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Abstract

Companies often use tax avoidance and cost of debt substitutionally to achieve the desired marginal tax rate,
without attracting the attention of the Tax Department of the State. We examine the role of the audit committee
in supervising and reducing the trade-off practices of 222 public companies with 1.101 observations in Indonesia
from 2011 — 2015 (before the tax amnesty program in 2016). We also examine the structure of company
ownership (family and non-family firms) determines the effectiveness of the role of the audit committee in
reducing the trade-off between tax avoidance and cost of debt. Data were analyzed using multiple regression
data panel with pooled least square. Proxy of tax avoidance in this study uses Lim (2011), while the indicator of
the audit committee uses the proportion of the audit committee compared to the number boards of
commissioners, in dummy variable. The results suggest that the role of the audit committee is moderated the
trade-off between tax avoidance and cost of debt, but in a contrary way. The role of the audit committee is not
proved to reduce the trade-off practices, on the contrary increase the cost of debt which can result in reducing tax
payments and increasing tax risks. After the advanced analysis, we found evidence that the role of the audit
committee is stronger in non-family firms than in family firms. The moderation effect of audit committee found
not significant in family companies, though have a significant effect on non-family companies.

Keywords: Tax Avoidance, Cost of Debt, Audit Committee, Firm Ownership Structure, Family Firms

INTRODUCTION

Companies often use tax avoidance and cost of debt substitutionally to achieve the desired marginal tax rate,
without attracting the attention of the Tax Department of the State, by minimizing the possibility of higher tax
risk (DeAngelo and Masulis, 1980).This raises an opportunity for management to do moral hazard,
consequently, the reliability and transparency of the company's financial statements will be sacrificed. Another
negative impact is that companies that do the trade-off practice are viewed by the public as riskier. Hanlon &
Slemrod (2009) find news related to a company's tax avoidance causing the stock market to react negatively to
the news. DeAngelo and Masulis (1980) also found that as the income tax rate increased, the company will
substitute with a more significant cost of debt. But companies with lower tax rates tend to lower the amount of
debt, so the cost of debt is also reduced. Graham & Tucker (2006) found companies that involved in tax
avoidance experience decreasing in debt or have the cost of debt three times smaller than other companies. This
finding supported Lim (2011) also found that most companies in Korea substitute tax avoidance and cost of debt.
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Lim (2012) who examined public companies in Korea in 2000 - 2006 found that tax avoidance negatively affects
the cost of debt, and the substitution effect is stronger in conditions where taxation sanctions are more severe.

Companies in Indonesia appropriate used as the object of this research because of several conditions: (1) the rate
of corporate tax is more than double the bank credit rate. If the corporate income tax rate since 2010 is 25% flat
rate, while the interest rate of the corporate bank is 10.25% -11.50% (Indonesia Investment, 2016). Significant
tariff differences between corporate income tax and cost of debt result in more significant possibility of
substitution between tax avoidance and cost of debt; (2) the Indonesia’s banking policy to lower bank loan
interest rate from two digits to single digits at the beginning of 2016, widening the difference between the
income tax rate and cost of debt. This is not immediately followed by the decrease of company’s income tax
rate, which is planned to be reduced from 25% to 17% (Indrastiti, 2016); (3) Enforcement of tax laws in

Indonesia is ongoing and restrict the opportunity of tax evasion in Indonesia. In Indonesia sanctions of the tax
increases of up to 150% of unpaid taxes (Act KUP No. 28 of 2007 Article 13 paragraph 3). Under conditions of
a country with strict tax rules, the trade-off between tax avoidance and cost of debt will raise the risk of the
companies.

The second objective of this study is to examine the role of the audit committee as a moderator of the trade-off
between tax avoidance and cost of debt. Research conducted by Desai and Dharmapala (2009) argues that tax
avoidance led to opportunistic actions of managers and this factor was increasing in companies with low
corporate governance. Izma (2013) wrote the audit committee as the key to effective corporate governance,
particularly in public companies. In the analysis of the effect of tax avoidance on the cost of debt, the audit
committee is expected to moderate this relationship. The more effective of the performance of the audit
committee, the trade-off between tax avoidance and cost of debt will be weakened. According to the Decree of
the Chairman of the Indonesia Capital Market Supervisory Board of KEP-643 / BL / 2012, the responsibilities of
the audit committee shall, among others, review the compliance with prevailing laws and regulations in the
company's activities, reviewing the activities of risk management performed by the Board of Directors. It is seen
that the audit committee is responsible for reducing the trade-off practices in the company, therefore the tax risk
of the company even decrease.

