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ABSTRACT

The study which follows contains a report of the development of
the Indonesian tax reform. Special emphasis 1is placed on the inter-
action of administrative issues and economic analysis. Chapters contain
an analysis of the problems with the o0ld Indonesian tax system and how
the tax reform developeq in response to the existing structure; issues
in capital taxation; and the approach to the taxation of labor income.
Appendices contain detailed descriptions of the o0ld and new tax laws;
special studies of specific aspects of the tax reform; and a list of

members who contributed to the tax reform effort.
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INTRODUCTION AND SUMMARY

1. A new tax system was enacted by the Indonesian Parliament in
December 1983. The new tax system replaces income and sales tax laws
enacted by the Dutch Colonial ‘Government, as well as all subsequent
amendments._l/ The tax reform effort was financed by the Indonesian
Ministry of Finance. An international group of twenty-eight economists,
computer scientists, lawyers, and accountants were responsible for the
studies and the development of the initial reform proposals. 2/ The
purpose of this study is to present a descriptive analysis of the tax
reform project and its economic underpinnings._é/

2. This study 1s divided into three major parts. The main
chapters contain a description and analysis of how the tax rfeform group
applied its collective talent to the process and desiéﬁ of tax reform in
a developing country. Because of the emphasis placed on administrative
issues, Chapter 1 contains an extensive analysis .of the interaction of
economic and administrative comnsiderations which developed during the
course of the tax reform effort. Chapter 2 contains a discussion of
capital taxation in an open economy context and how this approach was
used to develop specific proposals. Chapter 3 contains a brief
description of the approach adopted for the taxation of labor hxmme.fy
The intent of this approach is to provide a basic framework of analysis
regarding these specific issues which might be considered by other

countries,
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3. The appendices contain specific detalls of the old and new
Indonesian tax laws, revenue statistics, and special studies. A
comparative description of the old and new tax laws is contained in
Appendix 1. Appendicies II-VI provide special analyses of specific
topics in Indonesian taxation (tax holidays, depreciation and inflation,
source rules and forelgn tax credits, revenue estimating in a particular
sector and incentives to issue shares of corporate stock to the
public). Appendix VII contains an analysis of the adjustments necessary
to accommodate the existing production sharing contracts in the oil
sector. Appendix VIII contains the list of members involved in the tax
reform effort.

4, The remainder of this chapter contains comments on the general
approach to tax reform and the particulars of the Indonesian tax reform.

Economic Analysis and Tax Reform

5. Standard public finance theory includes a special role for the
government. Subject to various constraints, the government is assumed
to effectively behave as a price discriminating monopolist, accordingly
taking into account its various own and cross price effects in the
design of efficient tax policy. The results which are derived from this
approach provide guidelines for empirically important parameters (e.g.,
cross-price elasticities for leisure and other goods) and provide basic
principles for tax design.

6. For the applied economists, the art of tax design 1s to
incorporate efficiency considerations into a tax system which can be
administered and which is perceived to be fair. The application of

economic principles is tempered by economically arbitrary rules (e.g.,




source rules, transfer pricing rules, etc.), institutional forces, and
the resource cost of fax administration. The compromise of some
efficiency considerations is inevitable. 1In this context an important
role of economic analysis is to provide a system where trade—offs and
complementarities between efficiency and adminisfrative costs can be
identified. Thus a major thrust of the current study is devoted to how
administrative effects and public perceptions were explicitly included
in the tax reform.

7. While specific proposals implemented in Indonesia might not be
appropriate 1in other contexts, the following general considerations
would be part of a tax reform effort in any developing country.

i. There are clear gains from a Fax administration system
which 1s depersonalized. Almost any method of tax
administration which 1imits the ability of tax
administrators and taxpayers to bargain over taxes will
enhance the viability of the system and keep corruption
opportunities to a minimum.

ii, The real advantage a government has in the taxation area
is that it can capture most of its share of resources
before payments are made to individuals. There will
always be an incentive for individuals to avoid paying
taxes but this can be altered by ensuring that a
significant portion of the taxes are collected through
uniform withholding methods.

iidi. In general, tax incentives (e.g., for investment) are

costly to administer, and they provide a basis for claims




of discriminatory treatment. These costs must be weighed
against any sccial gains which might accrue from such
discrimination.

iv. Where arbitrary rules are to be made (e.g., in net worth
comparisons for income tax purposes), clear standards
should be developed and the rules should be in the public
domain,

Ve The tax system itself should be flexible and responsive
to changes in the economic enviromment. Tax policy is
not a rigid set of rules but, 1like any economic
enterprise, a framework that must adapt to changes in the

economic environment.

Context of the Indonesian Reform

The Influence of 0il

8. Growth in Indonesia has been financed in large part by changes
in the relative price of natural resources and changes in the country's
share of revenues from natural resource projects.‘.éf This 1is
illustrated in Figure 1, where oil and gas revenues as a proportion of
GDP increase from 1.2% of GDP in 1968 to a peak of 16.0%Z in 1981, These
revenues, combined with growth in other sectors have enabled Indonesia
to enjoy an average real rate of growth in GDP of 7.3% per annum since
1968. 6/ Since 1975 the share of government spending has been in excess
of 257 of GDP. 7/ 1In large measure, this level of government spending
has been financed by oll revenues and has been used to engage in an

aggressive program of development spending.
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9. The increase in oil revenues has had other fiscal effects., In
particular, the o1l revenues have provided a revenue cushion for
Indonesia which has enabled the country to de—emphasize other sources of
revenue. As shown in Figure 1, the share of non-oil tax revenues as a
proportion of GDP has never exceeded 9%, and this share has fallen since
1978. 8/ The de-emphasis of other revenue sources during this period is
not in itself a cause for concern. If the non-o0il taxation system
operates efficiently, there 1s ample justification for decreasing the
effective tax rates on labor and non-oll revenue sources when large
natural resource rents exist.

10. The Indonesian non-oll tax system was not efficient in either
an economic or an administrative sense, This fact, combined with the
foresight of officials in the Ministry of Finance, was the basic impetus
for the tax reform. It is clear from Figure 1 that efforts to collect
non-oil tax revenues were negatively correlated with o0il revenues.
Howaver, it was equally clear at the end of 1980 that Indonesia could
not expect to benefit from oil revenues over the long run at the expense
of lower tax effort in other sectors, for a number of reasons:

i. There is some question as to whether the use of enclave
revenues such as those from o0il to purchase non-
tradeables such as domestic services 1is a prudent
policy. (This problem has been called "Dutch Disease”
and generally occurs after a substantial change in the
relative price of a tradeable commodity such as oil.
This change in relative prices forces adjustment in the

domestic economy (e.g., an increase in unemployment) as
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the country moves to a more capital-intensive mode of
production. If the absorptive capacity of the local
economy is small (in the sense that the short-run supply
of non-tradeables is relatively inelastic), inflationary
pressures may be generated, particularly in a fixed
exchange rate regime.} 9/

ii. The non—-oll tax system itself was outmoded and difficult
to administer.

iii. The reliance on one commodity for such a large share of
revenues exposed the country to revenue shortfalls and
windfall gains. The lack of revenue diversification,

combined with the foreseen decline in o0il production

indicated that planning for future sources of revenue was

important.
iv. The government has committed itself to an aggressive
development program. It was felt that the share of

government = expenditures could not decline in the
foreseeable future even if oll revenues declined.
11. For these reasons, the Ministry of Finance commissioned the tax

reform studies.

