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Abstract: This study explores the dynamics of tax avoidance in Indonesia, focusing on the
interplay between political connections, financial distress, and abnormal cash flows. Using
panel data from companies listed on the Indonesia Stock Exchange (IDX) between 2019
and 2022, the research investigates how political connections influence tax avoidance
practices, particularly during times of financial distress. The findings reveal that politically
connected firms engage in significantly higher levels of tax avoidance, leveraging their ties
to exploit regulatory gaps. Financial distress exacerbates this behavior, as firms adopt
aggressive tax strategies to manage cash flow challenges. Furthermore, politically
connected companies exhibit abnormal cash flow patterns, such as delayed tax payments
and strategic deferrals, to optimize their financial position. The study highlights the critical
role of political connections in enabling tax avoidance and underscores the need for stronger

regulatory frameworks to ensure fair tax enforcement. The research calls for policy reforms
to enhance transparency, strengthen audits, and reduce the influence of political ties on tax
compliance, ensuring long-term fiscal sustainability and economic growth.
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INTRODUCTION

Tax revenues are the backbone of government financing and are essential for development and public
services. However, Indonesia's tax-to-GDP ratio has consistently underperformed, hovering at approximately
10%, far below the International Monetary Fund's recommended minimum of 15%. This challenge has been
exacerbated by the COVID-19 pandemic, which caused widespread financial distress across industries, with
many companies adopting aggressive tax avoidance practices to maintain liquidity (Hermuningsih et al., 2021).
Political connections have emerged as a critical factor in understanding tax avoidance in Indonesia. Companies
with strong political ties often benefit from preferential treatment, such as reduced scrutiny during audits,
access to government bailouts, and favorable tax policies (Putra & Harymawan, 2021). These dynamics raise
concerns about the impact of political connections on tax avoidance and the implications for fiscal policy,
particularly in the context of financial distress during economic crises. This study investigates the interplay
between tax avoidance, financial distress, and political connections, focusing on their influence on abnormal
cash flows.

Numerous empirical studies have established a clear relationship between political connections and ag-
gressive tax practices. Politically connected firms are often significantly more inclined to engage in tax avoid-
ance strategies (Adhikari et al., 2006; Barrick & Brown, 2018; J. W. Kim, 2012; Lopo Martinez et al., 2020).
Such connections are highly valuable as they provide various advantages, including easier access to credit,
government support during periods of financial difficulty (Faccio, 2006), and opportunities to influence

http:/lproceeding. unmuhjember.ac.id/index.php/issh 428


http://proceeding.unmuhjember.ac.id/index.php/issh
mailto:a20e0067f@siswa.umk.edu.my
mailto:bayu@unmuhjember.ac.id
mailto:mariana.md@umk.edu.my
mailto:azulkifli.m@umk.edu.my
bayu@unmuhjember.ac.id

International Social Sciences and Humanities Proceedings of the ICON2 2024
UMJember Proceeding Series (2024) Vol. 3 No 3 : 428-433

legislation. Additionally, political ties can reduce external pressures for financial transparency(C. Kim &
Zhang, 2016), enhance the chances of receiving financial assistance or bailouts, secure preferences in obtaining
import licenses, and even result in leniency during tax audits or reductions in tax penalties (Mobarak & Pur-
basari, 2005; Wicaksono, 2017).

Empirical evidence indicates that political connections can help companies navigate and recover from
financial distress by granting privileged access to financial resources and supportive policies. Tao etal., (2017),
in their study of 677 observations of Chinese firms from 2001 to 2014, found a significant positive effect of
political connections on government subsidies received by financially distressed companies. This effect was
particularly pronounced among state-owned enterprises (SOES) and firms with stronger survival potential.
Similarly, He et al. (2019) demonstrated that, between 1999 and 2015, politically connected firms in China
were more successful in securing additional debt financing, which improved their chances of recovery. In the
Indonesian context, Hadiputra & Windijarto, (2023) analyzed 3,072 observations of publicly listed firms on
the Indonesia Stock Exchange from 2010 to 2021. Their findings revealed that political relationships signifi-
cantly mitigate the negative impact of financial distress, highlighting the role of political connections as a
critical resource for companies facing economic challenges.