Nevertheless, the structure of company ownership determines the effectiveness of the audit committee to
mitigate the adverse effect of trade-off practices. Izma (2013) argues that audit committees in family-dominated
ownership firms are more likely to lose their voting power and independence than companies with public-
dominated ownership structures. The audit committee's role is allegedly stronger in non-family firms. The
indicator used to measure family ownership is the percentage of ownership controlling families. Controlling
families is determined by looking at the most significant shareholder percentage, at least 10% ownership (Faccio
and Lang, 2002). Indonesian public companies dominated by family companies. Carney & Hamilton-hart (2015)
conducted a study on the structure of ownership of Indonesian public corporations in 1996 and 2008 found that
the ownership structure of Indonesian firms is still dominated by families with a very high percentage of
ownership. The dominance of the family in the ownership structure of the company results in the "dwarfing" of
the audit committee's role in improving corporate compliance, particularly with regard to tax regulations. Audit
committees, especially in Malaysia, also face challenges related to transparency of financial statements, litigation
risks, pressure from shareholders especially public companies whose majority shareholder is family (Izma,
2013).

The first contribution of this study is the first study using the audit committee as a moderator that moderate
trade-off between tax avoidance and cost of debt in Indonesia. The audit committee is expected to be an agent
that can reduce trade-off practice in Indonesia in the long term. The second contribution is the first study to
reveal that effect moderation of audit committee is higher in firms with a smaller percentage of family ownership
(non-family ownership).
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LITERATURE REVIEW AND HYPOTHESES

Effect of Tax Avoidance on Cost of Debt (Trade-off Practice)

According to Schallheim and Wells (2008), firms prefer tax avoidance over cost of debt because (1) tax
avoidance cheaper than cost of debt, (2) credit agreements often need requirements that companies must meet,
such as asset security, cash restriction, and dividend restriction, therefore the cost is higher than tax avoidance,
(3) tax shield exploit provision in the accounting rules that allow the firm to reduce the tax without affecting the
income statement. In the high tax law enforcement condition, the company will reduce tax avoidance and
increase the cost of debt, to minimalization tax risk. According to KPMG (2007) tax risk is the risk of non-
compliance with tax rules, combined with unintended tax consequences of company transactions. Elgood et al.
(2004) divided tax risks into two categories of internal and external tax risk. External tax risk occurs through
new tax laws, regulatory and legislative changes that sometimes are hard to manage by companies. Internal tax
risk classified as transactional, operational, compliance, and financial accounting risks (Erasmus, 2014). Tax
avoidance measurements in this study use proxies in Lim (2011) which uses book-tax difference (BTD) and
discretionary accrual (Dechow et al., 1995). The indicator of tax avoidance (Lim, 2011) limits the tax avoidance
only on BTD which cannot be explained by the discretionary accrual. The research that has been done by
Graham & Tucker (2006) and Lim (2011) shows that tax avoidance reduces the tendency of companies to owe.
Tax avoidance has an adverse effect on the cost of debt or support trade-off theory. The greater tax avoidance, it
will reduce the cost of debt, so the hypothesis proposed as follows:

H1: Tax Avoidance negatively affects the cost of debt

The Audit Committee as Moderator to The Trade-Off between Tax Avoidance and Cost of Debt

Corporate governance arises by reason of the separation between ownership and corporate management that can
cause agency problem. One of the pillars of good corporate governance is through an audit committee. The
Audit Committee is a committee established by and responsible to the Board of Commissioners in assisting with
the duties and functions of the Board of Commissioners (Decision of the Chairman of Bapepam and LK
Number: Kep643 / BL / 2012). One of the tasks of the audit committee is to review the financial information to
be issued to the issuer or public company to the public and/or the authority, among others, financial reports,
projections and other reports relating to the issuer or public company's financial information. The audit
committee has a very important and strategic role in the company's oversight mechanism. Audit Committee is
one of the company's organs that oversees the effectiveness of corporate governance. Anderson et al. (2004)
prove that the size of the audit committee is negatively related to the cost of debt. The existence of the audit
committee is expected to give a positive effect to the company which is the trust of the creditors, therefore
provide a lower level of debt costs. In large companies, the audit committee is required to comprise between
three to six members (Burke & Guy (2002) in Ferreira (2008)). KPMG and the Institute of Director’s Audit
Committee Forum (KPMG’s ACF, 2006) proposed a guideline, that committee should be large enough to
represent a balance of views and experience, but small enough to operate efficiently. According to the Indonesia
regulation, the minimum number of audit committee members is three people.

