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Abstract : Base Erosion and Profit Shifting (BEPS) issues have attracted many researches throughout the world. BEPS activities could reduce tax
revenues for countries that apply normal or high tax rates in their taxation systems, and could also encourage the creation of injustice in the global
economy. The aim of this study was to examine the mediation role of dislosure quality in the relationship between IFRS convergence and profit shifting
studies in multinational companies in Indonesia. The research used panel data with 63 samples of multinational corporations listed on the Indonesia
Stock Exchange 2012-2016 and tested the samples with Eviews program statistics tool. The results of the test conducted on direct relationship between
IFRS convergence and profit shifting showed that implementation of IFRS convergence in Indonesia had a negative influence and significant effect on
profit shifting. The results of the tests on the indirect relationship showed that IFRS convergence had significant affect to the improvement of disclosure
quality, the disclosure quality had positif impact and significant effect on profit shifting. Thus the mediation role of disclosure quality have not been
proven in this study. R2 showed an effect of 73,4% from the independent variable while other influences were caused by other variables.
Keywords: dislosure quality, IFRS convergence, profit shifting, multinational companies.
————————————————————

1.

INTRODUCTION

Economic globalization opens opportunities for unlimited
cross-border trade between countries. The mobility of
factors of production between countries reaches its peak
with the presence of multinational companies. Multinational
corporations run a variety of innovative and complex
business operations related to the distribution of profits,
including the shifting of profits earned to affiliated
companies in other countries. Big companies, such as IBM,
Ford, Exxon, Philips, Hitachi, British Petroleum, Renault,
Volkswagen, and Coca-Cola, have been world-renowned in
their operations. For this reason, it is becoming increasingly
difficult to calculate the distribution of profits generated by
international production to local people and foreigners .
With this challenge, global trade between countries
provides opportunities for multinational corporations to tax
avoidance and tax evasion through profit shifting (Omar &
Zolkaflil, 2015). The existence of corporate tax rate
differences between countries is one of the reasons why
multinational companies transfer their earnings to affiliated
companies in countries with lower taxes (Kratheim &
Eisenlohr, 2011). The profit movement activity between
companies that have a special relationship is known as
Base Erosion and Profit Shifting (BEPS), which is a tax
planning strategy that utilizes the gap and weaknesses
contained in domestic tax laws and regulations; the
objective is to_ "eliminate"_ profits or divert profits to other
countries that have low tax rates or those that are tax-free.
The ultimate goal is for companies to pay very little or no
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taxes on overall corporate earnings (OECD, 2013). Omar &
Zolkaflil (2015) observed that multinational corporation that
have affiliates in low-tax countries have a high tendency to
shift their profits to their affiliated companies. The
phenomenon of BEPS or profit shifting happens in many
countries across the world. In 2013, 362 of the Fortune 500
companies were found storing their cash funds in tax haven
countries by shifting profits to subsidiaries in the countries,
which resulted in the loss of large amounts of taxes to the
United States (Philip et al, 2014). Richardson & Taylor
(2014) stated that profit shifting made to multinationals in
the United States was motivated by the tax rates provided
by affiliated companies domiciled in countries with low tax
rates. Profit shifting motivated by the difference in tax rates
also occurs in multinational companies in Europe and China
(Dharmapala & Riedel, 2013; An & Tan, 2014). Transfer
pricing, capitalization assets and intangible assets become
tools for profit shifting. Omar & Zolkaflil (2015) found the
number of illicit financial flows in Malaysia in the years
2012, 2013, and 2014.
The Indonesian minister of finance Mr. Martowardojo,
stated that around 4,000 multinational companies based in
Indonesia are suspected of practicing profit shifting or
income transfers by paying taxes lower than they should
and causing state losses from tax avoidance cases
amounting to trillions of rupiah. Many multinational
companies use the transfer pricing tool to carry out profit
