sample Criteria.

No. Criteria Number

1 Banking companies listed on the Indonesia Stock

Exchange 2017-2022 105

Islamic banks, regional banks, and Islamic non-bank

2. financial institutions listed on the Indonesia Stock (8)
Exchange in 2017-2022
3. IPO above 2017 (15)
4 Companies whose financial. statements and annual report (13)
data are incomplete
5 Outliers (26)
6 Observations 69
7 Years of observation 6
8 Final companies—years observation 414

Source: Processed by the authors, 2024.

3.3. Descriptive Statistics

Based on Table 3 of the data for each variable derived from the processed model, each
variable has a mean value (mean), maximum value (max), and minimum value (min),
as well as a standard deviation (sd). The description of the descriptive statistics of each
research variable is as follows:
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Table 3. Descriptive Statistic, n = 414.

ETR DS DERV TP FV

Mean 0.178 0.036 0.001 0.045 1.785
Median 0.213500 0.027000 0.000000 0.004000 1.025500
Maximum 0.553000 0.335000 0.023704 1.045000 69.28100
Minimum —0.180000 —0.082000 0.000000 0.000000 0.000000
Std. Dev. 0.129098 0.041501 0.002914 0.124923 4.835991
Skewness —0.164595 3.229136 5.054360 5.152896 11.20128
Kurtosis 2.806128 19.18955 32.46532 34.13680 143.2682
Jarque—Bera 2.359556 4911.609 15,687.99 17,390.64 326,195.7
Probability 0.307347 0.000000 0.000000 0.000000 0.000000
Sum 69.29400 13.92400 0.352492 17.60400 692.7900
Sum Sq. Dev. 6.449822 0.666555 0.003287 6.039385 9050.697

Source: Processed by the authors, 2024.

(a) Debt Shifting (DS)

The mean value of debt shifting is 0.035887, with a standard deviation of 0.041501.
This means that the mean value is greater than the standard deviation, indicating that the
data for this variable are evenly distributed.

(b) Financial Derivative (DERV)

According to data processing using Eviews 9 software, the DERV variable has an
average value (mean) of 0.000908 and a standard deviation of 0.002914. This indicates that
the values for this variable are evenly distributed, as the average value (mean) is less than
the standard deviation.

()  Transfer Pricing (TP)

The transfer pricing variable’s average value (mean) is 0.045371, with a standard
deviation of 0.124923. This indicates that the values for this variable are not uniformly
distributed, as the average value (mean) is less than the standard deviation.

(d) Financial distress (FV)

The financial distress variable has a range of values with an average (mean) value of
1.785541 and a standard deviation of 4.835991. This demonstrates that the average value
(mean) is less than the standard deviation, indicating that the data for this variable are not
evenly distributed.

3.4. Panel Data Regression Analysis

To determine which of the standard effect models to use, the fixed-effect and the
random-effect models are the most appropriate for the inquiry.
(a) The Chow Test

The Chow test determines whether the study model uses a common or fixed effect.
Due to the probability value, the Chi-Square cross-section probability value is 0.2366. Since
this value is bigger than the significance level of 0.05, the equation regression results in this
study were based on a common-effect model, and the Hausman test was employed.

(b) The Hausman Test

The Hausman test assesses whether a random-effect or fixed-effect probability value
of a random cross-section of 0.0174 will be used in the research model. Because this number
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is small than the 0.05 level of significance, the regression equation results in this study were
based on a fixed-effect model.

(c) Lagrange Test

The Breusch-Pagan cross-section has a probability of 0.6215, as determined by the
Lagrange test on the processed data. This result is more than the significance criterion of
0.05. The results of the proper regression model used in this investigation, the common-
effect model, can be determined.

(d) Normality Test

The objective of a normality test is to establish whether the distribution of the research
sample is normal. The study’s data must have a normal distribution and a significant prob-
ability of 0.05 or 5 percent for a suitable regression model because equally distributed data
are a prerequisite for successfully completing a panel data regression analysis. According
to the data processing results using Eviews 9, all variables have a uniform distribution.
This is supported by the Jarque-Bera probability value of over 5 percent, 0.553095. Based
on a total of 414 observations, it can be concluded that the data are normally distributed.