LITERATURE RIVIEW

Tax Avoidance

Tax avoidance has garnered significant academic interest, with studies exploring factors that drive cor-
porate tax behavior. Desai & Dharmapala, (2009) highlight the costs associated with tax avoidance as key to
understanding its motivations. Early research by Allingham and Sandmo (1972) extended to corporations iden-
tifies characteristics like profitability, size, foreign operations, and capital structure as key influencers (Ghar-
ghori et al., 2006; Gupta & Newberry, 1997). Firms with attributes such as greater foreign activity or lower
leverage often report lower effective tax rates, while those using tax shelters exhibit large book-tax differences
and higher litigation risks (Wang et al., 2022). Agency theory suggests that aligning manager compensation
with after-tax performance may incentivize tax avoidance (Phillips et al., 2003). However, others argue that
tax avoidance is primarily a cost-saving measure unrelated to agency conflicts, pursued when benefits out-
weigh the costs (Rego, 2003). Tax avoidance refers to the legal strategies employed by companies to minimize
their tax liabilities, often involving complex schemes that exploit loopholes in tax regulations. While tax avoid-
ance is not inherently illegal, it raises ethical concerns and reduces government revenue. Abnormal Book-Tax
Differences (Abn_BTD) are a commonly used proxy for aggressive tax behavior (Zhang et al., 2014).
Political Connections and Tax Avoidance

Political connections are common in developing countries, where companies benefit from close ties to
government officials, politicians, or political parties (Faccio, 2006). These connections can arise through lead-
ership roles, majority ownership, or direct government ownership (J.-H. Kim & Lee, 2021). Politically con-
nected firms leverage these relationships to gain preferential treatment, including access to capital, reduced tax
audit risks, government protection, and bailouts during financial crises (J.-B. Kim et al., 2011). While political
connections are seen as valuable resources (Fisman, 2001), they carry both benefits and drawbacks. They
enhance financial strategies and tax planning but may reduce transparency and create challenges when political
allies lose power (Leuz & Oberholzer-Gee, 2006). Companies with such connections often engage in tax avoid-
ance due to reduced audit risks and support from political protectors, leading to aggressive tax planning and
decreased financial transparency (Pranoto et al., 2022). Political connections provide firms with access to
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resources and regulatory leniencies, enabling them to engage in aggressive tax planning. Research has shown
that politically connected firms are more likely to benefit from reduced tax audits and lower penalties, leading
to higher levels of tax avoidance.
Financial Distress and Tax Avoidance

Financial distress refers to a company's inability to meet its financial obligations, often leading to insol-
vency or bankruptcy if unresolved (Altman et al., 2017). It occurs when the liquidation value of assets falls
below creditor claims, and operating cash flow cannot cover negative net worth (Mselmi et al., 2017). Factors
influencing financial distress include liquidity, financial leverage, and profitability (Nketiah, 2017). Financial
distress, characterized by an inability to meet financial obligations, pressures companies to conserve cash and
reduce expenses. This often leads to aggressive tax avoidance practices as companies prioritize survival over
compliance. The interplay between financial distress and tax avoidance is particularly pronounced during eco-
nomic downturns, such as the COVID-19 pandemic.
Abnormal Cash Flows

Abnormal cash flows refer to unusual patterns in a company's cash inflows or outflows that deviate from
expected norms. These irregularities often result from deliberate financial strategies, including tax avoidance
practices. Tax avoidance, defined as the legal minimization of tax liabilities, may influence cash flow behav-
iors, as firms attempt to optimize cash holdings while reducing tax burdens. Companies engaging in tax avoid-
ance often manipulate their financial activities to create abnormal cash flows. For instance, firms may defer
revenue recognition or accelerate expense reporting to reduce taxable income, creating temporary distortions
in cash flow patterns. According to (Frank et al., 2008), these actions are frequently motivated by the need to
enhance liquidity or manage financial reporting for tax purposes. Abnormal cash outflows, such as unusually
high or low liquidity levels, can indicate aggressive financial maneuvers, including tax avoidance. Politically
connected firms may manipulate cash flows to exploit tax benefits, further complicating efforts to regulate
corporate tax behavior (Wijayantini et al., 2024).