Policy Context of the Reform

12, The Indonesian tax reform was implemented to coincide with the
development of the five-year plan beginning in 1984, The tax reform was
one of slix major policy changes made during this period. The thrust of

the combined policies was to narrow projected deficits as well as to




position the economy for growth in the post-1983 period. the other

policies were:

(1) Further reduction in budgetary subsidies on domestic

consumption of refined petroleum products.

(ii) Adoption of an austere non—-capital budget.

(1i1) A devaluation of the rupiah from 700 to 970 per U.S.
dollar in 1983.

(iv) A total of eight billion dollars (U.S.) in cutbacks and
postponements of large capital-intensive projects.

(v) Financlal liberalization and reform via deregulation of
domestic interest rates and simplification of the
procedures of the Central Bank.

13. It is against this backdrop that the tax reform studies were

commissioned and developed.
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Chapter 1

REFORMING THE SYSTEM OF TAX ADMINISTRATION

Introduction

1. The purpose of this chapter is to provide a description of: 1)
the administrative problems with the previous Indonesian tax system; 2)
how these problems were manifest in practice; and 3) how the problems
were addressed in the reformed system.

2. Incentives for non-compliance and corruption are endemic to all
tax systems. These problems include public understanding regarding the
tax administration, ambiguity in laws and regulations, competence of the
tax administration, and incentives created by the tax administration
process for both administrators and taxpayers. Simply stated, tax
systems of any type are costly to administer and to enforce._i/ Trade-
offs will always exist between the traditional economic incentives
created by the tax system and the abi.ity of the government and the
taxpayer to comply with the tax rules. 2/

Sources of Administrative Problems with the 0ld Tax System Personal

Income Tax

3. Under the old income tax law different "types" of income were
treated differently for income tax purposes. -2/ For instance,
"honoraria" were taxed at a flat rate of 10% while wages and salaries
were taxed at rates ranging up to 50%. Certain types of interest income
and capital gains were exempt. Dividends paid by some firms were exempt

for a specified period. 4/ Certain types of other income were exempt
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(e.g., earnings of chess players). Income from sources "without”
Indonesia was treated differently._éj Finally, specific types of "in-
kind” dincome were subject to tax. Taxable in-kind income included
certain fringe benefits (cars, housing, etc.) provided by employers, and
the imputed income from owner-occupied housing.

b Two problems result from the differential taxation of various
types of income. First, the different types of income must be
empirically defined, and both income and expenses must be attributed to
certain activities._§/ For instance, in order to distinguish the return
on initial investment from dividends or capital gains, accounting
procedures and definitions are necessary. In addition, the legal
definition of such income items as "honoraria”, as ;pposed to such terms
as "consulting fees”, must be specified. Second, once definitions are
constructed, there i1s an incentive for individuals to restructure
transactions and to use the definitions and attribution rules to avoid
(or to reduce) tax payments. For instance, wages and salaries could be
merely designated as "honoraria” or interest expenses on loans used to
purchase tax exempt securities could be attributed to business
operations and thus be deductible.

5. These problems were exacerbated in Indonesia by the lack of
uniform, publically known definitions. jy Accounting definitions were
supposedly related to standard accounting principles. However, mno
irdependent body such as the Financial Accounting Standards Board

existed in Indomesia. Thus, tax administrators had considerable
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latitude in both the application of definitions as well as with respect
to the definitions themselves. 8/

Business Taxation

6. Numerous (and often contradictory) business tax incentives were
part of phe nld law. These incentives included: a) reduced rates for
submitting audited returns; b) reduced rates for selling shares on the
Jakarta Stock Exchange; c¢) tax holidays of various durations; d)
accelerated depreciation; e) investment allowances; and f) incentives
for expanding employment and foreign exchange earnings. Many of these
incentives were negotiated between investors and the investment review
board (BKPM) as part of an overall package of tax incentives and
performance requirements. The presence of these incentives (and
relatively rapid change in both the design and structure of the
incentives) meant that firms in the same industry were taxed under
different rules, and that the same firm faced a different tax regime at
different points in time. 9/

7. In addition to the economic effects _lg/ created by the
differential incentives, numerous administrative problems were
created., First, there was a lack of communication between auditors in
the tax department and the Investment Review Board (BKPM). Some
auditors did not know what incentives were available to firms and thus
audit conflicts resulted. Second, some firms did not file returns
during the tax holiday period, or simply filed blank returns. This
behavior made it difficult to audit returns once the holiday period

ended. ilj Third, the tax returns themselves did not contain enough
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standardized information to perform simple audit and cross-checks. igj
The lack of standardization of simple income statements and balance
sheets forced auditors to resort to the financial statements of the
firms. These financial statements were not standardized and on many
occasions were unaudited. Thus, cross—firm comparisons as well as
intertemporal comparisons of the same firm were difficult to comnstruct.

8. Adjustments to income were made by firms based on their
perceptions of standard accounting procedures while tax auditors often
had different and/or conflicting standards. The lack of standards made

administration of such things as transfer pricing, capitalization,

attribution of expenses difficult. Adjustments to receipts and expenses

based on the "check price"” method were common. Check prices (or
administered prices) were used to compute import, export, and sales
taxes. 13/ These prices were used by auditors (and some firms) to
compute Income and expenses for income tax purposes. However, check
prices were also used as a policy tool to promote (or deter) imports,
exports, and other types of activity, and it is not clear that these
prices had any relationship to underlying economic realityo‘iﬁ/ There
was no known legal or accounting precedent for the use of check prices
in the income taxation area. Thus, conflicts between the taxpayer and
the tax administration resulted.

9. Finally, numerous businesses were either relatively small
proprietorships, professional organizations (e.g., doctors), or family
run businesses. A lack of business accounting appeared to be the rule

rather than the exception. The non existence of uniform publically
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available norms gave considerable scope to auditors in the application
of income and net worth comparisons.,

Sales Taxation

10. Sales taxes were imposed on three different types of
transactions. 15/:

(1) Sales taxes on manufactured items. (Tax collected on the

delivery of goods by the producer.)
(ii) Sales taxes on services (e.g. lawyers, accountants,
construction, etc.).
(11i) Sales taxes on imports.

11. Legallv, the taxpayer was the provider of the good or
service. The tax rates varied depending on the type of tax and the
commodity. The manufacturers' sales tax rate was a maximum of 10%. The
sales tax rate on services was 2.5%7 and the import sales tax varied from
0-807%, according to the commodity subject to tax._lé/
12, Numerous exemptions were allowed under the sales tax system for
certain commodities considered essential and for "small firms"”. In
general, the sales taxes were based on ad valorem values, although a
check price was used to adjust for perceived transfer pricing problems.
13. The variance in rates across commodities and within commodity
groups, depending on source (imports were taxed at rates different from
those on domestic production for the same item and exempt firms were not
taxed at all), increased the administrative burden on both taxpayer and
administrator._il/ Commodities had to be classified, and the source of

the good had to be identified. 1In addition, the import tax rate and the

Capt-1/45-2//08-15-85:gj¢/02-19-86:jo




check price system could both be used to alter the level of domestic
protection. In some cases, it was found that "check prices” were lower
or higher than actual market prices for certain commodities. Thus,
holding the legislated tax rate constant, the effective tax rate on such
commodities was below/above that on commodities which were taxed based
on market prices. Finally, there was no clear delineation of
responsibility with regard to the computation and maintenance of check
prices for tax purposes. 18/

Administrative Structure and Controls

Information Systems and Taxpayer Identification

14, The tax department did not own nor did it have access to modern
information processing. There did not exist a master tax file nor a
system of unique taxpayer identification numbers for either individuals
or firms. 12/ Even with a minimal number of taxable transactions, the
labor intensive receipts and cross-checking system was cumbersome and
caused delays. In addition, the lack of a master tax file made it
difficult to monitor estimated payments, taxpayer status (active, non-
active, delinquent, etc.), and the tax administrator responsible for
audits and field work. This lack of knowledge about auditors and
collection agents gave substantial autonomy to individual tax
administrators in determining which individuals and firms to audit and
from which to increase payments.