H2: The audit committee weakens the trade-off between tax avoidance and cost of debt

Moderation Effect of Audit Committee on Trade-off Practice in Family Vs Non-family Firms

Caselli and Gennaioli (2003) and Burkart et al. (2003) state that ownership concentration empowers family
members to achieve their goals better than other shareholders. Family control may eliminate agency problems
from the conflict between shareholders and managers. Family members tend to have a longer horizon investment
compared to other investors (James, 1999; Stein, 1989). According to Demsetz (1983), family firms may choose
non-monetary benefits and remove resources from profitable projects consequently damage firm performance.
Because families are motivated to pass on their ownership to future generations (Casson, 1999; Chami, 2001,
James, 1999), they may act to reduce the risky capital structures or investment projects.

As we know about family firms and the effect on the effectiveness of audit committee, we suspect that the role

of the audit committee in family firms is going to be less dominant than in non-family firms. Rather than
experiencing the traditional manager-owner conflict, the conflict between shareholder groups is the prevalent
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agency problem in East Asian companies as compared to the US and UK (Shleifer and Vishny, 1997; Claessens
et al., 2000, 2002). Members of the controlling family can exercise control over the board (Anderson et al.,
2004) which in turn may provide them with opportunities to expropriate minority shareholders.

H3: Audit committee moderation on trade-off is stronger in non-family companies than in family companies

RESEARCH METHODOLOGY

The model in this research is modification of Lim (2011) model by adding audit committee variable (AC) as
moderator and family variable (Fam) as the independent variable. The cost of debt indicator in this study uses
the ratio of cost of debt to the average short-term and long-term debt that resulted in a cost of debt (Lim, 2011).
The audit committee's effectiveness proxy uses a ratio of the number of audit committees to the number of
commissioners.

The family indicator in this research use dummy variable that is number 1 if controlled by family and number 0
if not controlled by the family. The criteria of a company controlled by the family are (1) one of the shareholders
and the board of directors is held by the same family, judging by the name of the family, (2) controlling
shareholders are individuals or private, non-listed companies (Faccio and Lang, 2002 and Maury, 2006) with
minimum ownership of 10%, (3) to identify the tax heaven company which is actually a non-listed firm, is
viewed from the shareholder's name or whether the directors are held by foreigners. When held foreigners, it
includes non-family firm, if a not occupied foreigner, then the family firm.

The control variable in this study is the company's age listing on BEI, leverage, cash flow from
operation, company size, plant and equipment property, and negative equity. The following are the model
equations formed in this study:

COD =a + alTA.+ azAU, + a3Age. + a4Lev o+ a5CF0 i a6Size. + a7PPE"+ agNegequi(v.t+ a, BigFour"
it it it it it it it i i i

COD =a+aTA+ aAU + a TA*AU + a Age + alev + a CFO + a Size + a PPE + a Negequity + a
it 1 it 2 it 3 it 4 it 5 it 6 7 it 8 it 9 it 10

BigFour"

Measure Tax Avoidance, Cost of Debt, Audit Committee

Tax avoidance measurement uses the tax avoidance measurement scale used by Lim (2011). The first step of tax
avoidance measurement is to find the value of discretionary accrual with modified jones (Dechow et al., 1995).
The residual value of model 1 is Discretionary Accrual (DA).

= - +
Accrualsit/Assetsit_l a(]/Assetsit_ / + ﬁ’m{(ARE V,'t AARi t) /Assetsh_ I} + ﬂZit(PPEit/Assets it_ / e 7))

Accrual,: total accrual, whereas Accruals= Net Income — Cash Flow from Operations
AREV  : Changes in revenues
i

AAR  : Changes in receivables
PPE : Property, plant, equipment

e : Residual Value

The second step is to seek tax avoidance (Lim, 2011) which is a representation of tax avoidance. How to
separate the book-tax-different components that are not caused by earnings management, and identify these
components as tax avoidance. The residual value of model 2 is tax avoidance indicator.

BTD =bDA +u+e.

it 1 1

BTD L Book-tax difference

DA : Discretionary accrual
it

i Average value of residual
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e :deviation from average residual u
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In this study, a proxy of the audit committee is a dummy variable. I measured the effectiveness of audit
committee using a proportion of audit committee compare with numbers of the board of commissioners. If the
proportion is more than 1, then the value is 1, otherwise, the value is 0.