METHOD
Research Design
This study takes a quantitative approach, using panel data regression analysis to examine how political con-
nections, financial distress, and tax avoidance are related. The method allows for investigating both the direct
effects of political connections on tax avoidance and the indirect effects through financial distress, providing
a comprehensive understanding of the role financial distress plays in this relationship.
Sample and Data
The research focuses on companies listed on the Indonesia Stock Exchange (IDX) between 2019 and 2022,
using secondary data from annual reports and financial statements. A purposive sampling method was em-
ployed to select firms from industries most affected by the COVID-19 pandemic, ensuring the relevance of the
sample to the study’s objectives.
Variables
The dependent variable, tax avoidance, is measured through Abnormal Book-Tax Differences (Abn_BTD),
which indicate aggressive tax behavior. The independent variable, political connections, is quantified using an
index that assesses the political affiliations of board members. Financial distress, the mediating variable, is
evaluated using the Altman Z-score, reflecting a company’s financial health and insolvency risk. Control var-
iables, such as firm size, profitability, and industry type, are included to account for additional factors influ-
encing tax behavior.
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3.4 Data Analysis
Panel data regression models are used to test the hypotheses, allowing for an exploration of both direct and
indirect effects. This approach helps uncover how political connections influence tax avoidance and how fi-
nancial distress might mediate this relationship, providing a detailed picture of the interactions between these
variables.

RESULTS AND DISCUSSION
Results
Findings
The study revealed several key findings regarding the relationships between political connections, financial
distress, and tax avoidance.

a. Impact of Political Connections on Tax Avoidance: Politically connected firms exhibited signifi-
cantly higher levels of tax avoidance compared to non-connected firms. These companies leverage
their political ties to exploit regulatory gaps, enabling them to minimize their tax liabilities. This find-
ing aligns with previous research that suggests political connections provide firms with strategic ad-
vantages, including reduced scrutiny and easier access to favorable policies.

b. Financial Distress and Tax Avoidance: Companies facing financial distress were found to be more
likely to engage in aggressive tax avoidance behavior. This is consistent with prior studies, which
indicate that firms under financial pressure tend to adopt tax avoidance strategies as a means of pre-
serving cash flow and improving their financial stability.

c. Abnormal Cash Flows: The analysis revealed that politically connected firms often displayed abnor-
mal cash flow patterns, such as delayed tax payments and strategic deferrals. These firms may manip-
ulate their cash flows to avoid tax liabilities or optimize their financial position, further indicating the
role of political connections in enabling tax avoidance practices.

Discussion

The findings emphasize the critical role that political connections play in shaping corporate tax strategies,
particularly during periods of financial distress. These connections allow firms to navigate complex regulatory
environments more effectively, thereby reducing their exposure to penalties and enhancing their ability to
avoid taxes. As a result, politically connected firms face fewer barriers when engaging in tax avoidance, com-
plicating efforts to ensure fair tax enforcement across the business landscape.

Moreover, the study highlights the significant interaction between financial distress and political connections.
Financial distress drives firms to adopt aggressive tax avoidance measures as a means to manage cash flow
challenges, while political connections provide a safety net by reducing the risks associated with such aggres-
sive tax strategies. This dual influence underscores the need for stronger regulatory frameworks to address tax
avoidance in politically connected firms. Monitoring abnormal cash flows, such as delayed tax payments and
large discrepancies between book and tax income, could serve as an essential tool in detecting potential tax
avoidance activities.

Overall, the study suggests that while financial distress and political connections both contribute to tax avoid-
ance, the presence of political connections significantly amplifies the ability of firms to engage in aggressive
tax strategies with fewer consequences, making it imperative for tax authorities to enhance oversight and en-
forcement in these cases.
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CONCLUSION
This study sheds light on the dynamics of tax avoidance in Indonesia, emphasizing the interplay between
political connections, financial distress, and abnormal cash flows. Politically connected firms not only engage
in higher levels of tax avoidance but also manipulate cash flows to achieve their goals. These findings highlight
the urgent need for policy reforms to enhance transparency, strengthen audit mechanisms, and mitigate the
influence of political connections on tax compliance. Future research should explore the long-term implica-
tions of these practices on fiscal sustainability and economic growth.
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