15. Cross—checking was also difficult due to the lack of uniform
standards and computer files. ZQ/ Auditors and taxpayers alike had to

keep receipts of all taxable transactions, on a monthly and sometimes
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even on a transaction basis (the MPO, described below). Potential
sources of cross—~checking such as import-export receipts,
housing/property ownership records, and sales tax records were not used
to check receipts and costs for the income tax (and vice versa).

Revenue Targets

16. Indonesia, 1like most developing countries, operated on a

revenue target system._gl/ Revenue targets were determined annually by

tax, region, and district. These estimates were made on an ad hoc basis
and did not conform to standard receipts and revenue estimation
methodstgg/ The lack of computer facilities or a master tax file, and
the poor information contained on the standard tax returns made modern
receipts and revenuve estimation techniques impossible. _gg/ Revenue
targets are based on past inadequacies such as a lack of consistent
receipts and revenue estimation methods.

17. While not harmful in themselves,; revenue targets created a
nmber of adverse incentives in the Indonesian context._gﬁ/ First, the
lack of internal controls made it difficult to determine whether the
revenues reported in a particular category were in fact collected from
that particular tax. Second, the field agents' autonomy allowed them to
determine which taxpayers to select for audit or for additional
collections. Third, tax district and individual performance were
determined in part relative to the achievement of particular targets.
Thus, when targets were reached early in the fiscal year there was

little incentive for agents to report (or to collect) additional
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taxes. In addition, there was little incentive for agents to properly

classify reported receipts. 25/

Withholding Methods

18. With respect to income taxes, four major withholding methods

were used (in addition to the final settlement):

(1)

(11)

(114i)

Withholding on wages (PPd): This tax, computed monthly by
employers (generally in the modern sector), was (in name)
a prepayment of employee wage taxes. However, 1in most

cases employees did not know that the tax was withheld.

géj It appears that a significant number of employers

treated the withholding as an excise tax on labor..QZ/
Withholding on  Interest, Dividends and koyalties
(PBDR): This withholding tax was applied at a rate of
207 2§/ on gross interest, dividends, and royalties paid
by one party to another. Payment of this tax was
required monthly. Exemptions to withholding included
interest on bank accounts, loan payments to state banks,
and payments to the government., The first 12,000 rp of
such payments were exempt.

Self-assessment (MPS): This method was used for both
individuals and corporations. Payment was required
monthly. In theory, the MPS was an estimated income tax
payment. In practice one of two methods of calculating

the tax payment was employed:
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(a) Payment of 1/12 of the previous year's income tax
each month.

(b) Payment of 27 of gross tﬁrnover each month.
However, the 2% rate was not uniformly applied and
could vary across industries, anywhere from 0% to
10% of gross turnover. 29/

(iv) The MPO: The MPO was a collection method based on gross
turnover. 30/ The rate was 2% on all sales or
turnover., Certain firms were designated as "collectors”
and these firms were responsible for wit"tholding the 27
tax on the value of any goods sold; maintaining records;
forwarding the recelpts to the tax department; and
providing receipts (separate from sales invoices) to
purchasers, The purchaser of the commodity (legally the
taxpayer) was supposedly able to apply the MPO as a
credit for 1income taxes due. However, the taxpayer had
to keep copies of all receipts to ensure proper credit.

19. While multifaceted withholding methods are both common and
desirable, the Indonesian system had two major flaws. First, the
combination oflthe MPS and MPO could generate excess withholding. 31/
Given common perceptions of the tax administration (see paragraph 20)
and the long delays in refunds, taxpayers were reluctant to pay the
computed amounts of MPS. _gg/ Second, the 1lack of cross—checking
facilities and the volume of receipts (one per month per firm, one per

month per employee, one per month per recipient of interest dividends

Chpt-1/25~2/ /08-15-85 :gjc/02-19-86:j0




- 10 -

and royalties, and one per transaction in the case of the MPO) created

long delays in (or nonpayment of) refunds, as well as difficulty in

verifying payments.

Consequences and Manifestations of Problems in the 01d Tax System

The tax administrative structure resulted in the following

problems:

i. Low levels of compliance:

(a)

(b)

The number of individuals regiétered for the self-
employment portion of the personal tax had been
stagnating below 225,000 for a number of years of
which 1less than 100,000 ;ere determined to be
responsive in terms of filing returns. _§§/ The
number of < workers covered under the wage
withholding program was estimated to be less than 2
million. These figures indicate that the taxpaying
population had not grown with increases in real
income, labor force participation rates and general
level of the population. 34/

On average there appeared to be about a 107
turnover rate in the active taxpayers. That is, in
order to keep the total number of active taxpayers
constant, "new" taxpayers had to be increased by

10%4 per annum to replace those which had become

inactive. 35/

Chpt-1/2S~2/ /08-15-85:gjc/02-19-86:j0




- 11 -

(e) The complignce rates for individuals were low by
international standards. Those filing tax returns
or subject to wage-withholding were less than 17 of
the total households in the country. Comparable
figures for the same time period in other countries
were: 2.,07% for India; 2.08%Z for Thailand: and 207%
for Japan. 36/

(d) Prior estimates of the number of ©potential
taxpayers under the old law were about 5 million.
37/ A study performed by members of the tax reform
group indicated that in 1978 the number of
potential taxpayers could be as large as 8-9
million. 38/

(e) In 1978, over 60%Z of those who filad returns
claimed refunds in excess of 887 of the total taxes
paid. However, final assessments made by the tax
department showed that between 85 and 957 of the
returns were assessed additional taxes averaging
more than double the amount of taxes paid via
withholding or prepayment. 39/

() The average effective tax rate on high income
persons was less than 15% for a number of years.40/

(g) 10-20% of a sample of corporate income tax returns

filed for the 1979-1980 period were blank.

Chpt-1/2S~2/ /08-15-85 :2jc/02-19-86:j0




- 12 -

(h) Less than 50% of the registered corporate taxpayers
were considered “"effective” in the sense that
returns were filed and the firms were responsible
to the tax department. 41/

(1) Less than 507 of the MPO payments (the 2% tax on
turnover which was a prepayment for the income tax
and qualified for a credit agalnst income tax) were
ever claimed as credits for either the personal or
corporate tax. Numerous MPO receipts did not
contain the name of the purchaser, making MPO
receipts an ineffective device for tracing
potential taxpayers. In effect, a large portién of
the MPO was a turn—-over tax instead of an income
tax withholding device. 42/ There were also
indications that the MPO was a discretionary
device. 43/

(i) The withholding tax on interest and dividends had a
basic exemption of 12,000 rp. In practice, this
was an exemption per account and thus high income
people could avoid paying additional taxes on non-
wage dincome via multiple accounts. In effect
interest and dividend withholding was a final
payment when it was supposed to be a credit against

total income taxes due. 44/
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(k) The number of taxpayers under.the sales tax was low
relative to international comparisons and recent
growth in Indonesia. 45/

(i1) Perceptions of Corruption

(a) A 1970 study by Jap Kim Sinug estimated that in
1971 the total burden of taxes (including side
payments) in Indonesia was 18% of GDP compared with
only 9% of GDP reported to the Tax Department. 46/

(b) A 1979 study of the Indonesian tax system by the
IMF stated: "If the taxpaying public continues to
carry a heavy excess burden in the form of illicit
payments ..., the scope of obtaining additional
government revenue is restricted ...."

