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Abstract

The purpose of this study is to empirically investigate the effect of financial constraints 
and corporate governance as moderating variables on the determinants of tax avoid-
ance, which includes foreign activity, corporate social responsibility, and political con-
nections. All companies listed on the Indonesia Stock Exchange from 2017 to 2019 are 
the objects of this study. The panel data regression was used to address the research 
question. The findings show that foreign activity, corporate social responsibility, and 
political connections significantly affected tax avoidance with alpha 5%. The results also 
show that corporate governance can reduce the positive impact of foreign activity, cor-
porate social responsibility, and political connection on tax avoidance with alpha 1%.

Moreover, financial constraints may strengthen the positive impact of corporate social 
responsibility on tax avoidance with alpha 5%. The findings further provide empirical 
evidence about one of the strategies businesses use to conduct tax avoidance, notably 
foreign activity, corporate social responsibility, and political connection. Thus, compa-
nies that implement good corporate governance could reduce corporate tax avoidance 
acts, which can harm the company’s image and lead to a decrease in company value. 
This study discovered a new proxy for measuring financial constraints, as well as devel-
opments in the political connection.

Dica Lady Silvera (Indonesia), Achmad Hizazi (Indonesia), M. Syurya Hidayat (Indonesia), 
Sri Rahayu (Indonesia)

Financial constraints  

and corporate governance 

as moderating variables  

for the determinants  

of tax avoidance

Received on: 10th of February, 2021
Accepted on: 20th of March, 2022
Published on: 22nd of  March, 2022

INTRODUCTION

Indonesia is currently facing several financial problems, one being the 
state’s financial losses. The Supreme Audit Agency of the Republic of 
Indonesia (BPK) discovered 14,965 problems in public finances. The 
loss could amount to Rp 10.35 trillion. This is noted in the exami-
nation administered during the 2019 first semester (BPK RI, 2019). 
Problems of state finances are inextricably related to the sources of 
state finances. The state derives revenue from various sources, one of 
which is tax revenue. According to its growth, tax revenue climbed at 
a negative rate of 3.27% (Kementerian Keuangan Republik Indonesia, 
2019). This shows that the tax sector’s performance is not yet opti-
mal. Many factors may affect the tax sector’s success, one of which 
is the occurrence of tax avoidance activities conducted by taxpayers 
in Indonesia. The phenomena of different interests of taxpayers and 
the government, as well as the average tax ratio falling short of the 
aim, may suggest a significant amount of tax avoidance activity. Many 
studies on tax avoidance have been conducted widely (Dyreng et al., 
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2010; Wilson, 2009; Hanlon & Heitzman, 2010; Blaylock et al., 2012; Atwood et al., 2012; Chen et al., 
2010; Deak, 2009). Similarly, in Indonesia, many research on tax avoidance has been conducted (Brian 
& Martani, 2014; Fontanella & Martani, 2014; Lestari et al., 2014; Masri & Martani, 2012; Nuritomo & 
Martani, 2014; Oktavia & Martani, 2013; Prakoso, 2014; Rusydi & Martani, 2014; Sirait & Martani, 2014; 
Suprianto & Dewi, 2014). Tax avoidance refers to the company’s ability to pay the cash-effective tax rate 
on the company’s profit before tax (Dyreng et al., 2010). 

One of Indonesia’s accused tax avoidance cases included the Indonesian energy group Adaro. 
According to Global Witness (n.d.), Adaro avoided or reduced their tax obligations in Indonesia by 
up to 125 million US dollars. Global Witness investigation prompted the KPK to conduct an exami-
nation of these sales data for evidence of transfer pricing errors or tax avoidance. Adaro’s tax avoid-
ance practices show one of the foreign activities, with income shifting practices enabled by affiliat-
ed companies that multinational companies used to implement tax avoidance mechanisms. Many 
factors can inf luence the occurrence of tax avoidance activities, one of which is the company’s 
foreign activity. The escalation of evading taxes will be larger if they engage in foreign activities as 
multinational companies (MNCs) (Sudibyo & Jianfu, 2016). Companies with foreign activities may 
use it as a tax avoidance strategy, for example, through transfer pricing (Ariffin, 2013). Leblang 
(1998) states that MNCs have an excellent opportunity to avoid paying Income Taxes (PPh). Rego 
(2003) contends that MNCs can reduce their tax burden by placing their operations in countries 
with low-income tax rates so that MNCs can have a lower tax burden.