shifting because it is an optimal technique for allocating
costs and revenues among divisions, subsidiaries and
affiliated companies in multinational companies (Sikka &
Willmott, 2010). Profit shifting can create unhealthy
competition between business performers, creating injustice
to taxpayers who comply with the same policies, and
leading to inefficient allocation of resources. The negative
impact of profit shifting poses a serious risk to the tax
revenue of a country where multinational companies
operate and earn business profits. Profit shifting also brings
about the problem of unfair taxation for developed and
developing countries, especially for countries that apply
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normal tax rates. Several ways are used in profit shifting;
the first is through payment of management royalties for
intellectual property rights to the logo and brand to the
parent company. The second is when companies bought
raw materials at higher prices from other companies in one
group of that company that has low tax rates or vice versa.
The third; why is for companies to get debt to the parent
company and repay with high-interest installments as a
hidden dividend. Finally, the company could shift business
costs (such as the salaries of head office employees) to
companies in high-taxing countries, and any business
where the company's operational assets can be shifted and
carried out to distribute profits so that the expected
corporate profits can be achieved. Profit shifting is an act of
manipulating earnings or management earnings made
through company activities (Desai & Dharmapala, 2009; El
Diri, 2018). In the result of their research, Chen & Tsai
(2010) revealed that the motivation to engage in profit
shifting arises due to various motivations and pressures
from affiliated companies. Many efforts were made to limit
profit shifting by various countries, one of them in the
agreement among countries incorporated in the G20 to
implement International Financial Reporting Standards
(IFRS) which aims to improve the quality of corporate
financial statements so that the convergence of IFRS can
increase the effectiveness of international funds competition
and create more efficient international capital markets,
leading to lower costs of capital for the company. The IFRS
can improve transparency and the quality of financial
statements (DeFond et al., 2011; Neel, 2011; Barth et al.,
2012). Use of IFRS is principle-based process resulting in;
appraisal and measurement with fair value. More
relevant,complete and detailed disclosures give financial
reporting advantages describe the real situation in the
company. Theoretically IFRS-based financial statements
will improve the quality of financial statements presented by
reducing earnings management by the company. Previous
studies on the influence of IFRS on earnings management
found mixed results so that it could not provide clarity on
the direction of influence. Studies that found that IFRS
convergence had an effect on improving the quality of
financial reports by reducing management earnings include
Zeghal et al (2011), Nulla (2014), and Nouri & Abaoub
(2015). Different studies have also found that IFRS
adoption has no significant effect on both accrual earnings
management and real earnings management (Doukakis,
2014; Tendeloo & Vanstraelen, 2005). The results of
research conducted by Jeanjean and Stolowy (2007) said
that IFRS adoption in the three countries that adopted IFRS
in the first time in Australia, France and the United
Kingdom, earning management did not decrease, even
earnings management has increased in France. This
research is supported by research result of DeSimone
(2013) which showed that adoption of IFRS actually
increased the profit shifting behavior in multinational
companies, driven by bigger benchmark opportunities in
other companies with the same accounting standards.
Karampinis & Hevas (2013) and Noh et al (2014) say that
profit shifting increases during the IFRS implementation
period. Based on the explanation above, inconsistency of
previous research result becomes the basis and motivation
to re-examine the relationship and influence of IFRS on
earnings management with profit shifting. Researchers
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suspect that the influence of IFRS convergence did not
occur directly so that there are other variables that affect
the relationship between IFRS convergence and profit
shifting. The researchers added disclosure quality as a
mediating variable. This study will examine the role of
disclosure quality as a mediating variable in the relationship
between IFRS convergence and profit shifting.

2.