(c) It was known in the tax departments that bargaining

and illegal payments were prevalent._ﬁl/

(i4i1) Low Revenue Yield

(a) The ratio of taxes to GDP was the lowest in all
ASEAN countries, particularly with respect to the
individual income tax. 48/

(b) Indonesia ranked in the lowest decile when the
sample of countries was expanded..ﬁgf

(¢) Estimates of potential revenues under the old law
were at a minimum twice current levels._égj

(iv) Perceptions of Horizontal Inequities

(a) Certain groups (foreign firms and particular racial
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groups) were perceived (and perceived themselves)
as "easy targets”. When revenue increases were
mandated, these groups were the first persons

approached for new or increased payments.

(b) Investment 1incentives were not unifeorm for
industries and firms within an industry. 51/

(e) Government employees were not subject to income
taxation on wages and salaries._gg/ This exemption
created discord between  taxpayers and tax
collectors. 53/

(v) Perceptions of Vertical Inequities

(a) Some types of dincome defined in the law were
inherently difficult to measure, e.g., Iimputed
rentals and in-kind fringe benefits., Ji&/ Other
types of income were taxed at favorable rates,
€.g2., honoraria and rents. These categories of
income generally accrue to individuals in the
higher income groups which tended to add
regressivity to the tax system.

(b) Compliance of self-employed professionals, traders

and proprietors were poor while compliance rates on
wage withholding in the modern sector was
relatively higher. éé/ The latter category was

generally in a lower income bracket.
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(vi) Administrative Difficulties

(a) Rebates on exports (allowed under GATT) were
difficult to implement because of the strvnture of
the sales tax system and ‘the complicated drawback
system which required detailed information on
products and prior taxes. 56/

(b) There was no general criteria for exemption of
small firms under the sales tax. Thus, application
of the exemption rules was uneven throughout the
country. 57/

(¢) Tax arrears were in the order of 50% of total taxes
accrued for a number of years. 58/

(d) Since the MPO on turnover, there was confusion
about who was qualified to take the credit.’ggf

(vii) There were standard norms to base presumed taxes. Local
officials had discretion over the type of norm to use and
their application. Thus, even-handed application of such
norms as turnover, net worth comparisons, etc. was

impossibie. 60/

(viii) Economic Inefficiencies

(a) Since less than half of the MP0O was credited
against income taxes, this tax cascaded throughout
the system, creating incentives for vertical
integration and driving a differential tax wedge in

the price'of final products. In addition, those
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liable for the MPO were placed at a competitive
disadvantage because of the tax. 61/

The sales tax itself tended to cascade throughout
the system. 62/

The non uniform treatment of imports and domestic
goods under the sales tax and the use of check
prices increased the level of domestic
protection. Thus, domestic firms could increase
the price of imports and final products.

The lack of a comprehensive export rebate system
for indirect taxes and the complicated compliance
procedures put Indonesian exporters at a
competitive disadvantage. 63/

Tax holidays and other tax incentives created
incentives for short-term "hit and run” projects
where firms ceased operations or reorganized. 64/
There was an inverse relationship between the
amount of tax incentives afforded to particular
projects and social profitability. 65/

The use of wage-withholding and the complicated
compliance procedures in the modern sector
discouraged employment relative to other sectors.
66/

Tax incentives created an incentive to substitute

capital for labor. 67/
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(1) Tax 1incentives favor larger firms and could be
considered anti-competitive. 68/

The Revised System of Tax Administration

Basic Assumptions

20. In order to provide the opportunity for a tax reform to be
successful, the administrative problems of the o0ld tax system and the
public/government perception that the tax administration was poor and
corrupt had to be addressed directly. The reform methodology consisted
of simultaneously addressing the economic/legal/accounting issues with
those of tax administration. This interaction allowed the development
of a comprehensive approach to the tax reform. In response to the
perceived problems, the following heuristics provided a working basis

for the approach to the overall reform.

(1) The need for Coordination Between Tax Departments.

Indirect taxes can potentially generate valuable data for
auditors in the income tax department and vice versa. In
. addition to cross—checking sales, receipts, costs and
turnover, the departments can exchange information on
registered taxpayers, active and inactive taxpayers,
assessments, arrears, and other information which can be
used by agents in the other departments to monitor their
respective taxes. Given the potential for such a rich
joint information system which could be shared, priority

was given to increasing the flow of information between
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tax departments and reducing redundancies in information

collection.

(ii) Rejection of Fine Tuning. It was assumed that a minimum

of three to five years would be necessary to make the
transition to any new tax systsm. It was also assumed
that while the basic structure of the new laws would not
be changed in the future, the particular provisions of
the law would he modified periodically in response to
structural changes in both the Indonesian and world
economies. Emphasis was thus placed on the basic
structure and how it would vary with changes in the
economic environment. Fine tuning was rejected for three
reasons. First, efforts at fine tuning can generate
substantial uncertainty because of the incentives for
particular groups to design industry-specific or other
special classifications of the law. Second, fine tuning
creates an artificial demand for the development of
detailed rules, with a consequent demand for highly
skilled labor to develop the ruleg. Finally, tax policy
is not the only tool available to the government. Public
sector pricing, monetary policy, expenditure policy, and
legal/licensing policy are among other governmental
instruments. Thus, it was felt that the construction of

a system which was designed to raise revenue 1in an
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efficient manner would not put undue constraints upon

government policy.

(iii) Clearly Defined Objective. It was assumed that the

objective of the tax system was to raise revenue for the
government., That is, the use of the tax system to create
incentives to éncourage (or discourage) certain types of
activity was rejected. 69/ The design of the tax system
would be based on revenue needs, efficliency
considerations, and administrative feasibility. Tax
design would be developed to be as neutral and equitable
(in the sense of horizontal equity) as possible..zgj

(iv) The Government as Competitor. Traditional public finance

assigns a special role to the government sector.
Regardless of the tax system, the government is assumed
to behave, under a variety of constraints, as a price
discriminating monopolist with respect to a major segment
of the economy. 71/ A different approach was adopted
during the reform. It was assumed that the goverument
itself was an agent 1in an aggressive competitive
market. The government must compete with both the
private sector and international markets for skilled
labor (particularly managers, accountants and senior
personnel) and capital. It was further assumed that with
respect to information relevant to taxation, the

government did not have information superior (or even
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equsl to) that of other sectors. For instance, corporate
financial policy, labor market conditions for specific
jobs, aﬁd the market structure of particular industries
is widely known to persons in the private sector._zg/
The only advantage that the government was assumed to
hold was its legal ability to collect tax revenue (before
payments were made to individuals) through withholding.

