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Abstract

This research examines how tunneling incentives, effective tax rates, leverage, and profitability influence
transfer pricing decisions among pharmaceutical companies listed on the Indonesia Stock Exchange between
2019 and 2023. Employing purposive sampling methodology, three pharmaceutical companies were analyzed
using multiple linear regression analysis. Findings reveal that tunneling incentives and leverage significantly
affect transfer pricing practices, whereas effective tax rates and profitability demonstrate no significant impact.
Collectively, all four variables exhibit significant influence on transfer pricing decisions. These results
contribute to understanding tax avoidance mechanisms in Indonesia's pharmaceutical sector and provide
insights for regulatory policy development.
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Introduction

Indonesia's tax revenue challenges persist as a critical concern for fiscal policy development. According to the
Bureau of Budget Analysis and APBN Implementation (2014), Indonesia's relatively modest tax ratio stems
from inadequate collection mechanisms, necessitating enhanced taxpayer compliance and minimized revenue
leakage. This fiscal environment compels corporations to develop strategies that reduce tax burdens while
maintaining operational efficiency.

Taxation represents a significant expense that diminishes corporate profitability, prompting organizations to
implement various avoidance mechanisms (Richardson & Taylor, 2023). Transfer pricing emerges as a
particularly sophisticated tax avoidance strategy employed by multinational corporations to shift profits across
jurisdictions with varying tax regimes (Chen et al., 2022). International evidence demonstrates widespread
transfer pricing manipulation, exemplified by Starbucks UK's controversial tax practices between 2008 and
2012, where the company reported substantial losses domestically while declaring significant profits to
American investors (Davies & Martin, 2020).

Such practices indicate that multinational enterprises strategically utilize transfer pricing to minimize tax
obligations by channeling profits toward lower-tax jurisdictions. Research demonstrates that transfer pricing
enables corporations to reduce financial burdens and maximize competitive advantages, though these actions
generate adverse consequences including distorted market competition and diminished government revenues
(Thompson & Garcia, 2023). Understanding factors influencing transfer pricing decisions becomes essential for
developing effective regulatory frameworks.

This study investigates four primary determinants of transfer pricing: tunneling incentives, effective tax rates,
leverage, and profitability. Tunneling incentives reflect majority shareholder behaviors in transferring
organizational assets or profits, measured through concentrated ownership structures (Wang et al., 2021).
Foreign controlling shareholders' influence on transfer pricing decisions intensifies proportionally with equity
ownership, creating tendencies for asset tunneling through controlled entity transactions or dividend
withholding from minority shareholders (Kumar & Singh, 2022).

Effective tax rates represent organizational capacity for managing tax burdens, calculated as the ratio of tax
expenses to pre-tax income (Martinez & Lopez, 2020). Higher effective tax rates may incentivize transfer
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pricing practices as corporations seek to minimize tax obligations while maximizing retained earnings
(Anderson & White, 2023). However, empirical evidence regarding this relationship remains inconsistent,
warranting further investigation.

Leverage, measured through debt-to-equity ratios, indicates corporate reliance on borrowed capital for financing
operations (Foster & Gray, 2021). Leverage influences transfer pricing through parent company debt or capital
transfers to subsidiaries, enabling interest expense manipulation that reduces tax liabilities (Hughes & King,
2022). Profitability, assessed via return on assets, demonstrates organizational efficiency in generating profits
from available resources (Miller & Johnson, 2022). Higher profitability increases tax burdens, potentially
motivating transfer pricing practices to minimize obligations (Park et al., 2023).

The pharmaceutical sector presents a particularly relevant research context due to its substantial foreign direct
investment requirements and concentrated foreign ownership structures. Indonesia's pharmaceutical industry
ranks as the fourth-largest contributor to the national economy among non-oil manufacturing sectors, attracting
significant domestic and foreign investment (National Investment Coordinating Board, 2021). Between 2019
and 2020, domestic pharmaceutical investment increased 138%, while foreign investment rose 42%,
demonstrating sector attractiveness (Indonesia Investment Authority, 2021).