3.5. Heteroscedasticity Test

The heteroskedasticity test determines whether the regression model identified a link
between the independent variables. The regression model lacks heteroskedasticity if the
probability value is bigger than 0.05. According to the data analyzed with Eviews 12 and
the Glejser test, as displayed in Table 4, there is no probability coefficient with a value less
than 0.05. Therefore, it can be stated that the data lack heteroscedasticity.

Table 4. Heteroskedasticity Test.

Variable Coefficient Std. Error t-Statistic Prob.
C 0.054644 0.003682 14.84233 0.0000

DS 0.046664 0.061958 0.753149 0.4518
DERV —3.391052 4.454233 —0.761310 0.4469
P 0.034650 0.027167 1.275473 0.2029

FV —0.000561 0.000915 —0.613442 0.5400
FV*DS 0.006923 0.017623 0.392821 0.6947
FV*DERV 2.877142 3.865883 0.744239 0.4572
FV*TP —0.036084 0.022329 —1.616020 0.1069

3.6. The Multicollinearity Test

It is required to consider the correlation coefficient’s value to test for multicollinearity.
The model has a multicollinearity problem if the correlation between independent vari-
ables is greater than 0.8 (>0.8). On the other hand, if the correlation between independent
variables is less than 0.8, the model does not have a multicollinearity problem (0.8). How-
ever, the correlation coefficient of the interaction variable in the Table 5 above is 0.957438,
indicating multicollinearity. This often occurs due to multiplication or interaction between
two or more independent variables (Gujarati 2021).
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Table 5. Multicollinearity Test.
DS DERV TP FV FD*DS FD*DRV FD*TP

DS 1.000000 0.038529 —0.029205 —0.005532 0.199192 0.045974 0.016500
DERV 0.038529 1.000000 0.028222 —0.040645 —0.014622 0.957438 0.005302

TP —0.02921 0.028222 1.000000 —0.041807 —0.019488 0.013059 0.651784

FD —0.00553 —0.040645 —0.041807 1.000000 0.824024 0.160467 0.336220
FD*DS 0.199192 —0.014622 —0.019488 0.824024 1.000000 0.209141 0.384610
FD*DERV 0.045974 0.957438 0.013059 0.160467 0.209141 1.000000 0.082312
FD*TP 0.016500 0.005302 0.651784 0.336220 0.384610 0.082312 1.000000

3.7. The Autocorrelation Test

The autocorrelation test is used to see a link between the error in period t and the
confounding error in period t — 1 in a linear regression model (previous). The Durbin-
Watson test was employed to detect the presence of autocorrelation in this investigation
(DW test). Based on Table 6, the Durbin—Watson statistic value of 1.501657 is between the
upper limit value (dU) 1.7813 and the lower limit value (dL) 1.5762, where (4-d) > du, and
the regression model in this study does not exhibit a negative autocorrelation.

Table 6. Autocorrelation Test Results.

Durbin-Watson Stats 1.501657
d-4 2.498343
du 1.8261
dl 1.5340

Source: Processed by the authors, 2024.

3.8. Panel Data Regression Analysis

414 samples in this study satisfy the criteria with the equation below since it uses
regression analysis panel data from 69 companies with six years of observation:

ETR it = «0 +p1DSi,t + p2DERVi,t + B3TPit + B4FVit + 35FV*DSit + f6FV*DERVit + 37FV*TPit e

Description:

ETR: Tax Avoidance

ap: Constant

B: Regression coefficient
DS: Debt shifting

DERV: Financial derivative
TP: Transfer pricing

FV: Financial distress

e: Error term

ETR it =0.167841 + 0.646686DSi,t + 17.47531DERVj,t — 0.166325TPi,t — 0.007589FDi.t + 0.073941FD*DSi,t —

12.32581FD*DERVi,t + 0.019017FV*TPit + e

The regression results in Table 7 demonstrate various impacts of financial factors on
the effective tax rate (ETR). First, the ETR is zero when the independent variable remains
constant. Debt shifting (DS) has a positive regression coefficient of 0.646686, meaning that
for every one-unit increase in debt shifting, the ETR rises by 0.646686 units. This suggests
that increasing debt shifting contributes to higher tax rates.
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Table 7. Regression Results.