(v) Reduction of Incentive Incompatibility. No private agent

wants to pay taxes. Therefore, unless specific user
charges on a fee per service basis are utilized, private
agents seek to avoid or reduce their tax payments.
Therefore, one objective of the reform was to create
incentives to reduce the relative price of compliance
(though not to totally eliminate evasion).

(vi) Relative Simplicity. There is no such thing as a simple

tax system. There are too many definitiomal problems,
administrative difficulties, and adverse incentives
created by any tax system to realistically claim that
simplicity in anything other than a relative sense 1is
possible. Nevertheless, relative simplicity was a goal
of the tax reform.

(vii) Depersonalization and Clear Standards. The success of

any tax reform depends on the public's response and

attitudes towards the structure and administration of the

new system. Given the perception of corruption and poor
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administration, it was felt that it would be desirable to
minimize the personal contact between tax administrators
and taxpayers as well as to provide a large amount of
information about norms and standards to the public. The
information would serve as an objective basis for
taxpayers to judge thelr treatment under the standards,

as well as to serve as a basis for appeal.

The Overall Structure of the New Income Tax System

21. The new income tax is comprised of one (and only ome) body of
1aw._1§/ That is, both firms and individuals.are taxed under identical
provisions and margiﬁal rates. The lack of a distinction between
sources of income (with the exception of foreign source income)
eliminates ambiguity about definitions of "business” and "non-business”
income for professionals and other unincorporated businesses. The same
marginal rate structure was designed to limit arbitrage opportunities
businesses and individuals (e.g., fringe benefits, deferred payments,
and other types of compensation). No differential rates exist for
capital gains, dividends, ordinary income, or other types of income.

22. The deduction structure for individuals was simplified and
exchanged for larger standard deductions and personal exemptions which
are indexed annually for inflation. Thus, detailed record keeping for
most individuals 1is not TrTequired. In addition, the standard
deduction/exemption structure is such that almost 907 of individuals

will be exempt from taxation.
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23. Items of imputed income such as the income from owner-occupied
housing were simply eliminated from the tax base. No interest
deductions on owner—occupied housing or consumer credit are allowed nor
is there a deduction for charitable contributions. The new law contains
a provision which denies a deduction for any in-kind fringe benefits
paid by corporations for employees (cars, housing, etc.) but
simultaneously exempts individuals from taxation of the same, thereby
eliminating the previous compliance difficulty with in-kind benefits.
Revenue effects will be minimal since there i1is 1limited scope for
arbitrage due to the identical rate structure. Administration is less
complicated since there are fewer firms than people.

Business Taxation

24, All tax incentives were eliminated and replaced by lower
rates. Depreciation was simplified to an open—-ended accounting method

with four classifications, using double decliming balance depreciation

methods. 74/

25. Many of the administrative problems were eliminated by uniform
taxation and by the elimination of certain deductions and imputations.
For administrative and procedural difficulties which remain there are

being developed clearly defined rules which are publicly known. For

instance, accounting standards are being developed to reconcile book and
taxation income. For firms, professionals, and proprietors who choose
not to keep accurate books, arbitrary presumed taxable income methods

will be employed. The definition of residence for tax purposes is
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established as well as exemptions, deductions depreciation
classifications, etc.

Sales Taxes

26, The previous sales tax system and the domestic portion of the
MPO were replaced by a single consumption type value added tax (VAT) of
10Z. The tax will be applied through the manufacturers' level,.ZQ/ and
a luxury sales tax will also be applied on a small, precisely defined
group of income elastic commodities. 76/
27. The economic and administrative advantages of the VAT include:

(1) Fewer incentives to promote vertical integration created

by cascading;
(11) More ' accurate rebates on exports, possibly with lower
administrative costs;
(iii1) Relative ease of administration.

28. The credit system will be employed in the computation of the
VAT. Under this system a taxpayer will compute the preliminary taxes
due by multiplying the tax rate times the total sales (on an accrual
basis) for each period. Then the taxpayer will subtract all VAT paid on
inputs during the period to determine the net VAT payments due. This
method provides an incentive for firms to keep accurate records, since
underreporting of costs will reduce credits.
29. The base of the tax was made as broad as possible and includes
capital goods as well as all other inputs. Exports are zero rated so
that exports will receive refunds for all VAT paid on inputs. In

addition, the VAT will be uniformly applied to both imports and
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domestically produced goods. This will eliminate the component of
domestic protection which was part of the old sales tax system. Taxable
firms are restricted to manufacturing. jEQ’ There is an exemption for
small firms but the definition of "small firms”, while arbitrary, is
clear. 78/ The small firm exemption does not eliminate these firms from
taxation, but only from the requirement that these firms collect VAT on
their sales. 79/ Finally, only a few activities are specifically exempt
from the tax. These activities are generally related to downstream
agricultural processing, including 1livestock raising, fishing, and
similar activities. However, once processing of foodstuffs 1s begun,
the process stage will be subject to VAT.

30. It is hoped that as the economy and the administrative capacity
of the tax department grow, the VAT will extend to the retail level. At

this point in time, the magnitude of the one time effect on relative

consumer prices for taxed goods, without the tax applying at the retail

level, 1s unknown. The differential in effective <zates across

commodities will be determined by the size of retail margins. For
instance, if retail margins for some goods are 507 (207%) of total value
added at retail, then the rise in consumer prices for those goods will
be 5% (8%). 80/ Thus, the maximum increase of any consumer price will
be 107 and there will be some change in relative prices. §1/

31. It is estimated that 50% to 60%Z of the additional revenues
generated by the reformed tax system will accrue from the VAT_§§/ and
that over 707 of the VAT itself will be collected either at the ports

(on imports) or by Pertamina, the state owned oil company. Given this
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structure of collection points, scarce administrative resources can be

devoted to areas where enforcement and revenue yields will be most

important.

Administrative Changes and Incentives

32. In addition to the general structure of the tax reform, several

administrative changes were and are being introduced. These changes

include: 83/

(1)

(11)

Computerization, Identification and Information Systems

(a)

(b)

(c)

(d)

The development and distribution of unique taxpayer
identification numbers for both firms and
individuals.

The development of a master tax file which can be
used to record payments, issue notices, and cross-—
check income tax records with value added tax
records.

Redesign of all tax forms to enhance audit checks
and to simplify compliance.

No required filing for individuals who are in the
lowest tax brackets and who have no (or 1little)

income from sources not subject to withholding.'§ﬁ/

Appeals and Penalties

(a)

Increased penalties for ¢ivil servants who employ

illegal tactics or take bribes.
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A new appeals process which attempts to ensure
taxpayer rights and provide incentives for the tax
administration to be responsive in a timely manner.

Payment of interest by the government to individuals-
who do not receive refunds promptly and who win tax

dispates.

(111) Taxpayver Information, Withholding and Public Sector

Emplovees

(a)

(b)

(e)

(d)

Public disclosure of all administrative regulations
and decrees.

Reformed withholding methods so that firms and
individuals make guarterly, dinstead of monthly,
estimated payments, and the elimination of the MPO
on domestic transactions.

Provision of annual statements of withholding to
each employee from firms which withhold employee
taxes.

The inclusion of public sector employees in income

tax and withholding.

Revenue Estimates 85/

33. Revenue estimates for any period of time in the future are

difficult to make In ideal circumstances. The lack of consistent and

uniform data made this task in Indonesia more difficult. In addition,

there is no "history” for a new tax system. Thus, predictions about the
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future direction of tax revenues under the new regime are considered

largely heuristic.