LITERATURE REVIEW AND
HYPOTHESES DEVELOPMENT

This study uses the perspective of Agency theory (Jensen
& Mecling, 1976). Agency theory explains the relationship
between the owners as the principals and management as
an agent. Management as an agent is morally responsible
for optimizing the profits of the owners and agent will
receive compensation in accordance with the contract.
Differences in interests between principals and agents
make the agency problem, which each party has an interest
in itself. Gilson and Gordon (2003) explain that there are
two sides of view that can cause agency problems. The first
agency problem is the agency problem that arises between
shareholders and managers which is known as a classic
agency problem. This problem caused due to the
separation of ownership and control rights. While the
second agency problem is problem between controlling
shareholders and non-controlling shareholders that arises
due to the separation between control rights and cash flow
rights. Earnings management by profit shifting is possible in
multinational companies, where control is performed on the
holding company. The holding company has the right of
control and the right of large cash flow, which causes the
expropriation of benefits done by the controlling
shareholder to hurt the non-controlling shareholder. The
greater number of voting rights results in the controlling
shareholder being able to control the company according to
their interests. This causes agency problems between the
controlling and non-controlling shareholders. According to
Villaloga & Amit (2006) this conflict includes agency
problem 2 where the controlling shareholder can act as an
agent and have the power to manage the company, while
the non-controlling shareholder as the principal cannot
participate in controlling the company due to limited
ownership of its shares. IFRS convergence in agency
theory concepts is placed in the control function. As a
reporting perspective, the convergence is conducted by
other stakeholders interested in financial reporting in this
case the regulators and shareholders who have no control
in monitoring management work. The application of IFRS
by companies can reduce the information asymmetry
conveyed by management and improve the quality of
financial reports. The quality of the financial statements
projected in earning quality states that IFRS implementation
has an effect of increasing earning quality in the dimensions
of value relevance, persistency and predictability in
earnings and reducing income smoothing (Nulla, 2014).
The results of the same study in France by Nouri & Abaoub
(2015) stated that the introduction of IFRS from 2005 to
2011 to companies in France had an effect of reducing the
level of earnings management. Based on the theory and the
results of previous research, the research, a research
hypothesis is proposed below:
H1: IFRS convergence has a negative effect on profit
shifting
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Disclosure quality can help in ensuring that financial
information is more transparent, relevant and reliable, so
that users of accounting information can see the actual
condition of the company, and use it as part of the
considerations in decision making. Sun (2010) and Gao
(2010) stated that disclosure quality helps users to interpret
the company's asset position more clearly, and can reduce
the cost of capital so as to improve investor's welfare. The
adoption of IFRS can play a role in enhancing oversight by
disclosure through certain forms that are used so as to
increase revenue (Blouin et al, 2010) and also to increase
the comparability of the information presented in the
financial statements (Mardini, 2012). The impact of IFRS
adoption as a financial reporting standard for multinational
corporations on the disclosure of financial information is
more comparable to that between company segments
(Mardini et al, 2012). The results of the research by Mardini
et al indicate that companies that adopt IFRS show
improved disclosure in the corporate segment than firms
that do not adopt it. Blouin et al (2010) also stateds that the
application of IFRS (FIN No. 48, Accounting for Uncertainty
in Income Taxes) causes companies to increase disclosure
on tax reserves and give effect to share capital. The
increase in disclosure is useful for improving the quality and
integrity of corporate information and can reduce earnings
management. However, at the optimum level the increase
in disclosure reduces the actual performance of the
company with environmental monitoring for example
(Bazrafshan et al, 2015). Borkowski & Gaffney (2012) who
conducted research in the United States found that the
application of IFRS in its interpretation (FIN 48) influenced
the increased disclosure of transfer pricing activities in
corporate financial reporting that adopted it. Disclosure
quality can improve the quality and quantity of information
about transactions in tax relations and financial statements
to make it more transparent and easily understood by
external users. The quality of disclosure measured by the
disclosure completeness through the 10-Qs and 10-Ks form
in 100 companies can improve the information for the tax
authorities and reduce earning management (Blouin et al,
2010). Based on the above explanation, a research
hypothesis
is
proposed
as
follows:
H2: IFRS convergence has positive effects on disclosure
quality
Disclosure is helpful for users of financial statements. For
financial statement to be understood and to avoid
misinterpretation, then the information presented in the
statements must be accompanied by adequate disclosure.
The existence of disclosure in a company is very important
amid conditions of market, uncertainty, the value of relevant
and reliable information is reflected in it. The asymmetry of
information that occurs between managers and owners in
the agency theory causes the owner to not be able to
supervise the overall performance as a whole. This causes
the manager to take advantage of the flexibility he/she has
for earning management. A level of disclosure that is closer
to full disclosure can reduce the asymmetry of information.
Several studies supporting the role of disclosure quality
state that high quality disclosure quality increases when
IFRS is adopted and can increase price efficiency and
reduce cost of capital when information asymmetry is high
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in the period of stock offering (Baron & Qu, 2014). Mekley
(2014) also said that the information submitted by corporate
managers during the disclosure provides relevant
information about the company's earnings performance.
Increasing the information contained in the disclosure of the
company's financial statements will reduce the information
asymmetry. This means that the increased quality of
information disclosed causes a reduction in the manager's
flexibility to perform profit management activities. Pour &
Arabi (2015) note that if more information is disclosed,
information asymmetry between shareholders and
managers will decrease. Their observation supports the
results of a study by Lobo & Zhou (2001), which found that
the quality of the disclosure was negatively correlated with
earning management. This means that low disclosure tends
to give companies greater opportunity for earnings
management and tend to have low disclosure quality. This
discussion produces the H3 hypothesis:
H3: Disclosure quality has negative effects on profit shifting
and is a mediation variable in the relationship between
IFRS convergence and profit shifting.