Variables Indicators Scale
Interest Expense
Cost of Debt (COD) Average short term and long term loans and bonds | Ratio
Numbers of audit committee
Prop = numbers of the board of commissioner | Dummy
If the proportion of audit committee > 1, then value =
Audit Committee (AC) 1, otherwise value = 0
Ln (age) = number of years since the company go
Age public Ratio
Total Debt
Leverage (Lev) Leverage = o1 Ratio
CFO - Cash flow from Operation
Total Asset
Cash Flow Operation (CFO) Ratio
Size Size = Ln (total asset) Ratio
Total PPE
PPE = Total Asset
Property Plant Equipment (PPE) Ratio
If book value of equity is negative, then value = 1,
Negative Equity (NegEq) otherwise value = 0. Dummy
If the external auditor of a company is Big Four
Public Accountant, then value = 1, otherwise value =
BigFour 0. Dummy
Industry Dummies Industry Dummies Dummy

Sample Determination
The population of this study are companies listed on the Indonesia Stock Exchange in 2011 - 2015. Sample
selection criteria used are:
The company does not include financial institutions.
The company excludes construction and property services firms which income tax is not based on net

1.
2.

income, therefore it is not relevance with the tax avoidance indicator in this study.
The company has complete data for at least 4 years.

ANALYSIS AND INTERPRETATION

Based on the predetermined criteria, the number of samples used are 222 companies from totals of 383
companies. The total sample in this study is 1110 observations obtained from 222 companies for five periods
(2011-2015). However, due to the process of data reduction, outlier, therefore, removed 9 observations, and
produce total data 1101 observations to be analyzed.
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Table 2. Sample Selection

Criteria Number of
Companies

Companies listed on the Indonesia Stock Exchange respectively during the 539
period 2011-2015
Financial companies, Property-Real Estate and construction services (160)
The company that conducted the Initial Public Offering after 2011 (84)
Companies that do not have a cost of debt during the period 2011-2015 (39)
Companies that have incomplete financial reports during 2011-2015 (34)
Number of sample companies used 222
Research period (years) 5
Number of observed data 1110
Outlier data reduction )
Number of observed data after outlier 1101

Hypothesis Testing Results

Table 3. Variable Descriptive Statistics

Variables Mean SD Min Max
COD 0.091 0.062 0.000 0.526
TA 0.001 1.056 -8.880 14.973
AC 0.450 0.498 0 1
TA*AC 0.024 0.201 -1.414 4611
Age 2.575 0.660 0.000 3.5835
Lev 28.330 458.611 0.000 10602.969
CFO 0.060 0.159 -2.346 0.799
Size 7.826 1.766 2.207 14.506
PPE 0.394 0.501 0.0002 13.861
NegEq 0.030 0.225 0 1
BigFour 0.440 0.496 0 1

Table 3 presents the descriptive statistics of variables. It shows that on average COD is 0.091, TA is 0.001,
moderation TA*AC is 0.024. The standard deviation for all variables shows that COD is 0.062, TA is 1.056,
TA*AC is 0.201.

Table 4. The result of Pooled Least Square (PLS) Model 1 and Model 2

Std Error of
Model R R Square | The Estimate df F Sig
1 0,308 0,095 0,0592038808 15 | 7,589 | 0,000
2 0,328 0,107 0,0588252303 16 | 8,145 | 0,000

The initial phase of the test was conducted to determine the regression analysis model in this study, whether it is
Pooled Least Square (PLS), Fixed Effect (FE) or Random Effect (RE). Chow-test testing is performed to
determine whether the regression model is Pooled Least Square (PLS) or Fixed Effect (FE). The test results
indicate that this research model is PLS. The Lagrange Multiplier (LM) test also strengthens the Chow-test test
results that the model includes PLS. The determination of this regression model is done by Stata program. Based
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on the test results of both models in table 4, shows the result that model 1 has R Square of 9.5%, with a
significance level of 0.000, meaning that model 1 meets the goodness of fit test. The result of testing model 2 has
R Square equal to 10,7% with significance level equal to 0.00, and then model 2 also fulfill the goodness of fit.
The comparison of R Square of both models shows that model 2 has a higher R Square, meaning the ability to
explain predictor to criterion variable in model 2, higher than model 1. It shows the audit committee as the
moderating variable in model 2 can improve the prediction result of the cost of debt.