Another factor that may affect the likelihood of tax avoidance is the company’s commitment to 
corporate social responsibility. Tax payments in line with applicable tax provisions are a part of a 
company’s corporate social responsibility (CSR) program. This means that the tax paid by a com-
pany serves the interests of the government, which manages state finances to finance the develop-
ment process. Lanis and Richardson (2015) show that the more CSR activities a company engages 
in, the greater its tax payments or, the lower its level of corporate tax avoidance. However, a com-
pany’s perception of taxes as a burden results in the company’s efforts to avoid paying taxes. Thus, 
Laguir et al. (2015) demonstrate that CSR activity is one approach for companies to maximize ex-
penses while minimizing taxable profit, resulting in a high after-tax profit. This profit after taxes 
will be distributed to stakeholders as a sign of prosperity to increase investor loyalty. In addition to 
serving as a strategic tool to promote the company image, CSR activities serve as a tool for manip-
ulating profits. Therefore, corporate CSR can be used as a strategic tool with a company’s tax avoid-
ance efforts. Lanis and Richardson (2015) and Dharma and Noviari (2017) show that the higher the 
amount of corporate CSR, the lower the level of tax avoidance in a company. While Hidayat (2020) 
discovered that CSR impacts tax avoidance, he states that this is because many companies continue 
to employ CSR activities as a tool to avoid taxes.

Many factors can impact a company’s decision to implement corporate social responsibility. One 
factor that is believed to play a role is political connections. According to Faccio et al. (2006), “po-
litical connections exist when shareholders of authority or company officials are members of par-
liament, ministers, or heads of state, or are otherwise related to state officials and state institutions.” 
Tax avoidance is unethical action since it can jeopardize the government’s ability to provide public 
facilities and infrastructure financed through tax revenues. As an illustration, the DGT mentioned 
a potential loss of Rp 5.5 trillion in tax revenue because of the Google case. This does not include 
the loss of the aspect of justice if it is discovered that other large corporations do not pay their taxes. 
Faccio (2007) identified one factor contributing to tax avoidance, specifically political connections. 
Companies with political connections frequently pay lower taxes (tax discount). This study uses 
two moderating variables, which are hypothesized to weaken and strengthen the impact of the 
independent variable on the dependent variable. The moderating variables used include financial 
constraints and corporate governance. 
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The variables researched, the addition of moderating variables, the purpose of this paper, proxies or 
measuring instruments for research variables, research data, research models, and statistical analysis 
techniques used all differ from previous studies. The inconsistency of previous conclusions is also worth 
considering as motivation for performing this investigation. This study aims to empirically investigate 
the causes of tax avoidance, specifically international activity, corporate social responsibility, and politi-
cal connection, with financial constraints and corporate governance serving as moderators. 

1. LITERATURE REVIEW 

AND THEORETICAL 

FRAMEWORK

This study framework of thought examines the 
theories employed and their relationship to varia-
bles or research phenomena. The study uses agen-
cy theory and positive accounting theory, while 
the study’s middle-range theory is legitimacy 
theory. Agency theory refers to a cooperative re-
lationship in a contract between an owner (prin-
cipal) and company management (agent), where 
the principal delegated authority to the agent to 
manage a company and make decisions. Anthony 
and Govindarajan (2009) interpret agency theo-
ry of meaning that all individuals will act in their 
own self-interest, such as human nature, which 
is always more selfish than others, to promote 
behavior and act for self-interest. According to 
Jensen and Meckling (1976), a conflict of interest 
between the principal and agent results in agency 
costs such as monitoring, bonding, and residual 
loss. Separation of authority and conflict of inter-
ests between the principal and agent can result in a 
conflict of interest, causing an information imbal-
ance known as information asymmetry. Agency 
conflicts can have a negative impact on the com-
pany’s survival. Conflict of interest is related to 
management decisions regarding the company’s 
tax payment policies.