3.

RESEARCH DESIGN

3.1. Sample and Data
The study used multinational companies located in
Indonesia and listed on the Indonesia Stock Exchange
(BEI) in the period 2012-2016 as a subsidiaries where the
parent companies were located in other countries outside
Indonesia. This research used a purposive sampling
technique that involves selecting sample subjects according
a set of criteria results in subjects who can provide the best
information and are needed in the analysis of the research.
Sample selection was based on the following criteria: An
Indonesian subsidiary of a multinational company, for which
the parent company is located outside Indonesia (abroad);
a minimum of 50% share ownership assuming the
subsidiary is under control. The samples have data for
measuring all used as Earning fefore Interest and Tax
(EBIT), fixed assets, cost of employees, Gross Domestic
Product (GDP), differences in tax rate between the
subsidiary company and the parent company.
3.2. Performance Indicators
3.2.1. Profit shifting
Profit shifting is the activity of moving a company's profit to
an affiliated company in another country, motivated by a
difference in corporate tax rate between two countries
(OECD, 2013). To measure of profit shifting measurements
from Kristiaji (2015), who developed models on causality
relationship between tax policy and profit before tax from
Hines & Rice (1994) and Grubert & Mutti (1991) were
adopted as in the equation below:
LogPTI = b0 + b1(τi – τp) + b2LogAssets +
b3LogComp + b4LogGDP +e ............(1)
LogPTI is profit shifting as measured by using natural
logarithm to measure profit before interest tax (EBIT) as a
linear function of the difference of tax rates of the
multinational corporation. Coefficient b1 gives an influence
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based on the estimation of the difference between parent
(parent) and subsidiary (parent) tax rate. LogAssets is a
proxy for fixed assets, LogComp is a proxy for
compensation or labor costs, and LogGDP is a measure of
productivity measured by the GDP per capita
3.2.2. IFRS Convergence
The IFRS convergence variable is a variable that indicates
the conditions of adoption and implementation of the IFRS
in Indonesia. Indonesia implemented IFRS gradually
starting in 2008. The study adopted the formula for the
measurement of IFRS convergence variables from Hastuti's
(2017) study, which was founded on Ding et al (2007) with
some
modifications
and
adjustments
for
IFRS
implementation in Indonesia. The formula is given by ratio
between accounting standards applied by the company and
the number of accounting standards issued by professions
that are relevant to multinational companies. Measurement
of IFRS convergence effect on tax avoidance motivation
through profit shifting is given by equation (2) below:
LogPTI = b0 + b1(τi – τp)+ b2IFRS + b3(τi – τp)*IFRS
+ b4LogAssets + b5LogComp + b6LogGDP + e
.....................(2)
Coefficient b1 gives an influence based on the estimation of
the difference between parent (parent) and subsidiary
(parent) tax rate. IFRS convergence variable is a variable
that shows the ratio of the number of standards applied by
each company to the number of accounting standards
issued by the profession (IAI) that are relevant to
multinational companies. The coefficient b2 gives the effect
of IFRS convergence on the company. The b3 coefficient
influences the interaction between tax rates and IFRS on
profit shifting.