Table 5 Output Regression for Model 1 VS Model 2

Model 1 Model 2
R Square 9,5% 10,7%
No. of obs. 1101 1101
Constant 0.158 0.16
TA -0.002** -0.004**
AC -0.003 -0.005
TA*AC 0.035%**
AGE -0.002 -0.001
LEV -1.03E-06 9.94E-07
CFO 0.02%* 0.02*
SIZE -0.008*** -0.009%***
PPE 0.001 0.001
NegEq 0.023%** 0.022%**
BigFour -0.006 -0.004
Industry Dummies:
Consumption 0.009 0.009
Trading & Serve 0.007 0.007
Mining -0.003 -0.003
Infrastructure 0.018%* 0.019%*
BasicChemicals -0.004 -0.003
Agriculture -0.019* -0.019%**

*#* Significant at 1%, **significant at 5%, *significant at 10%

Table 5 shows the result of regression testing for both models. The result of regression test of model 2 as a
whole shows tax avoidance has a negative effect on the cost of debt in Indonesia (significant at 5%), meaning
that the company practices trade-off between tax avoidance and cost of debt in tax avoidance framework,
therefore H1 is received. These results support the Lim (2011) study that proves tax avoidance lowers the cost of
debt of firms through trade-off practices. The results of moderation testing found that tax avoidance and audit
committee have a positive effect on the cost of debt, meaning that tax avoidance and audit committee increase
cost of debt. The results are shown in Table 3 where TA*AC moderation is significant at the 1% level. This
result did not prove the hypothesis (H2), because of the better quality of corporate governance, it proved unable
to reduce (weaken) trade-off between tax avoidance and cost of debt (H2 is rejected). The audit committee's
moderation effect causes tax avoidance and cost of debt to be positive, meaning that when tax avoidance is high,
and the audit committee's proportion is high, the cost of debt becomes higher. The higher cost of debt gives an
indication of the greater deductible expense deducted in the tax financial statements, thus reducing the tax
payable. The greater proportion of audit committees to the board of commissioners leads the audit committee to
have greater "power" to influence decisions in shareholder meetings, including decisions relating to tax
avoidance.

The positive effect of the moderation tax avoidance-audit committee on the cost of debt is tested again with
graphs to determine the positive influence of both variables. The results of the moderation effect are shown in
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Figure 1. The blue line in Figure 1 shows the increase in tax avoidance (TA) resulting in a lower cost of debt
(COD). The green line shows an increase in TA and audit committee, resulting in higher COD.

Figure 1. Moderation Effect of Audit Committee on Tax Avoidance (TA) Effect on Cost of Debt (COD)
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There are several reasons why this hypothesis is rejected. First, the audit committee in Indonesia views tax
avoidance and cost of debt tools as an efficient perspective for the company as a taxpayer. The utilitarian
approach to tax avoidance states that to determine whether the right or wrong of action needs to measure the
number of utilities or disutility to taxpayers, government, and society (Filho, 2014). For taxpayers when using
both tools, the utility value increases, moreover the company's performance looks better than last year. On the
other hand, it is also necessary to evaluate whether these practice increases or decreases the utility of the state
and the society. These schemes can reduce the value of government and community utilities if causes state
revenues to fall and the government cannot provide benefits to the community. However, if the quality of the
government is not as expected and the state income is not effectively utilized to increase social utility, then the
efficient perspective of these taxpayers can be justified (Filho, 2014). In this case, the quality of public
administration and state politics is the main key for the measurement of government and community utilities
(Filho, 2014).

Second, the audit committee considers tax risk for companies in Indonesia to be low, thus they do not make this
matter as a priority to be assessed or evaluated. This point issues the opportunistic behavior for management. In
Indonesia, this view is supported by the survey that was conducted by KPMG (2014). Based on the result of the
survey of tax executives in Indonesia, tax risk is not the biggest challenge faced by Indonesian companies. They
mention the biggest risk challenges are (1) uncertainty and volatility in economics, regulatory, and political, (2)
government regulation or public policy. The survey results show that only 3% of 30 respondents rated tax risk as
the company's most significant risk, besides 27% said they needed less time to discuss tax risk in meetings,
while 33% said they did not need additional time to discuss tax risks (KPMG, 2014).

Third, some people view tax avoidance as a natural law or universal law. Deontological approach to tax
avoidance states right or wrong an action is measured by norms that are trusted by society, meaning that tax
avoidance can be a universal law for individual taxpayers (Filho, 2014). However, Prebble and Prebble (2010)
stated that universal tax avoidance could not be justified if all parties (taxpayers, government, and society) will
experience adverse effects if all people do the tax avoidance. The declining state revenue has caused the state not
able to provide benefits to the society who also impact on the creation of new taxes which ultimately have a
negative impact on the company as a taxpayer.

