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THE INFLUENCE OF INCOME TAX
RATE, TUNNELING INCENTIVES,
AND RETURN ON EQUITY ON
TRANSFER PRICING BEHAVIOR

OF FOREIGN DIRECT INVESTMENT
ENTERPRISES IN VIETNAM

Abstract

The utilization of competitive advantages in international trading has fortuitously put
transnational manufacturing enterprises in the position of distorting transfer pricing
techniques to maximize profits. The paper aims to explore the influence of the deter-
minants on the transfer pricing behavior of foreign direct investment enterprises in
Vietnam. The paper collects primary data from the financial statements of 96 foreign
direct investment enterprises in Vietnam over six years from 2016 to 2021. The paper
gets a final panel data of 576 observations to be processed by the fixed effects model
estimation method using EViews 12. Supporting agency theory and positive account-
ing theory, the results show that the income tax rate negatively influences transfer pric-
ing behavior, while tunneling incentives and return on equity positively affect transfer
pricing behavior. The paper highlights that government agencies should reperform
and implement fiscal policies synchronously to be able to monitor transfer pricing be-
haviors of foreign direct investment enterprises in Vietnam.

Keywords tax avoidance, associated transaction, earnings, profit,
income, tax rate, bonus

JEL Classification M41, H26, K34
INTRODUCTION

Business conglomerates and transnational enterprises consider
transfer pricing behavior (abbreviated as transfer pricing) an es-
sential and urgent issue in the process of economic integration.
The international trading transactions of those multinational com-
panies become more complex not only in terms of goods purchase,
intangible assets, and sale but also in capital and real estate, es-
pecially for tax avoidance affairs. Income tax rates, tunneling in-
centives, and returns on equity of the enterprises may be adjust-
ed to minimize the tax amount by implementing transfer pricing.
Towards foreign direct investment, transfer pricing behavior af-
fects the economic interests of a country receiving the investments
due to the decrease in the national budget. It is because foreign
direct investment enterprises (abbreviated as foreign enterprises)
apply transfer pricing as one of the methods to avoid taxes and in-
crease the return on equity of foreign enterprises, at the same time
causing a loss of revenue for the host state budget due to the differ-
ence in income tax rates and tunneling incentives. In other words,
there is a transfer of profits into lower income tax rates countries
and it seems to be unfair for the host country when no tax is col-
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lected. Therefore, transfer pricing should be controlled by public policy instruments. The develop-
ment of tax schemes to strengthen the supervision and monitoring of company tax obligations is
considered indispensable.

Studying the determinants of transfer pricing and the impacts of transfer pricing is important and nec-
essary. It suggests practical expedient methods for controlling transfer pricing to minimize the conse-
quences of transfer pricing, reduce negative effects on a large scale, and evenly distribute economic ben-
efits for all related countries. Transfer pricing literature also helps to detect transfer pricing behaviors,
and create a fair competitive environment for businesses all over the world. Nowadays, governments of
all countries have been making efforts to improve institutions and infrastructure for anti-transfer pric-
ing. However, the management of transfer pricing for foreign enterprises still has many issues to discuss,

and need to find appropriate solutions for host countries.

1. LITERATURE REVIEW

Transfer pricing represents transactions of sub-
sidiaries that operate in various countries with
the parent company. It forms business transac-
tions between companies within a corporation.
Transactions can be exchanged between compa-
nies to avoid taxes and it is converted in many
different forms. Transfer pricing is goods ex-
changed by units of the same enterprise, or ser-
vices exchanged between related enterprises in
various countries (Li, 2005). The Organization for
Economic Cooperation and Development (OECD)
acknowledges transfer pricing to be an exchange
of transactions defined by groups that are related
to each other. It is the view taken by the OECD
and is currently used by many organizations and
countries around the world as the definition of
transfer pricing (OECD, 2020). For multination-
al enterprises, transfer pricing is essential to con-
firm that exchanges with foreign affiliates are per-
formed smoothly and departmental operations
are tracked (Rugman & Eden, 2017).

Multinational enterprises manipulate the deter-
mination of transfer prices with the primary goal
of increasing profits and reducing taxes by plac-
ing branches in different countries where tax rates
or incentives are non-taxable. (Amidu et al., 2011).
Baistrocchi and Roxan (2013) argue that trans-
fer pricing is a subjective and intentional activity
of multinational corporations and enterprises to
minimize the amount of tax payable by pricing
products, raw materials, and materials between
enterprises in the same group that does not fol-
low the market price to obtain the highest profit.
Agreeing with the papers on price manipulation,
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Rachmat (2019) considers transfer pricing as a
deliberate price adjustment technique that aims
to create “real profit, fake loss” to avoid taxes of
various countries where enterprises have a special
relationship. Arifin et al. (2020) state that transfer
pricing used by enterprises is not the same, and en-
terprises are free to choose alternative accounting
processes and methods that can be implemented
to reduce costs and increase economic contracts.
From another point of view, transfer pricing is
performed to increase the profits of enterprises
by confirming the prices of goods and services of
an organization, enterprises to enterprises in the
same group.

In Vietnam, the legal regulations on this issue
are not tight, and there is no related legal con-
cept about transfer pricing but only related trans-
actions are mentioned. Recently, Decree 132 in
2020 promulgated tax control for enterprises that
have associated exchange with many new and
stricter regulations. Decree 132 is considered the
most detailed regulatory document on related
transactions related to transfer pricing (Vietnam
Government, 2020).