LogPTI = b0 + b1(τi – τp) + b3IFRS + b4(τi – τp)*IFRS
+ b5DQ +b6(τi – τp)*DQ+ b7LogAssets + b8LogComp
+ b9LogGDP + e2 .....................(4)
Coefficient b1 gives an influence based on the estimation of
the difference between parent (parent) and subsidiary
(parent) tax rate. The coefficient b2 gives the effect of IFRS
convergence on disclosure quality. The b3 coefficient
influences IFRS on profit shifting. The coefficient b4 is the
interaction of the difference in tax rates, and IFRS, while the
coefficient b5 is the influence of disclosure quality on profit
shifting. b6 is the interaction of differences in tax levels and
disclosure quality.
3.4. Control Variabel
LogAssets is a proxy for fixed assets, LogComp is a proxy
for compensation or labor costs, while LogGDP measures
the level of productivity by measuring the GDP per capita.
LogAssets, LogComp and LogGDP control the expected
production factors to predict actual taxable income.
LogAssets and LogComp also help control every potential
difference in the application of IFRS convergence according
to the level.
3.5. Analysis of Results
Descriptive statistics are presented in table 1 below
Table 1
Descriptive Statistics
Variable
LogPTI
DeltaTax
IFRS

3.3. Disclosure Quality
Disclosure is defined as not covering or hiding. Disclosure
in financial statements means providing useful data that is
informative to decision makers. Completeness of the
information that should be disclosed in financial statements
depends on the expertise of the reader, as well as the
standards set by the regulator. The level of disclosure of
company information is measured using the disclosure
index. To measure the level of completeness of disclosure
a content analysis of the sample company's financial
statements is used in the form of a disclosure index without
weighting. Content analysis is a research method that uses
a set of procedures to make estimates of a text, making a
list of mandatory and voluntary disclosure items based on a
list of items that have been done by previous researchers
with reference to the disclosure quality dimensions from
the International Accounting Standards Board (Mensah,
2013). The checklist or list of items in this study has been
adjusted based on the decision letter of the chairman of the
Capital Market and Financial Institution Supervisory Agency
(Bapepam) Number: KEP-347/ BL/2012 about the
presentation and disclosure of financial statements of
issuers or public companies. To examine the mediating
effect of disclosure quality, the two equations below were
used:
DQ
= b0 + b2IFRS + e1..............(3)
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Mean

Minimum

Maximum

Std Deviation

140771,4

-126641

3725046

424497,4

4,8719

-15

25

9,1872

0,5086

0,2653

0,9388

0,1024

LogAssets

643603,8

579

11218667

1343393

LogComp

50764,03

-269000

1171480

147850

LogGDP

3541,008

3334,55

3687,95

121,7329

64,473

32

82

9,33499

DQ

The profit shifting variable has a maximum value of
3,725,046, a minimum value of -126,641 an average value
of 140,771.4 and a standard deviation of 424,497.4.
Deltatax variable has maximum value of 25, a minimum
value of -15, an average value of 4.8719 and a standard
deviation of of 9.1872. The IFRS convergence variable has
a maximum value of 0.9388, a minimum value of 0.2653, an
average value of 0.5086, and a standard deviation of
0.1024. Disclosure quality variable has a maximum value of
82, a minimum value of 32, an average value of 64.473,
and a standard deviation of 9.33499To test H1 the relation
between variable the IFRS convergence variable and profit
shifting was established equation below:
LogPTI = b0 + b1(τi – τp)+ b2IFRS + b3(τi – τp)*IFRS +
b4LogAssets + b5LogComp + b6LogGDP + e
The result of panel data test and hypothesis H1 test is
shown in table 2 below
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Regression test results in equation 2 showed that IFRS
convergence had a positive influence on the coefficient
13.37089 and a significant effect (0.0092) on dislosure
quality. The test results therefore support hypothesis H2.
The results of this test are in accordance with the research
conducted by Blouin et al (2010), Mardini et al (2012) and
Borkowski and Gafney (2012).

Table 2
Panel data test and hypothesis H1 test
Variable

Coefficient

t-Statistic

Probability

Intercept

-33,08529

-1,892315

0,0596

DeltaTax

-0,005337

-0,151559

0,8797

IFRS
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Table 4
Panel data Test and hyphotesis H3 test

-2,0853382

-2,422218

0,0161 *

DeltaTax*IFRS

0,010705

0,153220

0,8783

LogAssets

0,346585

5,903523

0,0000

Intercept

-36,01549

-2,071741

0,0393

LogComp

0,666623

10,27719

0,0000

DeltaTax

0,023439

0,407140

0,6843

LogGDP

4,146930

1,9371

0,0538

IFRS

-2,265296

-2,638757

0,0088 *

DeltaTax*IFRS

0,018315

0,257954

0,7967

DQ

0,032211

2,629050

0,0091 *

DeltaTax*DQ

-0,000446

-0,510680

0,6100

Variable

Coefficient

t-Statistic

Probability

R-Squared

0,725349

Adjusted R-squared

0,718809

F-statisticc

110,9212

LogAssets

0,339669

5,807998

0,0000

Prob(F-statistic)