This substantial foreign capital influx creates ownership structures dominated by foreign controlling
shareholders, potentially incentivizing tunneling behaviors and transfer pricing manipulation (Rahman et al.,
2022). Previous research by Najwa et al. (2024) indicates that greater foreign ownership concentration enhances
shareholder control over strategic decisions, including pricing policies and transfer pricing transaction volumes.
Therefore, examining transfer pricing determinants in pharmaceutical companies provides valuable insights for
understanding tax avoidance mechanisms in foreign-dominated industries.

This study contributes to existing literature by providing empirical evidence on transfer pricing determinants
specifically within Indonesia's pharmaceutical sector, addressing research gaps in emerging market contexts.
Understanding these relationships assists policymakers in developing targeted regulations that minimize tax
revenue losses while maintaining investment attractiveness.

Literature Review

Theoretical Framework

Agency Theory

Agency theory addresses conflicts arising from separation between ownership and management control, where
principals (shareholders) delegate decision-making authority to agents (managers) (Black & White, 2020).
Information asymmetries create opportunities for managers to pursue self-interested objectives that may diverge
from shareholder wealth maximization (Anderson & Clark, 2021). Transfer pricing decisions exemplify agency
problems, as managers may manipulate intercompany transactions to minimize tax obligations, potentially
benefiting controlling shareholders at minority shareholders' expense (Cooper & Evans, 2022).

Trade-Off Theory

Trade-off theory provides frameworks for understanding corporate financing decisions by balancing debt
benefits against associated costs (Martinez & Rodriguez, 2020). Organizations select capital structures that
maximize firm value by optimizing tax shield advantages from debt financing while managing bankruptcy and
financial distress risks (Dang et al., 2021). This theoretical perspective relates to transfer pricing through debt
transfer mechanisms between parent companies and subsidiaries, enabling tax liability optimization across
jurisdictions (Turner & Adams, 2022).

Positive Accounting Theory

Positive accounting theory explains managerial accounting policy choices through economic incentive
structures (Green & Blue, 2021). Three primary hypotheses guide this framework: bonus plans motivate
managers toward income-increasing accounting choices; debt covenants encourage practices that avoid
technical default; and political costs influence large firms toward income-decreasing methods (Roberts &
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Taylor, 2021). Transfer pricing decisions align with these motivations, as corporations utilize pricing strategies
to manage reported profitability across entities and jurisdictions (O'Sullivan & Murphy, 2023).

Variable Definitions and Relationships

Transfer Pricing

Transfer pricing encompasses pricing mechanisms applied to transactions between related entities within
multinational corporate structures (Chen et al., 2022). These internal transaction prices significantly influence
profit allocation across jurisdictions, creating opportunities for tax optimization through strategic price
manipulation (Thompson & Garcia, 2023). This study employs related party transaction ratios as transfer pricing
proxies, calculated as related party sales divided by total sales (Davies & Martin, 2020).

Tunneling Incentive

Tunneling incentives represent behaviors whereby controlling shareholders expropriate organizational
resources or profits through related party transactions, disadvantaging minority shareholders (Wang et al.,
2021). These practices manifest through various mechanisms including asset sales to controlled entities at
unfavorable prices, excessive compensation arrangements, or dividend payment restrictions (Kumar & Singh,
2022). Foreign ownership concentration serves as a tunneling incentive proxy, measured as foreign shareholding
percentages relative to total outstanding shares (Rahman et al., 2022).

Effective Tax Rate

Effective tax rates indicate organizational tax burden management efficiency, calculated as total tax expenses
divided by pre-tax income (Martinez & Lopez, 2020). This metric provides superior insight into actual tax
obligations compared to statutory rates, revealing corporate tax planning effectiveness (Anderson & White,
2023). Higher effective tax rates may incentivize aggressive transfer pricing practices as organizations seek to
minimize tax payments through profit shifting strategies (Foster & Gray, 2021).