Agency theory explains the connection between
managers as agents and stockholders as principals
and this theory is first developed by Jensen and
Meckling (1976). A connection is made by a spe-
cific agreement or provision in a contract between
the parties, and the principal authorizes the repre-
sentative to do the requests under the agreement.
However, in this relationship, some situations
will arise when there are conflicts between the
two parties (mandate and agent) related to inter-
ests. Indriaswari and Aprilia (2017) argue that for-
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eign-controlling stockholders can recover invest-
ment capital through transfer pricing which can
be detrimental to non-controlling stockholders.
This theory is implemented to interpret problems
of the bonus policy, enterprise size, and profitabil-
ity ratio of the enterprise because of the impact on
economic benefits between related parties.

Positive accounting theory is a general term for
any accounting theory that provides descriptive
information relevant to the behavior of account-
ants. Ball and Brown (1968) perform this theory
during the same period in the 1960s. Watt and
Zimmerman (1979) show that positive accounting
aims to develop hypotheses to explain the actual
things and phenomena of enterprises. Scott (2015)
states that this theory affects managers’ predic-
tions about provisions of regulation accounting.
The accounting forms used by enterprises are not
the same and enterprises have the right to choose
replacement forms to reduce costs and increase
economic contracts (Arifin et al., 2020). Therefore,
positive accounting theory is considered the foun-
dation theory to explain and predict the actual
accounting activities of enterprises. This theory
aims to explain the accounting rules related to tax
rates, incentives, and intangible assets of the en-
terprises to record and evaluate related economic
transactions.

The transfer pricing issue is attracting more and
more attention from enterprises, especially those
of economic business groups. The trend of devel-
oping decentralized governance to ensure close
access to the local market and hold information
advantages over competitors. Those are the sub-
jects with a centralized structure, making this top-
ic even more attractive to interest groups (Amidu
etal, 2019). Although transfer pricing is not a new
issue, transfer pricing remains topical and is in-
teresting and researched by some papers. More
specifically, the problem of identifying factors
that affect transfer pricing has been quite popular
recently among academic researchers. Typically,
Indriaswari and Aprilia (2017) use binary regres-
sion analysis to test the influence of the income
tax rate, tunneling incentives, and bonus mech-
anism on transfer pricing. The sample includes
69 manufacturing enterprises listed in Indonesia
between 2012 and 2014. The results indicate that
tax rate and tunneling incentives significant-
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ly affect transfer pricing but the bonus mecha-
nism does not affect transfer pricing. Susanti and
Firmansyah (2018) perform ordinary least squares
to check the secondary data of 50 listed compa-
nies in the period from 2011 to 2015. The study in-
vestigates the influence of tax rates, tunneling in-
centives, and bonus mechanisms on transfer pric-
ing in Indonesia. The results explore that tax rate
and tunneling incentives negatively affect transfer
pricing but the bonus mechanism does not impact
transfer pricing. Surbakti et al. (2020) explore the
transfer pricing of multinational enterprises in
the field of food production. The selected sample
is listed companies in Indonesia from 2010 to 2018.
The model includes only two variables and the re-
gression results by the ordinary least squares. The
results that elicit the tax rate and tunneling incen-
tives are positively correlated with transfer pricing.
Purnomo et al. (2021) check the impact of tax rates,
bonus mechanisms, and tunneling incentives on
the transfer pricing of listed manufacturing enter-
prises in Indonesia from 2017 to 2019. The results
of the ordinary least squares method affirm the
tax rate does not impact transfer pricing, but the
bonus mechanism and tunneling incentives signif-
icantly affect transfer pricing.

Several outstanding studies related to other fac-
tors such as enterprise size, return on equity,
and intangible assets are also done by the papers.
Anggraeni and Lutfillah (2019) test the transfer
pricing of basic manufacturing and chemical in-
dustry enterprises in Indonesia. The paper finds
varying degrees of influence among thirteen com-
panies listed on stock exchanges in Indonesia be-
tween 2014 and 2017. The ordinary least squares
are performed to test. The results indicate tunne-
ling incentives are a factor positively correlated
with the transfer pricing of enterprises. On the
other hand, Nofryanti and Arsjah (2019) collect
information on minimum tax cost, bonus mech-
anism, foreign ownership ratio, and debt ratio, as
well as using some control variables such as en-
terprise size and profitability of enterprises. To
analyze and provide empirical evidence on fac-
tors affecting transfer pricing, the selected sam-
ples are fourteen listed manufacturing enterprises
in Indonesia from 2012 to 2016. The quantitative
approach verifies tax minimization significant-
ly affects transfer pricing but bonus mechanism,
foreign ownership, and debt proportion do not
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affect transfer pricing. Nazihah et al. (2019) con-
duct an empirical study to check the connection
between the tax rate, tunneling incentives, bonus-
es, and enterprise size with the transfer pricing of
enterprises in Indonesia. The sample is collected
from 153 Indonesian listed companies in the pe-
riod 2013 to 2017. The paper performs the ordi-
nary least squares and states that tax rate, bonus
mechanism, and enterprise size positively affect
transfer pricing and tunneling incentives do not
impact transfer pricing. Merle et al. (2019) test the
transfer pricing intensity of 40 listed companies in
France from 2012 to 2015. The method of using a
regression model to test the transfer pricing. The
results demonstrate a negatively relate of transfer
pricing to intangible assets, and tax rate but en-
terprise size and financial leverage positively relate
to transfer pricing. On the other hand, Arifin et
al. (2020) consider the influence of enterprise size,
profitability, tax rate, and public sector quality on
transfer pricing. The paper focuses on 22 listed
companies in Indonesia from 2015 to 2018. By the
quantitative method, the result is that enterprise
size is positively correlated with transfer pricing,
while profitability, tax rate, and quality of the pub-
lic sector do not affect transfer pricing.