0,000000

LogComp

0,606080

8,964381

0,0000

LogGDP

4,334554

2,042772

0,0421

R-Squared

0,734021

Adjusted R-squared

0,725510

F-statisticc

86,24041

Prob(F-statistic)

0,000000

*Significant on level 5%, **significant on level 10%
The panel data regression results in equation 1 showed that
the relationship between the dependent variable of IFRS
convergence and profit shifting. The table results found
evidence that IFRS convergence has a negative coefficient
-2.085383 and significant effect on value 0.0161 on profit
shifting. The study showed that IFRS convergence has a
negative impact but was significant effect on profit shifting.
So this result support hypothesis H1. This finding is
different to De Simone's (2007) study. The theoretically
IFRS implementation will improve of financial reporting
quality by reducing management earnings including
earnings management through profit shifting according to
the results of Zeghal et al (2011), Nulla (2014), and Nouri &
Abaoub (2015). To test H2 and H3, the mediating role of
disclosure quality variable the relationship between IFRS
convergence and profit shifting the following equation was
used:
DQ
= b0 + b2IFRS + e1
LogPTI = b0 + b1(τi – τp) + b3IFRS + b4(τi – τp)*IFRS + b5DQ
+b6(τi – τp)*DQ+ b7LogAssets + b8LogComp + b9LogGDP +
e2
The data panel test results and hypothesis testing for H2
and H3 are shown in table 3 and Table 4.
Table 3
Panel data Test and hypothesis H2 test
Variable

Coefficient

t-Statistic

Probability

Intercept

57,67308

21,78680

0,0000

IFRS

13,37089

2,620208

0,0092 *

R-Squared

0,021464

Adjusted R-squared

0,018337

F-statisticc

6,865492

Prob(F-statistic)
0,009216
*Significant on level 5%, **significant on level 10%

Regression test results in table 4 showed that IFRS
convergence had a negative influence on the coefficient (2.265296) and was had significant effect (0.0088) on profit
shifting. Disclosure Quality had a positive influence on
coefficient (0.032211) and was had a significant effect
(0.0091) on profit shifting. Interaction differences of tax rate
and IFRS have a positif influencce on coefficient (0.018315)
but effect effect on profit shifting was insignificant (0.7967).
The interaction difference of tax rate and disclosure quality
have a negative impact on coefficient (-0.000446) but an
insignificant effect on profit shifting (0.6100). The results of
this test do not support hypothesis H3 which stated in
theory that dislosure quality will reduce profit shifting.
Disclosure quality had not proven to be a mediating
variable in the relationship between IFRS convergence and
profit shifting.

4. CONCLUSIONS AND
RECOMMENDATIONS
The findings of the study examining the mediating role of
dislosure quality on the relationship between IFRS
convergence and profit shifting in multinational companies
in Indonesia showed that the implementation of IFRS
convergence in Indonesia can reduce the profit shifting
behavior, and the implementation of IFRS convergence can
affect the quality of disclosure but disclosure quality has
positif significant on profit shifting. Therefore the mediation
role of disclosure quality was not proven in this study. R2
showed an effect of 73.4% from the independent variable
while other influences were caused by other variables. The
results of this study contribute to the evidence of empirical
results on the benefits of government policies in the
implementation of IFRS convergence in Indonesia, in
accordance with the agreement among G20 member
countries aimed at improving the quality of financial
reporting of companies in Indonesia so as to reduce profit
shifting. The findings of the study also provide the expected
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theoretical implications for policy makers and investors in
understanding IFRS convergence in IndonesiaThis study
has limited data on multinational companies domiciled in
Indonesia, which act as subsidiaries and have holding
companies in other countries and in which they have more
than 50% ownership (according to accounting standard No.
65). Future research can develop variables and samples
not only for Indonesia but for developing countries that have
different characteristics in the application of IFRS. They can
also add other independent variables.
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