In model 2 (Table 5), in addition to tax avoidance and TA*AC moderation, size, cash flow from operations,
negative equity, and infrastructure and agriculture industry affect the cost of debt. The TA*AC, size, and
negative equity variables are the three variables with the most substantial influence on the cost of debt
(significant at 1%), and the TA*AC moderation variable has the most substantial influence on the cost of debt.
This shows that the moderation of audit committee impacts strongly on tax avoidance and cost of debt
relationships.
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Figure 2 (Appendix 1) shows the moderate effects of the audit committee on each industry sector. This study
divided industry sectors into seven sectors, consumer goods, basic and chemical, infrastructure, retail and
services, mining, agriculture, and others sectors. Based on the moderating effects of all industry sectors in figure
2, it can be concluded that the audit committee moderation effects are strongest in the basic chemical and mining
industry sectors, while the weakest effects are agriculture. This means that the audit committees in basic
chemical and mining industry sectors have the highest power in influencing management decisions related to tax
avoidance compared to other sectors.

The results of regression testing related to ownership structures on the audit committee moderation effects can be
seen in table 6. It shows that trade-off practices are not found in companies with family ownership, otherwise
found in non-family enterprises with a significance of 5%. The moderation effect of audit committees on trade-
off practices is also not found in family firms, but significant in non-family enterprises (significant at 1%). Non-
family companies in this study dominated foreign companies, with the composition of 75 foreign companies and
3 government companies. This finding is consistent with Casson's 1999 study; Chami, 2001; James, 1999, who
found family companies more intergenerational stewardship-oriented and more risk-averse than non-family
firms. James (1999) and Stein (1989) found family companies tend to make long-term investments compared to
other types of investors. Demsetz (1983) found that family firms prefer to avoid profitable projects that can
destroy company performance. A strong vision of a family firm leads to the insignificant role of the audit
committee, especially in the practice of trade-off (Table 6). The biggest decision is for the family members who
are leaders of the company. Anderson et al., 2004; Shleifer and Vishny, 1997; Claessens et al., 2000 also support
the results of this study.

Table 6. Output Regression for Family VS Non-Family Ownership

Family Ownership Non-Family Ownership
R Square 10,2% 17,8%
Adjust R Square 8,1% 14,3%
N 709 387
Constant 0.138 0.206
TA -0.002 -0.011%**
AC -0.004 -0.001
TA*AC 0.007 0.0527%**
AGE -0.001 -0.007
LEV 1.21E-03 -0.006
CFO 0.019 0.008
SIZE -0.006%*** -0.013%**
PPE 0.002 0.015
NegEq -0.002 0.023*
BigFour -0.011%* 0.002
Consumption 0.001 0.022
TradingServe 0.012* -0.008
Mining -0.013 -0.005
Infrastructure -0.001 0.042%*
BasicChemicals -0.006 -0.006
Agriculture -0.025%%*x* -0.005

*#* Significant at 1%, **significant at 5%, *significant at 10%
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CONCLUSION

In this paper, we examine the role of the audit committee on moderating trade-off between tax avoidance and
cost of debt in Indonesia public companies around 2011 — 2015. Using sample from all industries, excluding
financial institution, property, real estate, and constructions, I find that audit committee not proved to reduce
trade-off between tax avoidance and cost of debt, otherwise makes the cost of debt higher. This finding suggests
that the greater the number of audit committees, the greater the cost of debt, thereby affecting the overall
reduction in tax payments. The greater tax avoidance and cost of debt indicate that companies use both to
minimize tax payments. The reasons are the audit committee in Indonesia views tax avoidance and cost of debt
tools as an efficient perspective for the company as a taxpayer. This view is supported by the utilitarian
approach. The other reason, in Indonesia audit committee, considers tax risk for companies to be low, therefore
they do not focus on tax risk when evaluating the financial information. This study also finds the most powerful
audit committee in influencing management decisions is in basic chemicals and mining industries.

To our knowledge, this is the first study uses the audit committee as a moderator on the relationship between tax
avoidance and cost of debt. The minimum number of audit committees required for public companies is at least
three people. The reality is that the number of the audit committee is five to six persons per company, even in
many companies number of the audit committee nearly as many as the number of board of commissioners. This
study found that a large number of audit committees were not proven to be able to reduce trade-off practices in
Indonesia, but found that tax avoidance and cost of debt showed a significant increase together. Our result
suggests that the audit committee in Indonesia is tolerant of tax avoidance and does not assess tax risk as the
company's biggest challenge. This shows that tax law enforcement is carried out by the government before the
2016 tax amnesty program has not adequate to reduce tax avoidance practices in public companies. The cost and
benefits between tax risk and the benefit obtained by the company by engaging in trade-off practices are still
considered to be more significant. We recommend that the government immediately reduce the corporate income
tax rate to 18% (as planned) to reduce the gap between income tax rates and credit rates so that trade-off
practices in Indonesia are reduced.