In the context of the development of economic
globalization, transfer pricing is not only tax but
also considered by other related issues. Wijaya and
Widianingsih (2020) measure four factors affect-
ing the transfer pricing of enterprises including
tax rate, exchange rate, tunneling incentives, and
enterprise size. The selected sample is 19 manufac-
turing enterprises listed in Indonesia. The study
is conducted from 2014 to 2018. The analytical
method is a regression model by ordinary least
squares. The research finds tax rate, tunneling
incentives, and enterprise size significantly affect
transfer pricing but the exchange rate does not af-
fect transfer pricing. Rizkya and Isnalita (2020)
collect data from non-financial multinational en-
terprises listed in Indonesia. The sample selects 60
samples from 2014 to 2017. Data are analyzed by
ordinary least squares. The results explore that tax
rate, profit, and enterprise size are not related to
transfer pricing, in contrast, intangible assets find
a significant effect on transfer pricing. Nosyk et al.
(2023) study 27 European countries in 2022. The
paper uses a descriptive method to examine the
results. The results show that return on assets and
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return on equity have an impact on the transfer
pricing of corporations. Kalra and Afzal (2023)
test tax avoidance by transfer pricing of corpora-
tions in the period 2014-2022. A descriptive anal-
ysis was performed to evaluate transfer pricing
behavior. The results show that corporations have
implemented accounting policies to transfer pric-
es between subsidiaries of the group.

In Vietnam, transfer pricing is of interest to sev-
eral researchers in recent years. Anh et al. (2018)
study the transfer pricing of enterprises in the
provinces of Vietnam. The paper performs the or-
dinary least squares of 180 Vietnamese enterpris-
es in 2016. The results show enterprise size, the
number of enterprises associated abroad, the use
of tax incentives, and financial leverage have the
same direction as transfer pricing but the profita-
bility and intangible assets oppositely affect trans-
fer pricing. Thinh et al. (2021) use panel data in
the period 2018 to 2019. Data are collected from
50 foreign enterprises in Vietnam. The paper us-
es the ordinary least squares method to check the
hypotheses. The results find total ownership and
ownership of the organization positively affect
transfer pricing.

Most previous studies consider corporations that
transfer pricing from subsidiaries in one country
to another. It is the transfer of profits to a coun-
try with a lower tax rate to avoid corporate tax. It
is unfair in business because of transfer pricing.
Transfer pricing is performed by many different
aspects of enterprises. The purpose of the article is
to determine the influence of the determinants on
the transfer pricing behavior of foreign enterprises
in Vietnam. Through a review of the theoretical
basis, the paper finds some fundamental factors af-
fecting the transfer pricing of foreign enterprises
such as income tax rate, tunneling incentives, bo-
nus mechanism, enterprise size, intangible assets,
and return on equity as follows:

1.1. Income tax rate (Rate)

The income tax rate is the ratio of the tax rate that
enterprises have to pay. The income tax rate is cal-
culated from the financial information provided
by enterprises. Menchaoui et al. (2017) suggest
that tax rates are used to evaluate the effectiveness
of tax administration in a related group because
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intra-group rotation will greatly affect tax rates.
The disparity of the tax rates in countries is en-
couraged multinational enterprises conducting
international trade to look for ways to dodge pay-
ing excessive taxes. These enterprises will be pro-
moted to implement transfer pricing by transfer-
ring the tax obligations of enterprises to enterpris-
es in countries with lower tax rates (Marfuah &
Azizah, 2014). Therefore, the benefit of enterprises
in high-tax areas converts to low and vice versa,
the benefit of enterprises in low-tax areas converts
to high (Barker et al., 2017).

The income tax rate is determined by the amount
of tax a taxpayer must pay to the government as
required by applicable law (Indriaswari & Aprilia,
2017). Companies in countries with higher tax
rates will transfer benefits to countries where tax
rates are low (Rachmat, 2019). Some studies sug-
gest that tax rate positively impacts transfer pric-
ing (Indriaswari & Aprilia, 2017; Anh et al., 2018;
Septiyani et al., 2018; Nofryanti & Arsjah, 2019;
Nazihah et al., 2019; Surbakti et al., 2020; Devi &
Suryarini, 2020; Depari et al., 2020; Widiasmara &
Purwaningsih, 2020). Some other studies consider
that tax rates negatively affect transfer pricing (Lo
etal., 2010; Susanti & Firmansyah, 2018; Merle et al.,
2019). In addition, Sulistyowati and Kananto (2018),
Hikmatin and Suryarini (2019), Tjandrakirana and
Ermadiani (2019), Widiasmara and Purwaningsih
(2020), and Arifin et al. (2020) give the same results
that tax rate does not affect transfer pricing.

1.2. Tunneling incentives (TUN)

Tunneling incentives are the transformation of fi-
nancial resources of enterprises for the private gain
of the majority stockholders, but the costs incurred
from this transformation belong to the minority
stockholders (Johnson et al.,, 2000). If sharehold-
ers have large ownership rights in enterprises, then
of course shareholders also want large profits or
dividends. Therefore, majority stockholders prefer
transfer pricing by transferring assets of enterpris-
es for the gain of majority stockholders versus get-
ting dividends to minority stockholders. Tunneling
incentives are supported by a percentage of foreign
share ownership, the higher the ownership of for-
eign shares, the higher the ability of enterprises to
transfer benefits to different countries to avoid tax-
es by transfer pricing (Saraswati, 2017).
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Tunneling incentives are the act of majority share-
holders transferring the benefit of enterprises for
the interest of these shareholders, but minori-
ty shareholders have to pay the cost (Solikhah et
al., 2020). Some papers suggest that tunneling
incentives positively relate to transfer pricing
(Indriaswari & Aprilia, 2017; Merliyana & Saodah,
2019; Surbakti et al., 2020; Wijaya & Widianingsih,
2020; Baroroh et al., 2021; Purnomo et al., 2021).
However, some papers believe that tunneling in-
centives are negatively correlated with transfer
pricing (Lo et al., 2010; Susanti & Firmansyah,
2018). Other studies consider that tunneling in-
centives do not affect transfer pricing (Nazihah et
al., 2019; Widiasmara & Purwaningsih, 2020; Sari
et al., 2021).