Variable Coefficient Std. Error t-Statistic Prob.
C 0.167841 0.009618 17.45049 0.0000
DS 0.646686 0.161864 3.995234 0.0001
DERV 17.47531 11.63656 1.501759 0.1340
TP —0.166325 0.070972 —2.343538 0.0196
FD —0.007589 0.002389 —3.176547 0.0016
FD*DS 0.073941 0.046039 1.606050 0.1091
Fd*DERV —12.32581 10.09951 —1.220436 0.2231
FD*TP 0.019017 0.058334 0.325997 0.7446

Source: processed by authors 2024.

Financial derivatives (DERV) significantly impact the ETR, as reflected by a high
regression coefficient of 17.47531. For every one-unit increase in financial derivatives, the
ETR increases by 17.47531 units. Conversely, transfer pricing (TP) has a negative regression
coefficient of —0.166325, indicating that a one-unit rise in transfer pricing reduces the
ETR by 0.166325 units. Financial distress (FV) also negatively influences the ETR, with a
regression coefficient of —0.007589, reducing the ETR by 0.007589 for each one-unit increase
in financial distress.

Interactions between financial distress and other variables further illustrate the com-
plexity of their effects on tax avoidance. The interaction between financial distress and debt
shifting has a positive regression coefficient of 0.189905, showing that a one-unit increase in
this interaction raises the ETR by 0.189905 percentage points. However, the interaction of
financial distress with financial derivatives has a negative coefficient of —12.32581, indicat-
ing a significant reduction in ETR by 12.32581 for each one-unit increase in this interaction.
Meanwhile, financial distress interaction with transfer pricing has a positive coefficient of
0.019017, leading to a modest rise in ETR by 0.019017 percentage points.

4. Hypothesis Test
4.1. Partial Test (t-Test)

The test was carried out using the value of =5 percent to assess whether the influence
caused by the dependent, independent, and interaction variables had a significant or
negligible effect (0.05). The findings of panel data regression are summarized in Table 8.

Table 8. Partial T Hypothesis Testing.

Variable Coefficient Std. Error t-Statistic Prob.
C 0.167841 0.009618 17.45049 0.0000

DS 0.646686 0.161864 3.995234 0.0001
DERV 17.47531 11.63656 1.501759 0.1340
TP —0.166325 0.070972 —2.343538 0.0196

FD —0.007589 0.002389 —3.176547 0.0016
FD*DS 0.073941 0.046039 1.606050 0.1091
FD*DERV —12.32581 10.09951 —1.220436 0.2231
FD*TP 0.019017 0.058334 0.325997 0.7446

Source: processed secondary data, 2024.

This study’s first hypothesis (H1) explores the relationship between debt shifting and
tax avoidance. According to the regression equation results in Table 8, the probability
of debt shifting is 0.001, which is less than the significance value of 0.05. The regression
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coefficient for debt shifting is 0.646686, indicating that an increase in debt shifting leads to an
increase in the effective tax rate (ETR), meaning tax avoidance decreases. Thus, debt shifting
negatively impacts tax avoidance, leading to the rejection of H1. From the perspective of
Magqasid Syariah, debt shifting, which contributes to higher taxation compliance, aligns
with safeguarding wealth by ensuring that tax revenues are used for societal benefits. By
reducing tax avoidance, debt shifting can contribute to a more equitable distribution of
resources, which is central to Islamic economic justice.

Hypothesis 2 (H2) examines the impact of financial derivatives on tax avoidance.
Based on the regression results, the probability of financial derivatives is 0.134, greater
than the significance value of 0.05. The regression coefficient for financial derivatives is
17.47531. This suggests that financial derivatives do not have a significant effect on tax
avoidance, resulting in the rejection of H2. From the Maqasid Syariah perspective, financial
instruments like derivatives should ideally be used in ways that support ethical economic
activities. The lack of impact on tax avoidance suggests that these derivatives may not
necessarily contravene Islamic principles. Still, caution is required to ensure they are not
used to facilitate financial maneuvers undermining wealth preservation or social justice.