We also find that the role of the audit committee in moderating trade-off practice stronger in non-family
ownership than family ownership. A strong vision of a family firm leads to an insignificant role of the audit
committee, especially in the practice of trade-off. However, these findings should be treated with caution as it
may not be robust to changes in sample selection, variable measurement, and changes to estimation approach.

For further research, further research is needed to compare whether there are differences before and after the
implementation of the 2016 tax amnesty program to simultaneously assess the effectiveness of the program in
reducing trade-off practices in Indonesia. Given the fact that tax policy has changed dramatically in Indonesia
over the years, future studies should be conducted to explore audit committee’s awareness in tax policy and
regulation changes, and how they react to this changes.

REFERENCES

1. Anderson, R. C., Mansi, S. A., & Reeb, D. M. (2004). Board Characteristics, Accounting Report Integrity
and The Cost of Debt. Journal of Accounting and Economics, 37 (3), 315-342.

2. Burkart, M. F., Panunzi, A., & Shleifer. (2003). Family Firms. J. Finance, 58, 2167-2202.

3. Carney, R. W., & Hamilton-hart, N. (2015). Bulletin of Indonesian Economic Studies What Do Changes in
Corporate Ownership in Indonesia Tell Us ?, (April), 37-41.
https://doi.org/10.1080/00074918.2015.1016570

4. Caselli, F., & Gennaioli, N. (2003). Dynastic Management, January, NBER Working Paper No. w9442.
Available at SSRN: https://ssrn.com/abstract=370426

5. Casson, M. (1999) The Economics of The Family Firm. Scandinavian Economic History Review, 47 (1),
10-23.

6. Chami, R. (2001). What is Different about Family Business? International Monetary Fund Working Paper.

377



Asian Institute of Research Journal of Economics and Business Vol.1, No.3, 2018

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

Chairman of Capital Market and Financial Institutions Supervisory Republic of Indonesia. (2012). Decision
No. 643 of 2012 about Establishment and Guidelines of Work Implementation Audit Committee.

Claessens, S., Djankov, S., & Lang, L.H.P. (2000). The Separation of Ownership and Control in East Asian
Corporations. Journal of Financial Economics, 58, 81-112.

Claessens, S., & Fan, J.P.H. (2002). Corporate Governance in Asia: A Survey. International Review of
Finance, 3 (2), 71-103.

Davila, T., & Wouters, M. (2005). Managing budget emphasis through the explicit design of conditional
budgetary slack. Accounting, Organizations and Society, 30(7/8), 587-608.

DeAngelo, H., & Masulis, R. W. (1980). Optimal Capital Structure under Corporate and Personal Taxation.
J Financ Econ 8:3-29.

Dechow, PM., Sloan, R.G., & Sweeney, A.P. (1995). Detecting Earning Management. The Accounting
Review, 70 (2), 193-225.

Deloitte. (2014). Risk, Uncertainty, and Opportunity in A Changing Tax Landscape: 2014 Asia Pacific Tax
Complexity Survey.

Deloitte. (2017). Shifting Sands: Risk and Reform in Uncertainty Times 2017 Asia Pacific Tax Complexity
Survey.

Demsetz, H. (1983). The Structure of Ownership and The Theory of The Firm. The Journal of Law
Economics, 26 (2), 375-390.

Desai, M. A., & Dharmapala, D. (2009). Corporate tax Avoidance and Firm Value. The Review of
Economics and Statistics, 91 (3), 537-546.

Directorate General of Tax Ministry of Finance. (2015). 329 Tax Insurers Prevented Overseas, 29 Hosted.
Retrieved from http://www.pajak.go.id/content/article/329-penanggung-pajak-dicegah-ke-luar-negeri-29-
disandera

Directorate General of Tax Ministry of Finance. (2012). Decision No.40 of 2012 about Coordination in
Law Enforcement in The Field of Taxation between Directorate General of Tax with Criminal Police
Detective Agent of Indonesia.

Directorate General of Tax Ministry of Finance. (2007). Act No. 28 of 2007 about General Provisions and
Taxation Procedures.

Directorate General of Tax Ministry of Finance. (2003). Decision No. 218 of 2003 about Instructions for
Implementation of Regulations and Rehabilitation of Good Name of Taxable Taxer Directorate General of
Taxes.

Directorate General of Tax Ministry of Finance. (2000). Act No. 19 of 2000 about
Amendment to Act No. 19 of 1997 on Tax Collection by a Forced Letter.