1.3. Bonus mechanism (BONUS)

Bonus mechanisms for the management of foreign
enterprises will encourage them to exercise income
management in terms of bonuses received. The
bonus mechanism performs benefits as a tool of
operational performance, and when the manage-
ment of enterprises is supplemented with bonuses
according to the profit target, they strive to obtain
the benefit target as much as possible. At this time,
the bonus mechanism can also affect enterpris-
es’ transfer pricing (Septiyani et al., 2018). Healy
(1985) recognizes that managers have information
about enterprises’ profits and that is an opportu-
nity to implement profit management. Consistent
with the bonus scheme, Watts and Zimmermann
(1986) suggest that bonuses of managers depend
on the enterprises’ benefit. To increase welfare, the
manager managers can report higher net profit to
get a bonus.

The bonus mechanism is a part of the bonus
amount given by enterprise owners or stockhold-
ers who are assessed as having good achievements
every year and when enterprises generate prof-
its. Profit-based bonus mechanism will cause
directors to adjust profits and even perform ac-
tions to regulate earnings to increase the bonus
received (Indriaswari & Aprilia, 2017). Some
studies by Sulistyowati and Kananto (2018), and
Merliyana and Saodah (2019) suggest that the bo-
nus mechanism negatively affects transfer pric-
ing. Indriaswari and Aprilia (2017), Susanti and
Firmansyah (2018), Nofryanti and Arsjah (2019),
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Hikmatin and Suryarini (2019), Widiasmara
and Purwaningsih (2020), Solikhah et al. (2021),
Baroroh et al. (2021), and Purnomo et al. (2021)
again find that bonus mechanism does not affect
transfer pricing. Some authors argue that the larg-
er the bonus mechanism, the more foreign enter-
prises tend to implement transfer pricing (Lo et al.,
2010; Nazihah et al., 2019).

1.4. Enterprise size (SIZE)

Enterprise size can classify the scales of enter-
prises in many different ways such as total as-
sets, stock market value, and others. Brigham and
Huston (2010) also comment that enterprise size
is expressed by total assets, revenue, profit, tax ex-
penses, and other expenses. International trans-
fer pricing is performed by corporations through
strategies adapted to the business situation of each
company in different countries. At the same time,
Jacob (1996) also expresses the same opinion when
analyzing the impact of enterprise size on earn-
ings mobility and proves that small enterprises are
less sensitive to such transfers.

Enterprise size is a value that represents the scale
of enterprises, and high asset value shows more
prospects in the long run. Studies show that en-
terprise size has no relationship with transfer pric-
ing (Septiyani et al., 2018; Hikmatin & Suryarini,
2019; Rizkya & Isnalita, 2020; Sari et al., 2021).
Although previous studies provide mixed results
on the impact of enterprise scales on transfer
pricing, most of the findings of previous studies
indicated that enterprise size is positively related
to transfer pricing (Sulistyowati & Kananto, 2018;
Anh et al,, 2018; Nazihah et al., 2019; Merle et al.,
2019; Wijaya & Widianingsih, 2020; Arifin et al.,
2020).

1.5. Intangible assets (INTAN)

Intangible assets are immaterial assets and have no
physical form. Intangible assets are invisible and
cannot be held. Intangible assets include patents,
copyrights, trademarks, goodwill, and franchises.
The problem is the transfer of intangible assets be-
tween companies to avoid taxes. Intangible assets
are transferred between companies in the group
such as intellectual property as well as research
and development costs (Grubert, 2003). Intangible
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assets have completely different characteristics, so
it is difficult to price them in the financial market.
The valuation of intangible assets is subjective to
the appraisal companies. The valuation is done by
the transfer and receipt of the value of intangible
assets usually performed by associated enterprises
(Dyreng et al., 2008).

Intangible assets are defined as non-physically ex-
isting. Intangible assets are difficult to evaluate
because of the lack of financial markets to value
them (Richardson et al., 2013). Many studies sug-
gest that intangible assets positively affect transfer
pricing, including Widiasmara and Purwaningsih
(2020), Deparietal. (2020), and Rizkya and Isnalita
(2020). Contrary to the results of the above stud-
ies, Anh et al. (2018) and Merle et al. (2019) con-
clude that intangible assets negatively affect trans-
fer pricing.

1.6. Return on equity (ROE)

Return on equity is an important indicator for po-
tential investors, it measures the ability of enter-
prises to use capital effectively. If this ratio is low,
the profits of enterprises show a higher capacity,
and profit changes will arise and there is doubt
that enterprises are involved in the implementa-
tion of transfer pricing (Bava & Trana, 2015). Profit
is also the driving force for enterprises to carry out
production and business activities (Abdullah et
al., 2019; Majid et al., 2019). Holtzman and Nagel
(2014) argue that earnings demonstrate the poten-
tial of enterprises to gain profits by doing busi-
ness. Enterprises with higher pre-tax profits can
avoid more taxes than enterprises with lower pre-
tax profits (Rego, 2003). Besides, enterprises with
higher profits can participate in the implementa-
tion of transfer pricing.