Hypothesis 3 (H3) focuses on the influence of transfer pricing on tax avoidance. The
regression equation shows a probability of 0.0196, which is less than the significance value
of 0.05, and the regression coefficient for transfer pricing is —0.166325. This indicates that
as transfer pricing increases, the ETR decreases, meaning tax avoidance occurs. Therefore,
transfer pricing positively affects tax avoidance, and H3 is accepted. Maqasid Syariah
emphasizes fairness and preventing harm. Transfer pricing, when used to evade taxes,
compromises the principle of wealth distribution and harms the community’s welfare by
reducing the funds available for public services. From an Islamic viewpoint, such practices
would violate the ethical principle of ensuring that wealth benefits society.

Hypothesis 4 (H4) investigates whether financial distress moderates the relationship
between debt shifting and tax avoidance. The probability for this interaction is 0.1091,
which is greater than the significance value of 0.05. The regression coefficient for this
variable is 0.073941. According to the t-test findings, financial distress does not moderate
the effect of debt shifting on tax avoidance, leading to the rejection of H4. Under Magqasid
Syariah, wealth management should uphold justice and equity during financial distress.
Even when companies face financial difficulties, they must adhere to ethical standards,
ensuring that their tax obligations are not manipulated through strategies like debt shifting
to the detriment of societal welfare (Rahman et al. 2021).

Hypothesis 5 (H5) explores whether financial distress strengthens the effect of financial
derivatives on tax avoidance. The regression coefficient for this interaction is —12.32581,
and the probability of financial derivatives and ETR being moderated by financial distress
is 0.2231, greater than the significance value of 0.05. The t-test results show that financial
distress does not moderate the relationship between financial derivatives and tax avoidance,
resulting in rejecting H5. In the context of Maqasid Syariah, financial distress should
not justify unethical financial behaviors, such as exploiting derivatives to evade taxes.
The principles require transparent and fair financial practices even in times of hardship,
ensuring the protection of wealth and justice for society.

Finally, Hypothesis 6 (H6) examines whether financial distress strengthens the effect of
transfer pricing on tax avoidance. The regression coefficient for this interaction is 0.019017,
and the probability for this moderation is greater than the significance value of 0.05. The
t-test findings indicate that financial distress does not moderate the relationship between
transfer pricing and tax avoidance. Therefore, H6 is rejected. From a Magqasid Syariah
perspective, using financial distress to justify engaging in transfer pricing practices that
lead to tax avoidance contradicts the Islamic principles of justice and wealth preservation.
Even during financial challenges, businesses are expected to operate with integrity and
contribute their fair share to the collective good, ensuring that tax revenues can support the
broader needs of society.
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4.2. Coefficient of Determination Test (Adjusted R?)

The coefficient of determination (R?) measures the model’s ability to explain the suit-
ability relationship between the variation of the dependent variable and the independent
variables’ variations in the study. The value at Adjusted R? is always between 0 and 1. The
following table describes the results of panel data regression.

Based on Table 9 below, it can be concluded that the adjusted R? is 0.121348 or 12.121348
percent. This shows that the ownership structure variables, debt shifting (DB), financial
derivative (DERV), transfer pricing, and financial distress can influence tax avoidance by
0.121348 or 12.121348 percent. At the same time, the remaining 87.878652 percent is
explained by other variables not used in this study.

Table 9. Coefficient of Determination Results.

R-Squared 0.116449 Mean Dependent Var 8.286493
Adjusted R-squared 0.121348 SD dependent var 0.000000
SE of regression 0.116449 Sum-squared resid 5.595666
F-statistic 8.286493 Durbin-Watson stat 1.188063
Prob(F-statistic) 0.000000

Source: processed secondary data, 2024.