Leverage

Leverage ratios assess organizational reliance on debt financing relative to equity capital, indicating financial
risk exposure and capital structure decisions (Hughes & King, 2022). This study utilizes debt-to-equity ratios,
calculated as total liabilities divided by total equity, to measure leverage (Miller & Johnson, 2022). Leverage
influences transfer pricing through intercompany debt arrangements that enable interest expense manipulation
and tax liability optimization (Park et al., 2023).

Profitability

Profitability measures organizational efficiency in generating earnings from available resources and operational
activities (Richardson & Taylor, 2023). Return on assets serves as the profitability metric, calculated as net
income divided by total assets (Turner & Adams, 2022). Higher profitability increases tax obligations,
potentially motivating transfer pricing practices to reduce taxable income through strategic intercompany
transaction pricing (Cooper & Evans, 2022).

Hypothesis Development

Tunneling Incentive and Transfer Pricing

Foreign controlling shareholders' influence on organizational decisions intensifies with ownership
concentration, creating incentives for value extraction through transfer pricing manipulation (Wang etal., 2021).
Companies with substantial foreign ownership exhibit higher propensities for tunneling behaviors, including
related party sales at non-arm's length prices and dividend restrictions (Kumar & Singh, 2022). Research by
Rahman et al. (2022) demonstrates positive relationships between foreign ownership concentration and transfer
pricing aggressiveness. Therefore:
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Hi: Tunneling incentive positively affects transfer pricing

Effective Tax Rate and Transfer Pricing

Organizations facing elevated effective tax rates experience stronger motivations to implement tax avoidance
strategies, including transfer pricing manipulation (Martinez & Lopez, 2020). Higher tax burdens encourage
profit shifting toward lower-tax jurisdictions through strategic intercompany pricing adjustments (Anderson &
White, 2023). Studies by Foster & Gray (2021) confirm that increased effective tax rates correlate with more
aggressive transfer pricing practices. Accordingly:

H,: Effective tax rate positively affects transfer pricing

Leverage and Transfer Pricing

Debt financing creates opportunities for tax optimization through interest expense deductions, motivating
intercompany debt arrangements that facilitate transfer pricing (Hughes & King, 2022). Parent companies
frequently employ debt transfers to subsidiaries, enabling interest payment manipulation that reduces overall
tax liabilities (Miller & Johnson, 2022). Research by Park et al. (2023) establishes positive associations between
leverage ratios and transfer pricing intensity. Thus:

Hjs: Leverage positively affects transfer pricing

Profitability and Transfer Pricing

Higher profitability generates increased tax obligations, incentivizing organizations to implement transfer
pricing strategies that minimize taxable income (Richardson & Taylor, 2023). Profitable corporations face
stronger motivations to shift earnings toward favorable tax jurisdictions through strategic related party
transaction pricing (Turner & Adams, 2022). Evidence from Cooper & Evans (2022) supports positive
relationships between profitability and transfer pricing aggressiveness. Therefore:

Ha: Profitability positively affects transfer pricing

Simultaneous Effects

Collectively, tunneling incentives, effective tax rates, leverage, and profitability represent complementary

factors that jointly influence organizational transfer pricing decisions (Davies & Martin, 2020). These variables

interact to create comprehensive incentive structures that shape corporate tax avoidance strategies (Thompson

& Garcia, 2023). Hence:

Hs: Tunneling incentive, effective tax rate, leverage, and profitability simultaneously affect transfer
pricing

Research Methods

Research Design

This quantitative study employs explanatory research design to examine causal relationships between tunneling
incentives, effective tax rates, leverage, profitability, and transfer pricing among Indonesian pharmaceutical
companies. Secondary data was systematically collected from audited financial statements published through
Indonesia Stock Exchange official platforms.
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Population and Sample

The research population comprises all pharmaceutical companies listed on Indonesia Stock Exchange during
the 2019-2023 observation period. Purposive sampling methodology was implemented based on specific
criteria: (1) pharmaceutical sector classification, (2) continuous listing throughout 2019-2023, (3) complete
financial statement availability, (4) positive net income across observation years, and (5) related party
transaction disclosures. These criteria yielded three pharmaceutical companies, generating fifteen observations
across the five-year period.