Income Taxes

34, Revenue estimates for the new (and old) income tax systems were
for a five-year period following the passage of the tax reform law.86/
In order to be consistent, revenue estimates should conform to and use
macroeconomic forecasts consisting of aggregate and sectoral aggregate
rates of growth, inflation rates, and other macroeconomic variables such
as government spending and real per capita income. Such estimates were
made by the members of the tax reform team. le/ Historical revenue
elasticities were then used to forecést revenues by type of tax. 88/

35. Estimates of the individual income tax were based on period
household surveys performed by the Indonesian Department of Statistics.
§2j These data contained information on average income and expenditure
as well as income distribution data. Standard exemptions were applied
by group and growth rates were then applied to project changes in income
by group. These results were then multiplied by revenue elasticities to
compute the change in revenues each year.

36. The basic methodology for the new tax system was the same.
Major exceptions include new method of computing the VAT (see paragraph
38), adjustments to reflect broadening of the base, and an ad hoc phase
in effect to reflect adjustments in administration. The most difficult
factor to project was compliance and enforcement. For this reason
several estimates were made using different assumptions and the

projections were reduced by 207 to bias down the results.
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37. Despite the downward bias of the estimates for the new system,
the share of total taxes in GDP would rise from 177 to 20%Z by 1988-
1989. This increase was attributable to expanded coverage of the income
taxes on withholding at the source with no attribution to increased
effectiveness of the tax administration.

Value Added Taxes

38. The initial data set used to compute the VAT was the 1980
Survey of Medium and Large Manufacturing. It was estimated that éhis
sample produced almost 907 of the non—-oil taxable value added in
Indonesia. Adjustments were made to reflect the fact that the VAT would
not extend the exemption of equrts and to reflect non-taxed inputs
(e.g., raw food, etc.) at the retail level. Separate calculation was
made for petroleum products. 90/

39. The estimates reveal that the broader coverage of the VAT
(relative to the o0ld sales tax system) could be responsible for almost
60% of the additional revenue generated from the overall reformed tax

system.
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Chapter II

CAPITAL TAXATION

Introduction

40. A discussion of the taxation of capital is contained in this
chapter. The chapter contains a descriptive analysis of the basic open
economy framework employed during the Indonesian tax reform, a discus-
sion of the problems inherent in the old tax system and their manifesta-
tions, and a description of how the issues were addressed during the tax
reform.

Incidence of Capital Taxes 1/

Assumptions

41. The small open economy framework provides the basis for the
analysis of the incidence of capital taxes in Indonesia. In this frame-
work, the price of tradeables and the rate of return on capital are
exogenous. 2/ In addition, it is assumed that domestic labor is in-
elastically supplied and cannot move out of the country in response to
changes in the real relative wage. Finally, production of all outputs
(both tradeables and ?on—tradeables) in the domestic economy is governed
by constant returns to scale.

One OQOutput Case

42, Given these assumptions, a one sector model of an open economy

can be examined via the price equation for tradeables:

Pp = SppW + SprRy
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where: PT = World price of tradeables

W = Domestic wage

RD = Gross of tax return to capital = R + Z with

R = World return to capital

It

Z = Per Unit tax on capital

Sip = Labor's share of output
Sy = Capital's share of output
Spp = 17 Sgpe
43, Since both the world rate of return and the price of tradeables

‘are fixed exogenously, an increase in the domestic¢ tax on capital will

(necessarily) fall on labor because:

dRD = dz(z/R)
dPT = sLdW + SKTdZ(Z/R) = 0 or
dW/dz(R/z) = - SKT/SLT

where: dW, dP, dZ, dR are measured as percentage changes.

44, This simple result is due to the fact that an increase In the
tax on capital will increase the domestic gross of tax price of capital
by exactly the amount of the tax (on a per unit basis). Owners of
capital will reduce the domestic capital stock until the "net of tax"”

value of the marginal product of capital will equal the world return.
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Thus, total net of tax income to the owners of capital (;he return to
the remaining domestic capital stock and the return to the capital that
flees the tax) will not change. This reduction in the domestic capital
stock will reduce the value of the marginal product of labor. Since the
world price 1s exogenous, the only variable in the system that can
respond to the change in the tax 1s the relative wage. In this case
total labor income will fall by the amount of the tax revenue, com-
pensated domestic demand (domestic production plus [minus] 1mports
[exports].will stay the same, and the quantity produced in the domestic
economy will fall (i.e., imports [exports] will rise [falll).

45, At this point note that any tax on output (compensated) will
also be bornme by labor. This result and the one cited above are ex-
amples of the fact that the tax will be borne by the factor that is
inelastically supplied. 3/

The Introduction of Non-Tradeables

46. If the economy is expanded to a two sector model and capital is
taxed in both sectors, then the price of non—-tradeables might be

affected. In order to determine this effect note that:

= gyl [ egy/ery) — spr/sip) 4

Where: N = Non-tradeables
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BN " Labor's share of value added in N
BxN = Capital's share of value added in N.
47, Three cases can be distinguished. If the capital intensity in

both tradeables and non-tradeables 1s the same then the price of non-
tradeables will not change. If the non-tradeables sector is more (less)
capital intensive relative to tradeables, then the price of tradeables
will rise (fall). These rtvesults imply that labor will bear more than
(less than) the entire tax if the relative capital intensity of non-
tradeables is greater than (less than) that of the tradeables sector. ﬁj
48. Two factors combine to determine these incidence results.
First, the wage must be’ determined in the tradeables sector since £he
price of capital and the price of tradeables 1is exogenous. An increase
in the gross of tax price of capital will cause a comparative static
increase in the marginal cost of tradeables. Since the price of output
is exogenous, the wage must fall by an amount sufficient to reduce the
marginal cost (after the imposition of the tax on capital) to its "pre-

"

tax" level. Other things equal, this will imply that the capital-labor
ratio in the production of tradeables will fall, leading to a fall in
the value of the marginal product of labor and thus a fall in the wage.

49, With the presence of the non—tradeables sector a second factor
comes into play. The fall in the wage will reduce the "pre-tax”
marginal cost of producing non-tradeables. Thus, it will lead to a

decrease in the price of non-tradeables, other things equal. However,

since the price of capital (gross of tax) increases in the non-
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tradeables sector, a' compensating increase in the marginal cost of
producing non-tradeables results. As shown above, the net effect on the
price of non-tradeables 1s determined by whether the increase in
marginal cost resulting from the imposition of the capital tax offsets
the decrease in marginal cost from a fall in the wage. Thus, if the
price of non-tradeables is not changed, labor will bear 100%Z of the
tax. If the price of non~tradeables inereases, then the real income to
the owners of capital will fall and they will bear some of the tax,
i.e., labor will bear less than 100% of the tax. 5/ If the price of
non-tradeables falls then labor will bear more than 100% of the tax. 6/
50. In addition to these basic incidence results, the open economy
framework can be used to provide other insights. First, in the absence
of some type of market power, no tax imposed by the government of the
open economy can bé borne by non-residents. As long as the price of one
output and one input is exogenous, tax exportation is impossible. Thus,
tax policy is limited exclusively to the mobilization of domestic re-
sources,