5. Conclusions and Recommendations

This study aims to determine the effect of debt shifting, financial derivatives, transfer
pricing, and financial distress on tax avoidance in the conventional banking firms and
non-bank financial institutions listed on the Indonesia Stock Exchange. The sample in
this study was 69 companies for 6 years. The research findings show that debt shifting
has a negative impact on tax avoidance, thereby leading to the rejection of Hypothesis 1.
This suggests that banks and non-bank financial institutions are less likely to engage in
such practices to minimize their tax liabilities, potentially leading to overdue payments,
which may discourage tax avoidance behavior. Apart from that, financial derivatives have
no effect on tax avoidance, so Hypothesis 2 is also rejected. This implies that banks and
non-bank financial institutions may not rely on such instruments to effectively manage
their tax burden, reflecting a more conservative approach to risk management in these
entities. However, Hypothesis 3 is accepted, that transfer pricing has a positive influence on
tax avoidance, indicating that financial institutions may strategically utilize transfer pricing
practices to reduce their taxable income. This finding is very relevant, because both banks
and non-bank financial institutions are often involved in complex transactions that can be
affected by transfer pricing. Finally, Hypotheses 4, 5, and 6 are rejected, indicating that
financial distress does not significantly moderate the relationship between debt transfer,
financial derivatives, and transfer prices. This suggests that even when financial challenges
occur, these institutions do not significantly change their approach to debt assignment,
financial derivatives, or transfer pricing. This may highlight a trend that the financial sector
is taking precedence over compliance and ethical standards over aggressive tax avoidance
strategies, even during financially challenging times. The findings highlight that Maqasid
Syariah principles emphasize fairness, wealth preservation, and justice, discouraging tax
avoidance practices like transfer pricing and encouraging ethical financial conduct, even
during financial distress.

5.1. Implication

The results provide valuable insights into the relationship between financial strategies
and tax avoidance from both a conventional and Maqasid Syariah perspective. The rejection
of H1 shows that debt shifting contributes to reducing tax avoidance, implying increased tax
compliance, which aligns with Maqasid Syariah’s goal of wealth preservation for societal
benefit. The financial derivatives’ lack of significant impact on tax avoidance (H2) suggests
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that, while not necessarily against Islamic principles, their role requires careful scrutiny to
avoid undermining fairness.

Transfer pricing’s positive effect on tax avoidance (H3) reflects its potential harm
to equitable wealth distribution, as it reduces public revenue for essential services. The
rejection of H4, H5, and H6, indicating that financial distress does not moderate the effects
of debt shifting, financial derivatives, or transfer pricing, further highlights that financial
hardship does not justify unethical tax avoidance. These findings reinforce the importance
of adhering to ethical financial practices as highlight by Halid et al. (2021) even under
distress, in line with the justice-focused principles of Maqasid Syariah.

5.2. Limitations and Suggestions

This study has limitations that can be used as a reference for future researchers to
obtain more accurate results. The study only used conventional banking firms and non-
bank financial institutions listed on the Indonesia Stock Exchange (IDX) from 2017 to 2022.
The purposive selection method only yielded 69 samples of companies that could be used
as research objects. In the future, it is hoped that banking companies (including Islamic
banking) and non-bank financial institutions can contribute more to become objects in the
research conducted.

The independent variable financial factors used are debt shifting, financial derivative,
transfer pricing, and firm as mediating. Considering that the influence of the adjusted
R-squared of the four factors is only 12.121348 percent, this indicates that many other
potential variables still play a part in tax avoidance. There is still a great deal of additional
monetary aspects, including profitability, leverage, bond rating, size, and growth, that have
the potential to operate as independent variables in the subsequent investigation.
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Abstract

This study analyzes and investigates how financial factors, namely, derivatives, debt shifting, and transfer pricing,
influence tax avoidance, with financial distress as an interaction variable, within the framework of stakeholder
theory and positive accounting theory. Adding more uniqueness, this study injected the Maqasid Syariah elements
into the framework. Conventional banks and non-bank institutions listed on the Indonesia Stock Exchange (IDX)
between 2017 and 2022 were selected, comprising 414 final company-year observations. The study utilized E-Views
software for data processing. The findings indicate that debt shifting negatively impacts tax avoidance, while

derivatives have no significant influence. Transfer pricing positively impacts tax avoidance. Financial distress does
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not moderate the relationship between these financial practices and tax avoidance. From an Islamic perspective,

practices such as transfer pricing and debt shifting, when used to avoid tax, contradict the principles of Maqasid

Syariah, which emphasize fairness, wealth distribution, and societal welfare. © 2024 by the authors.
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