Positive accounting theory aims to explain ob-
served accounting phenomena by examining the 
factors that contributed to an event’s occurrence 
(Watts & Zimmerman, 1990). Positive accounting 
theory aims to explain and forecast the implica-
tions of management choices. Positive account-
ing theory bases its explanations and predictions 
on the contract process or agency relationship 
between managers and other parties such as in-
vestors, creditors, auditors, capital market man-
agers, and governmental authorities. Watts and 

Zimmerman (1990) also connect positive account-
ing theory and the phenomenon of opportunistic 
behavior by proposing three hypotheses to ex-
plain manager opportunistic behavior: the Bonus 
Plan Hypothesis, the Debt (Equity) Hypothesis, 
and the Political Cost Hypothesis. The final hy-
pothesis, the Political Cost Hypothesis, asserts 
that corporate leaders frequently violate govern-
ment regulations, such as tax laws. Suppose cer-
tain benefits and advantages can be obtained. In 
that case, managers will play with profits so that 
payment obligations are not too high, so that the 
allocation of profits is the company’s will.

Legitimacy theory is critical for organizations, so-
cial norms and values stress boundaries, and reac-
tions to these boundaries emphasize the need to 
study organizational behavior in relation to the en-
vironment (Dowling & Pfeffer, 1975). According to 
Ghozali and Chariri (2007), the basic principle of 
legitimacy is based on the social contract between 
the company and the community in which it op-
erates and uses economic resources. According to 
Deegan (2002), a company’s legitimacy will be es-
tablished if the outcomes match what the commu-
nity expects from it, i.e., there will be no demands 
from the community. Corporate social responsi-
bility disclosure will enhance the company’s rep-
utation, which will positively affect financial per-
formance, as potential investors will be more in-
terested in investing in companies that care about 
the environment and corporate sustainability. To 
gain legitimacy, corporate organizations must 
communicate environmental activities by disclos-
ing the social environment (Berthelot & Robert, 
2011). Environmental disclosure is considered 
helpful for restoring, enhancing, and maintaining 
the legitimacy that has been received (Hadjoh & 
Sukartha, 2013).

Hanlon and Heitzman (2010) state that tax avoid-
ance is “an explicit tax deduction and measures 
tax avoidance as the difference between the tax 
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paid and the tax paid by a company.” This reflects 
how aggressively a company is to do tax avoidance. 
Managers have the intention of lowering the tax-
es paid and increasing their income. Lim (2011) 
defines tax avoidance as tax savings that arise by 
utilizing tax provisions carried out legally to min-
imize tax obligations. This tax avoidance practice 
is carried out by looking at the gaps in tax reg-
ulations. Brown (2012) states that tax avoidance 
practices are carried out through company trans-
actions, where the transaction activities are not 
regulated in tax regulations. These transactions 
are like transfer pricing and transactions with re-
lated parties.

Foreign activity is represented by multinational 
companies (MNCs) as companies located in two 
or more countries that reflect the organization-
al form of foreign investment (Way et al., 1992). 
Companies engaged in foreign activity have the 
opportunity to evade income tax by locating op-
erations overseas at low tax rates; shifting revenue 
from high tax jurisdictions to low tax jurisdic-
tions; exploiting the differences between the tax 
rules of various countries; and taking advantage 
of the tax benefits agreement with the host coun-
try (Ariffin, 2013). Dewi and Jati (2014) conducted 
a study in Indonesia on foreign activity and found 
that foreign activity had no effect on tax avoid-
ance in manufacturing firms between 2009 and 
2012. Hidayah (2015) discovered a different result: 
foreign activity had a significant positive effect on 
tax avoidance. As a result, additional research is 
necessary to determine the effect of foreign activ-
ity on tax avoidance. In terms of foreign activities, 
research in developed countries shows that busi-
nesses with foreign activities report significant-
ly lower taxable income. Hines (1999) shows that 
multinational companies in the United States em-
ploy a variety of tax-cutting strategies. According 
to Rego (2003), companies with foreign activi-
ties have the chance to decrease their income tax 
liability through income shifting to countries with 
low tax rates. 