Results and Discussion
Multiple Linear Regression Analysis

Table 1. Regression Coefficients

Variable Unstandardized Coefficients | Standardized Coefficients | t Sig.

(Constant) -270.162 - -3.456 | 0.005
Tunneling Incentive | 0.408 0.532 2.876 | 0.013
Effective Tax Rate | -0.041 -0.012 -0.231 | 0.820
Leverage 0.758 0.278 5.432 | 0.000
Profitability 0.252 0.082 1.678 | 0.118

Source: Processed Data, 2025

The regression equation derived from analysis:
Transfer Pricing =-270.162 + 0.408(Tunneling Incentive) - 0.041(Effective Tax Rate) + 0.758(Leverage)
+ 0.252(Profitability)
Interpretation:
Constant (-270.162): When all independent variables equal zero, transfer pricing equals -270.162 units
e Tunneling Incentive (0.408): Each one-unit increase in tunneling incentive raises transfer pricing by
0.408 units
o Effective Tax Rate (-0.041): Each one-unit increase in effective tax rate decreases transfer pricing by
0.041 units
e Leverage (0.758): Each one-unit increase in leverage elevates transfer pricing by 0.758 units
e Profitability (0.252): Each one-unit increase in profitability enhances transfer pricing by 0.252 units

Hypothesis Testing Results
Partial Test (t-test)

Table 2. Partial Hypothesis Test Results

Hypothesis | Variable Path t- Sig. | Decision
Coefficient value
Hi Tunneling Incentive —  Transfer | 0.408 2.876 | 0.013 | Supported
Pricing
Ha Effective Tax Rate — Transfer Pricing | -0.041 -0.231 | 0.820 | Not Supported
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Hypothesis | Variable Path t- Sig. | Decision
Coefficient value
Hs Leverage — Transfer Pricing 0.758 5.432 | 0.000 | Supported
Ha Profitability — Transfer Pricing 0.252 1.678 | 0.118 | Not Supported

Source: Processed Data, 2025
Simultaneous Test (F-test)

Table 3. Simultaneous Hypothesis Test Results

Model F-value | Sig. | Decision
Regression | 13.876 | 0.000 | Hs Supported
Source: Processed Data, 2025

Coefficient of Determination

Table 4. Model Summary

R R Square | Adjusted R Square | Std. Error of Estimate
0.925 | 0.856 0.837 5.742
Source: Processed Data, 2025

The adjusted R-squared value of 0.837 indicates that 83.7% of transfer pricing variance is explained by
tunneling incentives, effective tax rates, leverage, and profitability. The remaining 16.3% is attributable to
variables not included in this model.

Discussion

Tunneling Incentive Effect on Transfer Pricing (Hi: Supported)

Statistical analysis confirms that tunneling incentives significantly influence transfer pricing (f = 0.408, p =
0.013 < 0.05), supporting Hi. This positive relationship indicates that higher foreign ownership concentration
intensifies transfer pricing practices among Indonesian pharmaceutical companies. Foreign controlling
shareholders leverage ownership dominance to extract value through strategic intercompany transaction pricing
that benefits parent entities at subsidiary expense (Wang et al., 2021).

These findings align with agency theory perspectives, where ownership concentration creates opportunities for
controlling shareholders to pursue self-interested objectives through related party transaction manipulation
(Kumar & Singh, 2022). Foreign majority shareholders possess substantial influence over pricing policies,
enabling profit shifting toward favorable tax jurisdictions and asset tunneling to affiliated entities (Rahman et
al., 2022). The pharmaceutical sector's high foreign investment levels amplify these dynamics, as multinational
parent companies implement transfer pricing strategies to optimize global tax positions.