Elgood, T, Paroissien, 1., & Quimby, L. (2004). Tax Risk Management.
https://www.pwc.co.za/en/assets/pdf/pwc-tax-risk-management-guide.pdf

Erasmus, D. N. (2014). South Africa-Tax Risk Management. Topical Analysis IBFD.
http://online.ibfd.org.tjsl.idm.oclc.org/collections/rmtp/printversion/rmtp za.html

Faccio, M., & Lang, L.H.P. (2002). The Ultimate Ownership of Western European Corporations. Journal of
Financial Economics, 65, 365-395.

Ferreira, 1. (2008). The Effect of Audit committee composition and structure on the performance of audit
committees. Meditari Accountancy Research, 16 2), 89-106.
http://dx.doi.org/10.1108/10222529200800014

Ghosh, D., & Olsen, L. (2008). Environmental Uncertainty and Managers’ Use of Discretionary Accruals.
http://sstn.com/abstract=1323790

Graham, J. R., & Tucker, A. L. (2006). Tax shelters and corporate debt policy $, 81, 563-594.
https://doi.org/10.1016/j.jfineco.2005.09.002

Hanlon, M., & Slemrod, J. (2009). What does tax aggressiveness signal ? Evidence from stock price
reactions to news about tax shelter involvement. Journal of Public Economics, 93(1-2), 126—141.

Huang, H., Sun, L., & Zhang, J. (2017). Environmental Uncertainty and Tax Avoidance. Advances in
Taxation. https://doi.org/10.1108/S1058-749720170000024002

Indrastiti, N. (2016). Tarif PPh Badan Turun, Pamor Emiten Naik. Kontan.(Online), 18 Agustus 2016.
(http://investasi.kontan.co.id/news/tarif-pph-badan-turun-pamor-emiten-naik, diakses 20 Agustus 2017).
Indonesia Investments. (2016, February 19). Financial Authorities to Cut Indonesia’s Lending Mortgage
Rates. Retrieved from https://www.indonesia-investments.com/news/todays-headlines/financial-authorities-
to-cut-indonesia-s-lending-mortgage-rates/item6511?

Izma, N. (2013). Empowering Audit Committee. Accountants Today. March/April 2013.

James, H.Jr. (1999). Owner as Manager, Extended Horizons, and The Family Firm. International Journal of
The Economics of Business, 6 (1), 41-55.

KPMG. (2007). Tax Governance Institute — Tax Risk Management E-survey. Internet:
https://erm.ncsu.edu/library/article/tax-risk-management.

378



Asian Institute of Research Journal of Economics and Business Vol.1, No.3, 2018

35.
36.
37.
38.
39.
40.
41.

42.

KPMG's Audit Committee Forum. (2006). Position Paper 1. What makes for an effective audit committee?
http://'www.kpmg.co.za/document_store/ACF%20Position%20Paper%201.pdf.

Lim, Y. (2011). Tax avoidance, cost of debt and shareholder activism : Evidence from Korea. Journal of
Banking and Finance, 35(2), 456-470.

Lim, Y. (2012). Tax avoidance and underleveraged puzzle: Korean evidence. Review of Quantitative
Finance and Accounting, 39 (3), 333-360.

Maury, B. (2006). Corporate Performance, Corporate Governance and Top Executive Turnover in
Finland. European Financial Management, 12 (2), 221-248.

Shleifer, A., & Vishny, R. W. (1997). A Survey of Corporate Governance. The Journal of Finance, LII (2),
737-783.

Stein, J. C. (1989). Efficient Capital Markets, Inefficient Firms, A Model of Myopic Corporate Behavior.
The Quarterly Journal of Economics, November, 655-669.

Schallheim, J., & Wells, K. (2008). Debt and Taxes: A New Measure for Non-debt Tax Shield. Retrieved
fromhttps://www.researchgate.net/profile/Kyle Wells/publication/228388706 Debt and taxes A new_me
asure_for non-debt tax shields/links/577be34508aec3b743366b1a/Debt-and-taxes-A-new-measure-for-
non-debt-tax-shields.pdf

379



Asian Institute of Research

Journal of Economics and Business

Vol.1, No.3, 2018

Appendix 1

Figure 2.1 Consumer Goods Industry
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Figure 2.3 Infrastructure Industry
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Figure 2.5 Mining Industry
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Figure 2.7 Others Industry
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Figure 2.2 Basic and Chemical Industry
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Figure 2.4 Retail and Services Industry

KA
4000
0o
O
~o0
1
F2 Linear =0.002
R2 Linear =0.042
30007

a
O 20009
3]

1000

0000

T T T T
20000 0000 20000 40000
TA

Figure 2.6 Agriculture Industry
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