Tax avoidance is considered unethical action 
since it impairs the government’s ability to pro-
vide public facilities and infrastructure financed 
through tax revenues. Tax payments in conform-
ity with applicable tax laws are a component of a 
company’s Corporate Social Responsibility (CSR) 

program. This means that the taxes paid by com-
panies serve the government’s interests, which 
manages the state’s finances to finance develop-
ment. Lanis and Richardson (2012) show that the 
more CSR activities a company participates in, the 
greater its tax payments or the lower its level of 
corporate tax avoidance. However, a company’s 
perception of taxes as a burden result in the com-
pany’s efforts to avoid paying taxes. Thus, Laguir 
et al. (2015) demonstrate that CSR activities en-
able companies to maximize operating expenses 
while minimizing taxable profit, resulting in a sig-
nificant after-tax profit. This profit after taxes will 
be distributed to stakeholders as a signal of pros-
perity to increase investor loyalty.

Corporate social responsibility is based on the 
legitimacy theory, which states that companies 
must offer benefits or create welfare for the com-
munity to get recognized in the long-term viabil-
ity (Chariri & Ghozali, 2007). However, Laguir et 
al. (2015) argue that tax avoidance can be viewed 
as opportunistic behavior in which companies 
incorporate CSR into their activities. Therefore, 
corporate social responsibility influences tax 
avoidance, as proven by Lanis and Richardson 
(2012) and Pradipta and Supriyadi (2015). Based 
on Muzakki (2015), corporate social responsibility 
negative tax avoidance. It is different from the re-
sults of Hidayati and Fidiana (2017), who showed 
that CSR has a positive effect on tax avoidance be-
cause some CSR items carried out by companies 
are deductible expenses.

Companies that are aggressive in tax avoidance 
tend to be more willing to take on risky invest-
ments. For instance, Kim et al. (2011) discov-
ered a relation between tax avoidance and the 
risk of stock price crashes (stock price crash 
risk). Likewise, Rego and Wilson (2012) found a 
link between risky decision-making incentives 
for managers and more aggressive tax avoidance. 
Therefore, if the investment fails and the firm goes 
bankrupt, the preference for financial aid from 
the government via political connections appears 
to ensure the company’s sustainability. Here, bu-
reaucrats tend to use it by giving entrepreneurs the 
right to product licenses (Krueger,), or tax bene-
fits (Shapiro, 1991; Barton & Collins; Richter et al., 
2009). Some literature on a political connection in 
Indonesia has shown the important role of con-
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nections to the economy (Fisman, 2001), the rela-
tionship to global financing (Leuz & Oberholzer-
Gee, 2006), its influence on import licensing deci-
sions (Mobarak & Purbasari, 2006), and indirect 
costs to financial difficulties (Wijantini, 2007). 
Additionally, these results in high leverage values 
for companies with political connections, making 
them susceptible to financial difficulties (finan-
cial distress). Additionally, the existence of a pref-
erence in supervision and lax enforcement of tax 
sanctions renders political connections, implying 
a positive relationship between political connec-
tion and tax avoidance. 

According to Fazzari et al. (1988), financially con-
strained firms face obstacles to obtaining exter-
nal funding. Businesses face financial constraints 
mainly because external financing cannot ful-
ly substitute for internal funding. As a result, fi-
nancially constrained companies have a low divi-
dend payout ratio. There are two reasons for cor-
porations encountering financial restrictions to 
have a low dividend payout ratio (DPR). First, a 
company needs funds for investment, but the fi-
nance required for these investments exceeds the 
firm’s internal cash flow. Therefore, the company 
maintains all available low-cost internal funding. 
Second, the business generates little revenue to 
distribute to shareholders.

Almeida et al. (2004) stated that increased profit-
ability can be a source of funding in times of se-
vere cash flow constraints. Almeida et al. (2004), in 
agreement with Ferreira and Vilela (2004), explain 
that businesses facing financial constraints will 
typically pursue optimal cash strategies to balance 
the profitability of present and future investments. 
Thus, they expect future financing constraints by 
reinvesting cash from present gains, so companies 
facing financial constraints will grow their cash 
holdings to ensure future sustainability, which can 
be accomplished in part by reducing tax payments.