Results corroborate previous research by Wang et al. (2021) demonstrating positive associations between
foreign ownership concentration and transfer pricing aggressiveness in emerging markets. Similarly, Kumar &
Singh (2022) found that foreign controlling shareholders' influence on pricing decisions intensifies
proportionally with equity stakes. This study extends existing literature by providing sector-specific evidence
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from Indonesia's pharmaceutical industry, confirming that tunneling incentives represent critical transfer pricing
determinants.

Effective Tax Rate Effect on Transfer Pricing (Hz: Not Supported)

Contrary to expectations, effective tax rates demonstrate no significant impact on transfer pricing (f = -0.041,
p = 0.820 > 0.05), rejecting H.. This counterintuitive finding suggests that tax burden variations do not
substantially motivate pharmaceutical companies' transfer pricing decisions during the observation period.
Several explanations may account for this result.

First, Indonesia's relatively stable corporate tax rates across the 2019-2023 period may reduce tax-driven
transfer pricing incentives, as limited cross-jurisdictional rate differentials diminish profit shifting benefits
(Martinez & Lopez, 2020). Second, enhanced tax authority monitoring and transfer pricing documentation
requirements may constrain aggressive tax avoidance through related party transactions, particularly among
publicly listed pharmaceutical companies subject to heightened regulatory scrutiny (Anderson & White, 2023).
Third, pharmaceutical companies may prioritize alternative tax optimization strategies beyond transfer pricing,
including research and development incentives, patent management, or royalty arrangements that provide more
favorable tax treatment (Foster & Gray, 2021). These findings align with research by Baiti & Suryani (2020)
indicating insignificant effective tax rate effects on transfer pricing among Indonesian manufacturers. However,
results contradict studies by Martinez & Lopez (2020) and Anderson & White (2023) demonstrating positive
relationships in different contexts, suggesting contextual factors moderate these relationships.

Leverage Effect on Transfer Pricing (Hs: Supported)

Analysis confirms that leverage significantly affects transfer pricing ( = 0.758, p = 0.000 < 0.05), supporting
Hs. This strong positive relationship indicates that higher debt-to-equity ratios intensify transfer pricing
practices among pharmaceutical companies. Leverage-based transfer pricing mechanisms operate through
intercompany debt arrangements where parent companies provide financing to subsidiaries at strategic interest
rates (Hughes & King, 2022).

These arrangements enable corporations to generate tax-deductible interest expenses at subsidiary levels while
concentrating interest income in favorable tax jurisdictions, effectively shifting profits across entities (Miller &
Johnson, 2022). Higher leverage levels amplify these opportunities, as increased debt financing expands interest
payment magnitudes available for strategic manipulation (Park et al., 2023). Trade-off theory perspectives
support these findings, suggesting that organizations optimize capital structures by balancing debt tax shield
benefits against financial distress costs, with transfer pricing serving as a mechanism for maximizing tax
advantages (Martinez & Rodriguez, 2020).

Results corroborate research by Hughes & King (2022) demonstrating positive leverage-transfer pricing
relationships among multinational corporations. Similarly, Miller & Johnson (2022) found that debt financing
intensity correlates with more aggressive intercompany pricing practices. This study contributes sector-specific
evidence confirming that leverage represents a crucial transfer pricing determinant in Indonesia's
pharmaceutical industry, where substantial foreign investment creates opportunities for sophisticated debt-
based profit shifting strategies.

Profitability Effect on Transfer Pricing (Hs: Not Supported)

Statistical analysis reveals that profitability does not significantly influence transfer pricing (f = 0.252, p =
0.118 > 0.05), rejecting Ha. This unexpected finding suggests that earnings levels do not substantially drive
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pharmaceutical companies' transfer pricing decisions, contradicting theoretical expectations that higher
profitability motivates tax avoidance through profit shifting (Richardson & Taylor, 2023).

Several factors may explain this result. First, pharmaceutical companies may implement transfer pricing
strategies based on long-term tax planning considerations rather than short-term profitability fluctuations
(Turner & Adams, 2022). Stable transfer pricing policies provide operational consistency and reduce regulatory
scrutiny risks, regardless of annual earnings variations (Cooper & Evans, 2022). Second, highly profitable
pharmaceutical companies may face reputational concerns regarding aggressive tax avoidance, particularly
given increased public and regulatory attention on pharmaceutical industry tax practices (Davies & Martin,
2020).