Return on equity is one of the measures of the op-
erational efficiency of enterprises. Return on equi-
ty indicates the ability of enterprises to gain earn-
ings for a while from sales, assets owned, and eq-
uity (Anisyah, 2018). Baroroh et al. (2021) suggest
that return on equity enhances the influence of tax
costs to transfer pricing but return on equity does
not control for the influence of bonus mechanism
and tunneling incentives to transfer pricing. On the
other hand, Rizkya and Isnalita (2020) find that re-
turn on equity is not related to transfer pricing.
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Transfer pricing is considered in many ways.
Enterprises take various forms to avoid home
country income taxes. Transfer pricing is impor-
tant to ensure fairness in the interests of a develop-
ing country like Vietnam. Based on the synthesis
from previous studies related to transfer pricing,
the paper proposes some hypotheses of the model,
specifically:

HI: The income tax rate affects transfer pric-
ing to avoid taxes on foreign enterprises in
Vietnam.

H2: Tunneling incentives influence transfer pric-
ing to avoid taxes on foreign enterprises in
Vietnam.

H3: The bonus mechanism is related to transfer
pricing to avoid taxes on foreign enterprises
in Vietnam.

H4: Enterprise size interacts with transfer pric-
ing to avoid taxes on foreign enterprises in
Vietnam.

H5: Intangible assets support to transfer price
to avoid taxes on foreign enterprises in
Vietnam.

H6:  Return on equity is inversely proportional to
transfer price to avoid taxes on foreign enter-
prises in Vietnam.

2. METHODOLOGY

The paper uses quantitative methods to quanti-
fy the influence of transfer pricing of foreign en-
terprises in Vietnam. EViews 12 software is used
to analyze the method of ordinary least squares,
fixed and random effects model.

The paper chooses data for the six years from 2016
to 2021 because it is the time when the financial
reports of foreign enterprises in Vietnam are fully
available. The sample is collected from the finan-
cial reports of 96 foreign enterprises in Vietnam,
corresponding to 576 observations and these are
enterprises with the above manufacturing indus-
try code out of a total of foreign enterprises in
Vietnam. The paper only focuses on foreign enter-
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prises in Vietnam that are related to production
activities because these enterprises are related to
information about importing materials, machin-
ery, and equipment and having payment transac-
tions with foreign enterprises and stakeholders.

The paper inherits the variables in the models of
Susanti and Firmansyah (2018) and Rizkya and
Isnalita (2020) and is combined with the opinions
of some experts of the Vietnamese tax agency. The
paper considers building a research model with
variables suitable to the characteristics and con-
ditions of Vietnam. The research is structured as
follows:

TPT = 3, + B3, - RATE + 3, - TUN +
+, - BONUS + p4-SIZE +
+; - INTAN + j3, - ROE,

O

where TPT - transfer pricing, RATE - income tax
rate, TUN - tunneling incentives, BONUS - bonus
mechanism, SIZE - enterprise size, INTAN - in-
tangible assets, and ROE - return on equity.

To measure the transfer pricing, the paper has in-
herited the scale of Khotimah (2018). The formu-
la is presented as receivables from related party
transactions divided by total accounts receivable.

The income tax is payable and it is considered a
mandatory payment to the state in which the
company or organization is subject to enforce-
ment by law (Wijaya & Widianingsih, 2020). The
tax variable in the paper is determined using the
effective tax rate (Richardson et al., 2013; Jaafar &
Thornton, 2015; Alfandia, 2018). The income tax
rate is measured as corporate income expenses di-
vides by profit before tax.

The tunneling incentives performed in this study
represent the existence as well as the extent of tun-
neling incentives exercised by controlling stock-
holders. This index is measured by the total re-
ceivables of a group and then compared with the
total assets held by foreign enterprises (Nurazi et
al., 2015; Tang, 2016). The measurement formula
determines that receivables by related party trans-
actions are divided by total assets.

The bonus mechanism is calculated by the number
of bonuses that enterprise owners or stockholders
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give to members each year. The bonus mechanism
is determined by the ratio of earnings achieved in
year t to the earnings in year t-1 (Indriaswari &
Aprilia, 2017). The measurement formula of the
bonus mechanism is that profit after corporate in-
come tax year t divided by profit after corporate
income tax year t-1.

Enterprise size is measured in terms of equity,
sales, or assets (Riyanto, 2008). Sharing this view,
Sulistyowati and Kananto (2018) argue that enter-
prise size is expressed as total assets, total sales, or
capitalization. The larger the total assets, the more
enterprise size, and the more invested capital. In
this paper, enterprise size uses asset assessment
criteria and converting to natural logarithms
(Hartono, 2014; Waworuntu & Hadisaputra,
2016; Sulistyowati & Kananto, 2018; Aryotama &
Firmansyah, 2019; Firmansyah & Yunidar, 2020).
The formula for enterprise size is presented by Ln
(Total assets).

Intangible assets are difficult to evaluate and bring
clear advantages for enterprises to make transfer
payments. The problematic evaluation of enter-
prises’ assets such as royalties expressed as total
assets, and total parent sales, is difficult to deter-
mine under the fair price (Richardson et al., 2013).
Similar to Firmansyah and Yunidar (2020), intan-
gible assets are defined that total intangible assets
divided by total assets.

Return on equity is measured by the success of prof-
its and is expressed through the ability to use cap-
ital effectively. Therefore, the profit of enterprises
can be determined by taking the profit earned in a
period against the number of owners, total assets, or
total sales (Munawir, 2014). According to Khasanah
(2015), return on equity is determined by profit after
income tax divided by total equity, the paper also
measures according to the above formula.