Dyreng, Hanlon dan Maydew (2010) demonstrate 
that companies facing financial constraints will 
reduce their foreign activity. Additionally, Shen 
and Lin (2015) demonstrate that companies with 
financial constraints, but a political connection 
can help those companies lessen their financial 
constraints. Financial constraints are employed 
as a moderating variable in this analysis because 

they are believed to strengthen or weaken the 
association between foreign activity, corporate 
social responsibility, and political connections 
to tax avoidance. According to Law and Mills 
(2015), companies under financial constraints will 
change their tax avoidance strategy. According to 
the Cadbury Committee, corporate governance 
is a system that leads and manages a company 
to create a balance between the company’s pow-
er and authority required to assure its continued 
existence and accountability to stakeholders. This 
refers to the regulatory authority of owners, direc-
tors, management, and shareholders. Corporate 
governance is thought to be capable of creating fa-
vorable conditions and a solid foundation for con-
ducting good, efficient, and profitable business op-
erations. According to the findings, corporate gov-
ernance has an impact on lowering corporate tax 
avoidance. According to Desai and Dharmapala 
(2009), the taxation system and company govern-
ance (i.e., a weak vs. a strong corporate govern-
ance system) are intertwined in determining tax 
reporting and corporate tax avoidance behavior. 
Desai and Dharmapala (2009) show that effective 
corporate governance measures are related to low-
er tax avoidance. 

The purpose of this study is to determine the im-
pact of foreign activity, corporate social responsi-
bility, and political connections on tax avoidance 
using financial constraints and corporate govern-
ance as moderators. 

2. METHODOLOGY

This paper used secondary data. The data for this 
study is from annual financial statements, which 
are publicly available on the Indonesia Stock 
Exchange website for the 2017–2019 period, with a 
total sample size of 141 companies (IDX, n.d.). The 
analysis method used in this study is panel data 
regression. Econometric Views Software is used to 
analyze the data collected. The panel data regres-
sion equation model is calculated by:

0 1 2
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6 7

,

i  t it

it it i  t

it it

j j
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where TAX – Tax avoidance; FA – Foreign Activity; 
CSR – Corporate Social Responsibility; PC – 
Political Connection; FC – Financial Constraint; 
CG – Corporate governance; Control variable: 
DER, ROA, ASSET. Model 1 is used to examine the 
impact of foreign activity on tax avoidance, cor-
porate social responsibility on tax avoidance, and 
political connections on tax avoidance, as well as 
the effect of financial constraint moderating var-
iables. Model 2 is used to examine the impact of 
foreign activity on tax avoidance, corporate social 
responsibility on tax avoidance, and political con-
nections on tax avoidance, as well as the effect of 
CG moderating variables. Model 3 is used to ex-
amine the effect of political connections on CSR. 
Tax avoidance (TA) was measured using a suitable 
proxy defined by Kim et al. (2011). 

, ,
     

,
 

i t i tBook Income Taxable Income
BTD

Lagged Asset

−
=  (3)

where Book Inncome
i,t

 – Revenue of company i 
in year t according to accounting calculations; 
Taxable Income

i,t
 – Taxable income of company 

i in year t according to accounting calculations; 
Lagged Asset – Total assets of company i in year t-1.

Foreign activity (FA) is represented by multina-
tional companies (MNCs) as companies located 
in two or more countries that reflect the organiza-
tional form of foreign investment (Jacob, 1996). To 
measure foreign activity, the study uses a proxy for 
the number of rupiah transferred between compa-
nies via inter-geographical area transfers for com-
panies scaled by worldwide sales (Jacob, 1996). 
Corporate Social Responsibility is measured using 
the Corporate Social Responsibility Disclosure 
Index (CSRDI), which is derived from content 
analysis and is based on the 91-item GRI (Global 
Reporting Initiatives)-G4 indicator. The politi-
cal connection (PC) variable is described using a 
dummy variable that is coded 1 (one) when a com-
pany has political connections and 0 (zero) when it 
does not. The criteria used to define political con-
nection are based on Faccio (2007), Adhikari et al. 
(2006), and Sudibyo and Jianfu (2016), namely: 

a) if there is a director or commissioner who is 
also a member of the House of Representatives, 
a member of the executive cabinet, an official 
in government agency including the military, 
or a member of a political party; 

b) if there is a director or commissioner 
who is also a former member of House of 
Representatives, former executive cabinet 
member, a former official in a government in-
stitution including the military; 

c) if one of the owners/shareholders of over 10% 
is a member of a political party, has a relation-
ship with a top politician, and/or an official 
or former government official including the 
military; 

d) if there is a family of commissioners/owners/
majority shareholders who are involved in pol-
itics both in the current and previous periods. 