51.., Second, within an open economy framework there is no means to
determine the ownership of the capital stock in the domestic economy.
Both foreign and domestic investors face the same world rate of
return. Thus, when a tax on capital is introduced, capital will leave
the country. The ownership of the capital stock which flees is not
relevant for the incidence analysis, since all owners of capital will
receive the same rate of return (net of tax). 7/ This result is based

on either one of two assumptions: (i) neither domestic or foreign owners
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of capital have a comparative advantage in making investments in the
country or anywhere else in the world; or (i1) capital investments (from
the perspective of the investors) in either the country or the rest of
the world are perfect substitutes. Thus, policies (discriminatory or
otherwiée) to affect the ratio of foreign to domestic investments will
either be unproductive or unstable. _§/ For instance, Indonesia and
other countries tend to restrict foreign investment to certain sectors
of the economy. For those sectors allocated by the government to be
"exclusively domestic”, domestic 1investors will specialize until the
rate of return in the restricted sector is equal to the world rate. 1In
this case, the ownership but not the size of the stock in these sectors
will be affected. In the case where the domestic capital is insuffi-
clent to drive the rate on the protected sector down to the world rate,
the country will incur a loss in output (via the lower capital stock) in
the protected sector. Thus, such a policy will have either no economic
effect or an adverse one¢.2/

52. A third issue is raised by the fact that the ownership composi-
tion of the domestic capital stock is not determined. If we assume that
foreign countries impose a tax on their residents' capital, regardless
of the source of the income, and allow a credit for foreign taxes paid,
then the open economy "should” impose a tax on capital (both domestic
and international) at a uniform effective rate. In this case the world
supply curve of capital measures the gross—of-home tax rate of return.
In a world with tax credits, a host country can increase its national

income (including taxes) via an imposition of a capital tax. In effect,
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tax revenues are merely transferred from the treasury in the home
country to the treasury in the host country, with no effect on either
the level or the composition of the capital stock..lg/ The lack of a
composit%onal effect results from the fact that host country nationals
who invest abroad will pay taxes to the governments in the rest of the
world. Thus, they will have no incentive to change their portfolios, as
long as the host country allows a credit to its citizens.

53. Finally, in an open economy with many sectors, the imposition
of capital taxes (and subsidies) will cause a variation in the effective
domestic tax rate across sectors, leading in turn to both a reduction
(or increase) in the size of the éapital stock and a misallocation of
the total capital stock across sectors. That is, sectoral effect which
results from tax incentives will allocate capital to sectors in a non-
neutral way, further increasing the welfare cost of the tax. Indonesia
had used a variety of tax incentives to encourage investments in certain
sectors. However, studies showed that while tax incentives might have
been effective in inducing investments in those sectors, there also
existed a negative correlation between the size of the tax incentive and
social profitability. i}j This negative correlation (and the associlated
welfare cost) could be avoided only by the elimination of the incen-
tives, as long as a capital tax was imposed. Holding other tax para-
meters constant, the elimination of tax incentives could increase the
effective tax rate on all capital to a level which might make Indonesia
non—competitive. Thus, elimination of the tax incentives was tied to an

overall reduction in tax rates.
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Problems and Their Manifestations in the 0ld Law

54, A complete analysis of the problems with the old income tax law
is presented in Chapter I. Only three problems relating to capital
taxation are discussed here: tax incentives; accounting standards; and
the standardization of information.

Tax Incentives

55. Tax incentives in the old tax law included: tax holidays of
various lengths; investment allowances; reduced rates for submitting
audited rettirns; reduced rates for offering a certain proportion of the
stock to domestic nationals; incentives to increase foreign exchange
earnings; and incentives to increase the level of domestic employment.
It was stated abbve that such incentives create a variance in effective

tax rates across sectors and thus a misallocation of the capital stock.

12/
56. In addition to the allocative effects, tax 1incentives are
difficult to administer. For example, consider the case of tax

holidays, which are generally claimed to be relatively easy to ad-
minister. 13/ Even if designed in a neutral manner, a tax holiday might
be worthless if granted for the first years of an operation since new
projects generate little or no positive cash-flow and generate tax
losses instead. Thus, an administrative determination must be made with
respect to the effective date of the holiday period, which would vary
both across industries and across projects within an industry.

57. Second, there is the issue of how tax holidays should blend in

with other aspects of the corporate tax. The issue here is whether the
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tax holiday period is merely a gap in time for tax purposes where no
depreciation, etc., is taken, and whether tax losses incurred prior to
the holiday period should be carried through the holiday period and
begin again once the holiday period is over. Alternatively, taxable
income could be computed during the holiday period in the standard way
and merely no tax would be paid. In this case, the benefits of depre-
ciation and such items as tax loss carry forwards would be lost, reduc-
ing the value of the tax holiday itself.

58. Third, in order to be consistent, tax holidays would have to be
provided to existing firms making incremental (or totally new) invest-
ments, as well as to new firms or investors. Without such provision a
tax holiday will create incentives for multiple ownership of corpora-
tions and the churning of investments. However, costs and profit must
then be attributed between existing and new operations, causing internal
transfer pricing and cost allocation problems to arise.

59. Finally, the presence of non-uniform tax holidays creates the
impression of discrimination against certain industries. _Lé/ These
industries will seek either extended tax holidays or alternative incen-
tives to offset the perceived discrimination. Problems similar to these
can be listed for almost any type of incentive. lé/ Tax incentives are
difficult to administer and thus the gains from the incentives must be
weighed against the increased administrative costs.

Accounting Standards

60. In practice most income tax laws attempt to follow "generally

accepted accounting principles.” However, there are differences between
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any practical application of accounting concepts and "economic” account-
ing. In some countries, Indonesia included, accounting procedures are
not clearly defined. The reliance on ambiguous standards creates the
potential for numerous disputes with regard to the timing of deductions
(e.g., bad debts), the type of deduction (e.g., interest expense), and
the size of the deduction (e.g., valuation of inputs). While reliance
on generally accepted accounting principles is desirable it is necessary
to develop clear (though largely arbitrary) tax rules where ambiguity
exists. Clear arbitrary accounting rules did not exist under the old
tax law. 16/

Standardization of Imformation

61l. Related to the problem of accounting standards was the lack of
uniform information received by the tax department. The first wvalue
reported on the tax form was unadjusted taxable income. There was no
derivation for the computation of taxable income similar to the deriva-
tions found in the U.S. corporate income tax return or the U.S. Schedule
C. The lack of standard information requirements meant that some would
not report the minimum amount of information necessary to perform such
simple tasks as checks for mistakes in arithmetic. Thus, in order to
perform simple audit checks, a complete set of income and balance sheets
was required. Firms keep accounting records in different formats, so
auditors could not easily relate specific items on the financial state-
ments with tax return information. 11/ Without standard reporting, the
tax department could not develop standard methods for comparisons across

firms. The variance in accounting methods also made tax forecasting for
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policy analysis dimpossible. Finally, there was little documentation
between the differences (if any) between book income and taxable income.
18/

62. lack of standardization along with the problem of accounting
standards in general, increased the administrative complexity and cost
of tax administration, the number of disputes between taxpayers and tax
administrators, and the time lag between submission of returns and final

payment.

Consequences for Investment Patterns

63. The difficulties described above resulted in the following
problems:

(i) Negative correlations between the tax incentives and social
profitability. (Paragraph 2.aa).

(ii) Low tax compliance, especially for domestic firms.
(Paragraph 20).

(111) Long and cumbersome audits.