Table 1. Descriptive statistics

3. RESULTS

The data of Table 1 elicit the average transfer pric-
ing is 0.38, the maximum is 0.99 but the minimum
is 0.00. The standard deviation of transfer pricing
is relatively high which affirms that there is a dis-
parity between foreign enterprises in Vietnam.
All independent variables have average levels con-
sistent with the situation of foreign enterprises in
Vietnam. The income tax rate has a mean of 0.13,
a maximum of 0.93, and a minimum of —-0.18. The
mean of tunneling incentives is 0.09, the max-
imum is 0.73 and the minimum is 0.00. For the
bonus mechanism, the mean is 0.98, where the
maximum is 6.04, and the minimum is -3.91. For
enterprise size, the mean is 1.70, the maximum is
3.10 and the minimum is 0.03. Intangible assets
have an average of 0.01, the minimum is 0.00, and
the maximum is 0.09. Return on equity has an av-
erage of 0.11, the minimum is -3.04, and the max-
imum is 4.10. Most of the independent variables
have a relative standard deviation.

The purpose of the correlation matrix analysis is
to check the correlation between the transfer pric-
ing and the independent variables in the model.
The results of the correlation matrix in Table 2 ex-
plore that the autocorrelation coefficients between
transfer pricing and the independent variables are
all less than 0.8. It can be remarked that the model
has no multicollinearity (Rogerson, 2001). The re-
sults show that the variable has a good linear cor-
relation between 0.210648 and 0.607426. The cor-
relation coeflicients of variables including income
tax rate, bonus mechanism, and intangible assets
related to the transfer pricing. The variables of
tunneling incentives, enterprise size, and return
on equity positively relate to transfer pricing.

After analyzing the correlation matrix between
the variables, the paper conducts three regres-

Source: Data compiled by EViews 12.

Variables RATE TUN BONUS SIZE INTAN ROE

Mean 0.130486 0.092584 0.986541 1.702445

M 0.134217 0.038637 2063 1.76

osuesy orossreomsrssaowsesooseaaiesy
Minimum —-0.187704 0.000000 —-3.908443 0.036802 0.000000 —-3.047501
e oy omoms isemw | oseowseooseoss oseoss
Observations : 576 576 576 576 576 576 576
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Table 2. Correlation coefficient matrix

Source: Data compiled by EViews 12.

Probability TPT RATE TUN BONUS SIZE INTAN ROE
TP 000000
—0.263704 1.000000
RATE 444444 . -
DR 00000 =
TUN e 0441812 © -0210648 : 1000000 { &
AR 00000 05402 . =
—-0.259014 0.301672 0.330481 1.000000
BONUS 444444 F T
"""" 0.0000 04216 . 0.4186 I
SIZE e 0.240752 .0.540786 0.271685 ~.0.501497 & 1000000 ¢ G
I 00000 05304 . 03609 . 02204 i R S
INTAN e —0.306471 .0.394180 —0.607426 —0.240177 & —0.216384 _1.000000 ¢
... 00000 02617 . 02701 04162 . 04108 . =
ROE - 0.410522 . 0.264837 0.3041782 —0.230432 : —0.415237 . —0.214473 1.000000
0.0000 0.1803 0.4516 0.3067 0.6012 0.3204 —

sion models, including the ordinary least squares
(OLYS), fixed effects model (FEM), and random ef-
fects model (REM).

3.1. The regression results of ordinary
least squares (OLS)

According to the results in Table 3, the regression
results verify that the independent variables are
all statistically significant except intangible assets.
Income tax rate, bonus mechanism, and enterprise
size, negatively influence and impact the transfer
pricing, while tunneling incentives and return on
equity have a negative influence and impact on the
transfer pricing. The probability level p-value of
the variables is 0.00, so these factors influence the
transfer pricing. The adjusted R-squared coeffi-
cient of 0.7046 shows that 70.46% of the variation
in transfer pricing is interpreted by the independ-
ent variables. The probability level p-value of the
pair of hypotheses is less than 0.01, the regression

model is consistent with the statistics. Specifically,
the model is defined as follows:

TPT =0.390472—-0.350974- RATE +
+3.046802-TUN —-0.105762- BONUS —
—0.128304-SIZE +0.148712 - ROE.

@

3.2.The regression results
of the fixed effects model (FEM)

According to the regression results presented in
Table 4, tunneling incentives and return on equity
have statistical significance with the p-value prob-
ability level less than 0.05, positively correlated to
the transfer pricing. When setting the income tax
rate, enterprise size is statistically significant and
negatively correlated with transfer pricing. Bonus
mechanism and intangible assets are not statis-
tically significant. The adjusted R-squared coef-
ficient is 0.8274, showing that the independent
variables interpret 82.74% of the variation of the

Table 3. Regression results of ordinary least squares (OLS)

Source: Data compiled by EViews 12

Variable Coefficient Std. Error t-Statistic Prob.
C 0.390472 0.010488 4.841227 0.0000
sl o000
3046802 0021792 6904361 00000 ..
-0.105762 0.010483 -4.607783 0.0000
see T lonmes oouss Csnsos o000
ONTAN ....7D930466 0120781 70960274 0458L ...
ROE 0.148712 0.012873 3.970216 0.0000
N = .
Adjusted R-squared 0.704581 .
F—sta‘ns‘uc 2964.502 Durbin-Watson stat 2.604581
Prob (F-statistic) ____ 0.000000
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Table 4. Regression results of fixed effects model (FEM)

Source: Data compiled by EViews 12.

Variable Coefficient Std. Error t-Statistic Prob.
C : 0.816732 0.054176 3.041607 0.0000
e oas0is7 oaosers Sowai oo
TUN 2104508 0.010945 14708116 00000
BONUS -0.107642 0.041285 —0.544812 0.9016
e o BT Souosom
ONTAN 1.277504 0.084462 10.804632 05246
ROE 1.129482 0.204816 5.904617 0.0000
s ooy o
Adjusted R-squared 0.827403 .
m!;"—“s“t'é‘tistic """""""" 50.1608 Durbin—Watson stat 2.901463
Prob(F-statistic) 0000000

Table 5. Results of F-test

Source: Data compiled by EViews 12.