Criterion (d) is a new criterion as a novelty devel-
oped by this study.

3. RESULTS AND DISCUSSION

Table 1 presents the regression result for Model 1, and 
Table 2 presents the regression result for Model 2.

Table 1. Regression results for Model 1 

Variable Prediction Coefficient Probability
FA + 0.01405 0.0000***

CSR + –0.04929 0.1042

PC + 0.03403 0.0000***

FC + –0.00339 0.1542

FA·FC + –0.02109 0.0000***

CSR·FC + 0.06842 0.0118**

PC·FC + –0.03037 0.0000***

DER + 0.00520 0.0000***

ASET - –0.00303 0.0000***

ROA + 0.00085 0.0006***

R-squared 0.24951

Adj R-squared 0.18066

F-statistic 3.62390

Prob (F-statistic) 0.00034

Note: FA – foreign activity; CSR – Corporate Social 
Responsibility; PC – political connection; FC – financial 
constraint; FA·FC, CSR·FC, and PC·FC – moderating variable 
financial constraint; DER – debt to equity ratio; ASET – total 
assets; ROA – return on assets. Significance at the level:  

* – 10%, ** – 5%, *** – 1%.
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Table 2. Regression results for Model 2 

Variable Prediction Coefficient Probability

FA + 0.10776 0.0000***

CSR + 0.17400 0.0048**

PC + 0.05772 0.0043**

CG – 0.00209 0.0000***

FA·CG – –0.00145 0.0000***

CSR·CG – –0.00182 0.0056***

PC·CG – –0.00079 0.0044***

DER + 0.00746 0.0000***

ASET – –0.00506 0.0000***

ROA – 0.00052 0.0000***

R-squared 0.18049

Adj R-squared 0.10531

F-statistic 2.40072

Prob (F-statistic) 0.01286

Note: FA – foreign activity; CSR – Corporate Social 
Responsibility; PC – political connection; CG – corporate 
governance; FA·CG, CSR·CG, and PC·CG – moderating 
variable corporate governance; DER – debt to equity ratio;  
ASET – total assets; ROA – return on assets. Significance at 
the level: * – 10%, ** – 5%, *** – 1%.

The findings of this study provide empirical ev-
idence for one of the tax avoidance strategies 
employed by companies, notably foreign activ-
ity, corporate social responsibility, and political 
connection. This is the first study to examine 
the role of financial constraints in moderating 
the effects of tax avoidance measures. The find-
ings of this study demonstrate that companies 
that implement good corporate governance will 
be able to avoid the occurrence of corporate tax 
avoidance actions that can harm the compa-
ny’s image and result in a decrease in compa-
ny value. The findings of this study summarize 
regulators who should be more concerned with 
corporate governance implementation within a 
company, as well as foreign activities, corporate 
social responsibility initiatives, and political 
connections owned by companies.

This study shows that when agency problems 
exist between managers and shareholders, the 
effect of tax avoidance on corporate financial 
constraints is dependent on the quality of cor-

porate governance mechanisms. This is demon-
strated by research findings that corporate gov-
ernance can mitigate the inf luence of factors 
that increase the risk of tax avoidance actions. 
This study concludes that improving corporate 
governance will cause companies to engage in 
less tax avoidance.

The findings of this study contribute to agen-
cy theory by demonstrating that monitoring 
costs, specifically those incurred by the prin-
cipal to monitor the activities and behavior of 
agents in conjunction with the implementation 
of corporate governance in managing a compa-
ny, can help avoid unlawful acts. The findings of 
this study corroborate the legitimacy and posi-
tive accounting theories. Companies engage in 
corporate social responsibility efforts to earn 
community support for their long-term via-
bility; on the other hand, companies regularly 
choose and use accounting practices that might 
reduce or increase reported profits. In the po-
litical cost hypothesis of positive accounting, it 
is claimed that corporate managers may violate 
government regulations, such as tax laws, if cer-
tain benefits and advantages can be acquired for 
their party.