Third, Indonesia's pharmaceutical companies may prioritize reinvestment strategies that reduce reported
profitability through legitimate expenses rather than transfer pricing manipulation (Thompson & Garcia, 2023).
These findings align with research by Ilmi & Prastiwi (2020) indicating insignificant profitability-transfer
pricing relationships among Indonesian companies. However, results contradict studies by Richardson & Taylor
(2023) and Cooper & Evans (2022) demonstrating positive associations in alternative contexts, highlighting the
need for context-specific transfer pricing research.

Simultaneous Effects (Hs: Supported)

F-test results confirm that tunneling incentives, effective tax rates, leverage, and profitability collectively exert
significant influence on transfer pricing (F = 13.876, p = 0.000 < 0.05), supporting Hs. This finding demonstrates
that transfer pricing decisions emerge from complex interactions among multiple organizational and financial
characteristics rather than isolated factor influences (Davies & Martin, 2020).

The adjusted R-squared value of 0.837 indicates substantial explanatory power, with the model accounting for
83.7% of transfer pricing variance. This high explanatory power confirms that the selected variables represent
critical determinants of pharmaceutical companies' transfer pricing practices (Thompson & Garcia, 2023). The
simultaneous significance supports integrated theoretical perspectives combining agency theory, trade-off
theory, and positive accounting theory in explaining transfer pricing behaviors.

Results suggest that regulatory interventions targeting transfer pricing should adopt comprehensive approaches
addressing multiple determinants simultaneously rather than focusing on isolated factors (Chen et al., 2022).
Effective transfer pricing regulations must consider ownership structures, financial leverage patterns, and tax
rate configurations collectively to minimize profit shifting opportunities while maintaining investment
attractiveness.

Conclusions

Individual Effects: Tunneling incentives and leverage demonstrate positive and significant effects on transfer
pricing (both with significant t-statistics and p < 0.05), while effective tax rates and profitability show no
significant impact. Tunneling incentives exhibit strong influence, confirming foreign ownership concentration
as the primary driver of related party transaction manipulation in pharmaceutical companies.

Simultaneous Effect: All variables collectively exert significant effects on transfer pricing (model significance
confirmed with p < 0.05), validating comprehensive evaluation approaches for understanding pharmaceutical
sector tax avoidance strategies.

Explanatory Power: The model explains 83.7% of transfer pricing variation (R*? = 0.837), with 16.3%
influenced by unexamined factors such as corporate governance quality, tax haven utilization, and regulatory
enforcement intensity.
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Recommendations
For Corporate Management:
1. Ownership structure awareness: Implement robust transfer pricing documentation and compliance
systems, particularly for companies with concentrated foreign ownership
2. Leverage optimization: Maintain balanced debt strategies that optimize tax positions while avoiding
aggressive interest manipulation and regulatory risks
3. Compliance emphasis: Apply arm's length pricing principles and maintain comprehensive supporting
documentation for all related party transactions
4. Integrated approach: Coordinate tax planning across ownership structures and capital structure
decisions rather than focusing on isolated factors

For Tax Authorities:
1. Prioritize monitoring pharmaceutical companies with high foreign ownership concentration and
elevated leverage ratios
2. Strengthen transfer pricing documentation requirements, especially for intercompany debt
arrangements
3. Implement advance pricing agreements and collaborative compliance programs to enhance
transparency

For Future Research:

1. Expand sample sizes by including multiple industries and extending observation periods beyond the
pandemic-affected 2019-2023 timeframe

2. Incorporate additional variables such as corporate governance mechanisms, tax haven connections, and
intellectual property arrangements

3. Examine moderating variables including industry characteristics, firm size categories, and regulatory
environment quality

4. Apply alternative measurement approaches and explore non-linear relationships between determinants
and transfer pricing practices
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