Effects Test Statistic d.f. Prob.
OSSO LLo0aLTs2 72038 00000
Cross-section Chi-square 309.178903 95 0.0000

transfer pricing. The probability level p-value of
the pair of hypotheses is less than 0.01, the model
is consistent with the statistics. The result of the
fixed effects model is:

TPT =0.816732—-0.190487- RATE +
+2.104508-TUN +1.129482- ROE.

©)

The paper uses F-test to choose appropriately be-
tween the ordinary least squares (OLS) and the
fixed effects model (FEM). Based on Table 5, the
F-test results find that Prob is 0.000 and less than
0.05. With the collected data, it explores that the
fixed effects model (FEM) is appropriate.

3.3.The regression results
of the random effects model
(REM)

According to Table 6, tunneling incentives and re-
turn on equity have statistical significance with a
p-value probability level of less than 0.05 and pos-
itively correlated with the transfer pricing. The in-
come tax rate is statistically significant and neg-
atively correlated with transfer pricing. Bonus
mechanism, enterprise size, and intangible assets
are not statistically significant. The explanatory
level of the model is 0.7141, showing that the ad-
justed R-squared coefficient affects 71.41% of the
transfer pricing. The probability level p-value of

http://dx.doi.org/10.21511/imfi.20(4).2023.17

the pair of hypotheses testing the fit of the regres-
sion function is less than 0.01, the model is con-
sistent with the statistics. The regression equation
is as follows:

TPT =0.945762-0.605841- RATE +
+2.014823-TUN —0.481273- BONUS +
+0.146580- ROE.

4)

The Hausman test supports comparing the
fixed effects model (FEM) and the random ef-
fects model (REM) to choose a suitable model.
The results of the Hausman test are presented in
Table 7 showing that the p-value is 0.000 and is
smaller than 0.05. Thus, the fixed effects model
(FEM) is more suitable for the data of the pa-
per. Through the regression results of the three
models, and the test results to choose the re-
search model, the fixed effects model (FEM) is
the most suitable.

The phenomenon of multicollinearity in the quan-
titative model is represented by the variance infla-
tion factor (VIF). In the experimental study, when
the variance inflation factor (VIF) is less than 3,
then the model is considered to be free of multi-
collinearity (Rogerson, 2001). The results of Table
8 affirm that the variance inflation factor (VIF) of
the model’s variables is all less than 3, so the mod-
el has no multicollinearity phenomenon.
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Table 6. Regression analysis of the random effects model

Source: Data compiled by EViews 12.

Variable Coefficient Std. Error t-Statistic Prob.
0.945762 0.051287 3.894016 0.0000
-0.605841 0104932 —5.041882 0.0000
""""""""""" 2. 014823 O 3. 774189 . 0.0000
—O 481273 0.001672 —O 126943 0.5806
0027830 0054183 . 0804556 0.2086
,,,,,,,,,,,,,,,, 70.304759 ....0002047 i ....70762441 0.4071
0. 146580 0.054971 4. 190285 0.0000
e 0725046 S |
0. 714063 .
26.0472 Durbin-Watson stat 2.518704
Prob(F-statistic) 0.000000

Table 7. Results of the Hausman test

Source: Data compiled by EViews 12.

Test Summary Chi-Sq. Statistic

Chi-Sq. d.f. Prob.

Cross-section random 11.162034

6 0.0000

Table 8. Multicollinearity

Source: Data compiled by EViews 12.

VIF
1.160247

Variables

1.104786

The information in Table 9 demonstrates that
three out of six hypotheses including H1, H2, and
H6 are accepted.

Table 9. Hypotheses testing results

Source: Data compiled by EViews 12.

Hypotheses Results

Income tax rate) Supported (negative)

Tunneling incentives)

Bonus mechanism)

HI(
H2 (
H3 (Bonus mechanism) e NOESUPP
H4 (
H5 (
He6 (

Enterprise size)

Intangible assets)

Return on equity) Supported (positive)

4. DISCUSSION

The study explores the fixed effects model (FEM)
as the most perfect. The income tax rate, tunneling
incentives, and return on equity are statistically
significant. The paper determines the influence of
transfer pricing of foreign enterprises in Vietnam.
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The research is similar to Susanti and Firmansyah
(2018) showing that tax rates negatively affect
transfer pricing. The other two variables are tun-
neling incentives and return on equity, which in-
dicate a positive influence on transfer pricing. It
is different from Susanti and Firmansyah (2018),
and Rizkya and Isnalita (2020) because the eco-
nomic conditions and legal regulations of Vietnam
are different from those of other countries. The
result is also consistent with the explanations of
variables related to the underlying assumptions of
agency and positive accounting theory.

The income tax rate affirms a negative relationship
with transfer pricing. The results are consistent
with previous studies by Lo et al. (2010), Susanti
and Firmansyah (2018), and Merle et al. (2019). It
explains that with low tax rates, foreign enterpris-
es tend to realize high transfer pricing. The pos-
itive accounting theory is performed to interpret
that foreign enterprises implement transfer pric-
ing to minimize the cost of foreign enterprises in
the form of payable taxes. The result is consistent
with the context of Vietnam over time. Enterprises
in the early stages, although enjoying preferential
tax rates and privileges of Vietnam, often take
advantage of opportunities to carry out behavior
about the transfer pricing because they are not
interested in the early stages, and have not been
strictly controlled by the state. Shortly, Vietnam
state agencies should care for foreign enterprises,
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especially in the early stages of the establishment
process. State agencies always create favorable
conditions for the initial stage of the formation
of foreign enterprises. However, state agencies al-
ways have to monitor and ensure compliance with
tax regulations.