The paper presents empirical evidence on the 
effect of foreign activity, corporate social re-
sponsibility, and political connections on tax 
avoidance. Financial constraints and corporate 
governance serve as moderators, as well as the 
inf luence of political connections on corporate 
social responsibility. The results obtained are 
valuable information for investors to consider 
when making investment decisions. Investors 
can choose companies with good corporate 
governance ratings when making investment 
decisions since corporate governance has been 
shown to mitigate the inf luence of foreign activ-
ities, corporate social responsibility, and politi-
cal connections to tax avoidance.

By expanding the accounting literature on cor-
porate social responsibility and the notion of 
legitimacy using tax avoidance as a public con-
cern, the findings of this study directly relate to 
the general welfare of society. In addition, this 
study represents a contrary position to legitima-
cy theory by concretely explaining why certain 
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companies reveal more about their corporate 
social responsibility information than others.

The findings of this study provide information 
to regulators that may be used to evaluate cur-
rent and future tax policies to optimize state 
revenue potential from the tax sector. This 
study demonstrates empirically that 76% of 
companies in Indonesia have a political con-

nection (see Appendix A), which inf luences the 
occurrence of tax avoidance activities. On the 
other hand, this study provides empirical evi-
dence that companies in Indonesia frequently 
face financial constraints, as seen by the per-
centage of results nearing 90% and the num-
ber of companies paying 126 dividends ranging 
from 0 to 2,000,000,000,000 – or the Lowest 
(see Appendix B and Appendix C)

CONCLUSION

The research model demonstrates that corporate governance and financial constraints can moderate the 
impact of tax avoidance-related factors. No other research model exists that investigates the effect of for-
eign activity, corporate social responsibility, and political connections on tax avoidance using financial 
constraints and corporate governance as moderating variables; thus, this is the first study conducting 
such research.

The Indonesian Directorate General of Taxes is anticipated to develop appropriate policies con-
sidering the findings of this study to maximize state revenue from corporate income taxes in the 
future, helping the directorate general of taxes accomplish its goals. Regulators responsible for 
state tax revenues are expected to monitor corporate governance implementation in companies 
since improved corporate governance can help prevent or mitigate tax avoidance activities. The 
Directorate General of Taxes should educate companies about the importance of tax transparency 
to maximize state revenue from the tax sector. Further research can be conducted to determine 
why, in specific business contexts, companies with certain corporate social responsibility features 
engage in higher or lower tax avoidance. Further study can analyze more particular corporate 
social responsibility activities, such as which activities are more closely related to corporate tax 
policies and why. Additionally, it can explore how managers use political contributions to address 
concerns of corporate legitimacy, as well as do additional research on the role of ethics in support-
ing corporate social responsibility and tax policies.
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APPENDIX A

Table A1. Companies with political connections

Information Number of Companies Percentage (%)
Companies with political connections 107 75.9

Companies without political connection 34 24.1

Total 141 100

APPENDIX B

Table B1. Financial constraint score

Company 
score 

Dividend amount
(in millions of rupiah) Number of companies Percentage (%)

1 0-2.000.000 126 89.36

2 2.000.001-4.000.000 9 6.38

3 4.000.000-6.000.000 1 0.71

4 6.000.001-8.000.000 2 1.42

5 8.000.001-10.000.000 3 2.13

Total 141 100

APPENDIX C 

Table C1. Descriptive statistics

Variable Minimum Maximum Average Standard Deviation
TAX –0.043 0.083 0.014 0.023

FA 0.000 0.400 0.173 0.060

CSR 0.043 0.670 0.292 0.143

PC 0.000 1.000 0.766 0.424

FC 1.000 5.000 1.150 0.544

CG 62.702 103.94 79.801 8.331

DER 0.040 3.840 1.290 0.948

ASET 6.803 11.731 9.705 1.219

ROA –8.650 52.670 6.986 9.684

Note: TAX – tax avoidance; FA – foreign activity; CSR – Corporate Social Responsibility; PC – political connection; FC – financial 
constraint; CG – corporate governance; DER – debt to equity ratio; ASET – natural log of total asset; ROA – return on asset. 
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