Tunneling incentives have the same effect and
influence as transfer pricing. It implies that the
larger the implicit interest, the more transfer pric-
ing tends to be implemented in foreign enterpris-
es. Research by Indriaswari and Aprilia (2017),
Merliyana and Saodah (2019), Surbakti et al.
(2020), Wijaya and Widianingsih (2020), Solikhah
et al. (2021), Baroroh et al. (2021), and Purnomo
et al. (2021) also have similar results. According
to agency theory, foreign controlling shareholders
will seek to maximize profits from ownership by
regulating the management of related party trans-
actions. The result is compatible with the current
situation in Vietnam. The more foreign enterpris-
es have transactions with many related parties, the
related parties are the opportunities, and the con-
ditions for performing the transaction. In the fu-
ture, Vietnam state agencies should pay attention
to exchange and purchase transactions between
foreign enterprises and related parties. Through
commercial transactions, foreign enterprises
can raise input prices and reduce output prices.
Therefore, state agencies always have to control
transactions between related parties of foreign en-
terprises to comply with tax regulations.

Return on equity has the same effect as transfer
pricing. The research is consistent with a previous
study by Sari et al. (2021). The agency theory al-
so shows that enterprises with effective business
operations and high profitability are high-profit
enterprises. It is consistent with the practical con-
text of Vietnam. Owners of the enterprises tend
to authorize the directors of enterprises to per-
form the act of transferring profits to the company
abroad to reduce tax payable in Vietnam. Shortly,
Vietnam state agencies need to pay attention to the
economic efficiency of foreign enterprises. When
foreign enterprises operate effectively, profit is an
influential criterion in adjusting to reduce payable
tax. Therefore, state agencies must always control
arising transactions related to reasonable income
and expenses so that foreign enterprises can prop-
erly enforce tax regulations.

http://dx.doi.org/10.21511/imfi.20(4).2023.17

The paper proposes several policies to support the
Vietnamese state in strengthening the control of
transfer pricing of foreign enterprises in Vietnam.
It is one of the important issues and not only a
small challenge but also many opportunities for
provinces in the process of international econom-
ic integration with countries in the region and the
world. In addition to the above issues, to strength-
en the control of transfer pricing of foreign enter-
prises in Vietnam, tax authorities need to carry
out the issues synchronously in different aspects.

The state management agency of Vietnam should
organize tax policy training seminars, and dia-
logue with enterprises to remove difficulties and
obstacles in tax administrative policies and pro-
cedures of enterprises. State agencies should car-
ry out propaganda on enterprises’ sense of com-
pliance with legal regulations, and improve their
sense of compliance with issued tax laws and
policies.

Vietnamese government must strengthen sanc-
tions and impose sanctions and strictly handle en-
terprises that violate tax laws in the field of trans-
fer pricing. Along with fines, enterprises may al-
so suffer from reputational damage in the market
and be included in the tax agency’s list of high-risk
enterprises in terms of transfer pricing, leading to
more periodic tax audits. Moreover, if enterpris-
es have repeated violations, their business licenses
will be revoked.

Vietnamese government agencies should establish
a division in charge of controlling transfer pric-
es of the tax department. In addition, it is neces-
sary to strengthen the application of information
technology in managing data about enterprises’
actual transactions and coordinate with relevant
authorities in the process of organizing and con-
trolling the transfer pricing such as the state au-
dit, security department, customs department, etc.
Furthermore, state agencies should strengthen co-
operation and information exchange with inter-
national organizations and governments. It is the
basis for completing the database for tax adminis-
tration for foreign enterprises in Vietnam.

Vietnamese tax authorities need to improve the

responsibility and obligations of the investor as
the obligation to the state budget. Regulations
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need to be fully complied with to ensure the ob-
ligations of enterprises for tax payment. It sig-
nificantly contributes to the economic develop-
ment achievements of the host country. In addi-
tion, tax authorities should improve professional
qualifications for the contingent of civil servants
performing the task of monitoring, inspecting,
and inspecting transfer pricing of enterprises in
Vietnam. On the part of tax officials, it is nec-
essary to regularly update knowledge and ex-
pertise through specialized classes, periodical

and sharing experiences from enterprises with
transfer pricing. In addition, tax officials and
employees need to equip themselves with infor-
mation technology knowledge to apply informa-
tion technology for professional work and im-
prove their capacity to exploit databases from
the system of the tax data warehouse to serve
the inspection and examination. It is the funda-
mental tool for tax authorities to control trans-
fer pricing to avoid tax on foreign enterprises in
Vietnam.

training on transfer pricing, and summarizing

CONCLUSION

International trading makes more sense for developing countries to attract foreign investments.
However, facing the transfer pricing behavior of foreign enterprises is the other side of the coin
in international economic integration. The purpose of this paper is to test the determinants of
the transfer pricing behavior for foreign enterprises in Vietnam. The paper uses the fixed effects
model estimating methods to accept three of the six hypotheses. The findings show that tunne-
ling incentives and return on equity positively affect transfer pricing behavior, while the impact
of the income tax rate on transfer pricing behavior is significantly negative. The paper confirms
that there are transfer pricing practices during the research period in foreign direct investment
firms. Accordingly, the Vietnamese state agencies should review and revise tax policies, set up an
appropriate legal framework, and consistent and synchronous incentives. Tax authorities should
develop a set of conducting criteria from internal industry data as well as international organiza-
tions, and governments to improve the database serving the tax administration for foreign enter-
prises. Tax authorities also need to call for the responsibilities of foreign firms such as submitting
contributions to the state budget, complying with national regulations, or otherwise strengthening
sanctions for those that violate the transfer pricing law. Future research can conduct replication
studies for firms in other industries such as real estate, construction, or power and gas, which are
the leading sectors for foreign direct investment in Vietnam.
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