(iv) Long lead times between project conception and implementa-
tion because of negotiations about the size and type of tax
incentives.

(v) "Hit and run" projects (particularly in textiles and light
manufacturing). The tax rules created incentives to change
the composition of investment toward short-term projects
which could, in extreme cases, never pay any tax.

(vi) A large variance in the taxes paid between firms and in-

dustries, even on comparable incomes. The one which paid
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higher than average taxes complained about discriminatory

treatment.-lgj

Options for Reform

Elimination of the Tax

64, The easiest solution to the capital taxation problem was merely
to eliminate the tax altogether and to integrate capital taxation with
the personal income tax. This option was never seriously considered for
a number of reasons. First, by far the largest share of non-oil tax
revenues was attributable to the corpcration income tax paid by foreign
investors. Thus, there was the risk of large revenue losses. Second,
given the presence of already existing distortions in the world capital
market and the foreign tax credit offered by most heome countries, the
elimination of the tax would, in some cases, merely transfer tax
revenues from the host to home country treasury. Third, the open
economy assumption combined with foreign taxation of (both domestic and
foreign) capital indicated that there might be little if any change in
the level of domestic investment.

Cash-Flow Taxation

65. Under a cash—-flow taxation system, firms would be allowed to
immediately expense all assets on a current basis. No deduction for
interest expenses would be allowed, and no special accounts for such
accrual items as inventories, bad debts, pre-paid expenses, receivables,
and payables would be necessary. In effect, this type of taxation would
eliminate the taxation of income from capital and only tax economic

rent.-gQ/ There are a number of advantages to this system. There is no
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need to adjust any accounts for inflation. 21/ Since cash-flow 1s
computed on a current basis, inflation adjustments would be redundant.
There would not be a lower number of arbitrary rules. Thus, capitaliza-
tion would not be a concern since interest expense is not deductible.
Allowance for bad debts, etc., would be unnecessary. Depreciation rules
would not be needed.

66. These benefits would be offset by a number of costs. There
might be a decrease in tax revenues, particularly in the transition
years. Immediate expensing will substantially reduce the tax base in
the early years of any investment. In addition, the removal of the
"income" from'capital (the normal return) would reduce revenues, other
things equal. Home country tax authorities might not allow the tax as
credit, since interest expense would not be allowed as a deduction. The
tax would be at variance with current international standards and firms
would have to adjust to the concept of taxation based on cash-flow.
There would be (and were) complaints from the private sector about the
lack of accruals and the loss of interest deductions. There might be a
tendency for firms to merge (both horizontally and vertically) because
of the tax shields generated by operations which have new investments.
22/

Traditional Accrual Income Taxation

67. This type of taxation benefits from general business acceptance
of the basic concepts and conformance of the tax base with international
practice. In additiom, the tax will drive a wedge between the gross and

net of tax returns which might maintain (or enhance) current revenues.
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Complex accounting issues can be resolved via appeal to international
convention. Comparisons between book and taxable income could be done
in a straightforward manner. Finally, because of international accept-
ance and standards, information sharing between governments is enhanced.
68. The benefits of this tax must be weighed agalinst the following
costs. In order to be neutral the tax would have to be adjusted for
inflation (on both the asset and liability side of the balance sheet).
23/ Depreciation must also be based on "real economic depreciation” in
order for the system to be neutral. Since economic depreciation is
‘difficult to measure, there will always be non-neutralities across
certain assets and industries. gﬁj International transaction problems
such as thin capitalization rules and other inter(intra)-firm accruals
must be addressed.

69. Finally, rules must be established which determine such things
as the distinction between dividends and the repayment of Invested
capital when corporate distributions are made._géj These Aifficulties
are not country specific, but rather they relate to the inherent diffi-
culty in transforming the theoretical .oncept of income into an empiri-
cal measure.

Properties of the Reformed Tax System

70. The capital income taxation methods adopted in the Indonesian
context represent a compromise between economic incentives and
political/administrative realities. The system is a classical system
where dividends and capital gains might be subject to double tax-

ationiggf The system is also classical in the sense that the tax bhase
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is an empirical measure of income (as opposed to cash-flow). Given the
income based approach to the taxation of capital income, trade-offs had
to be made between administrative costs and economic efficiency. These
trade~offs are discussed below.

Depreciation 27/

71. Under a perfect income tax, depreciation would be equal to
economic depreciation. Because of the difficulty (and cost) of develop-
ing economic depreciation measures by asset in the Indonesian context, a
simplified depreciation system was developed..ggj Open ended deprecia-
tion will be used. Under this system assets are classified into four
groups (three age groups and buildings). When an asset 1is placed in
service (taken out of service) the purchase price of the asset (the sale
price of the used asset) will increase (decrease) the balance of the
account, Double declining balance depreciation _g__9_/ will be used to
compute the depreciation deduction each year. This system has a number
of advantages. First, the number of groups is small, making a mapping
from assets to classifications simple.. Second, the system will easily
accommodate inflation adjustments., Third, capital gains and losses for
assets in each classification are treated as ordinary income and are
accounted for by changes in the remaining balance. Since only realiza-
tions from sale are recognized for tax purposes (instead of any type of
adjusted basis), the difference between the "real” gain or loss is
automatically included in the system. For instance, 1if an asset is
retired and sold for which a capital gain (loss) 1s present, then by

reducing the base of the account by the actual receipts, the difference
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between the basis and sale price, i.e., the capital gain (loss), 1s
automatically inciuded in income. 30/ Thus, no additional basis adjust-
ments are necessarye. Fourth, the system blends well with standard
accounting practice am. is relatively easy to administer.

Debt

72. The attribution of interest expense 1s difficult for multi-
national firms for which trade occurs between related parties. Under an
income tax system the cost of debt should be recognized for tax pur-
poses, and thus a trade—off exists between the incentive to transfer
price debt and the efficiency effects of allowing debt service im the
computation of the base. There 1s no economic answer to this dilemma.
31/ To avoid abuse of the system, an arbitrary maximum debt/asset ratio
will be exogenously imposed by the tax administration. This debt/asset
limit will be publicly known and wiil be the same for all firms. }g/
All interest expenses below the wmaximum will be allowed as a
deduction. For firms which choose to exceed the maximum, the excess
interest expense (the amount above the maximum debt-asset ratio) will
not be allowed as a deduction.

Tax Norms

73. A significant percentage of firms in Indonesia dp mnot keep
(have not kept) standard accounts. This fact 1s especially true for
smaller, family run businesses which compose a large number of potential
taxpayers, but a relatively lower percentage o0f potential tax revenue.
In order to ensure that these firms do not escape taxation, clear

arbitrary tax norms will be used. These norms (turn-over, margins,
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sells, etc.) will be in the public domain to avoid conflicts between
firms and tax administrators. Thus, the owner of the firm will have a
choice of developing standard bookkeeping methods, while preserving the
tax base. 33/

Tax Incentives

74, All special tax incentives have been eliminated from the new
law._éﬁ/ There will be no tax holidays, accelerated depreciation beyond
double declining balance, investment allowances, etc. In exchange for
the loss of these incentives, the maximum tax rate has been reduced 35/,
the overall system has been simplified, and the procedures for audits
have been depersonalized.

Other Features

(1) No consolidated returns will be allowed. This will reduce
the incentive for multiple structures and reduce the level
of administrative effort devoted to audits.

(i1) Withholding taxes will be imposed on all taxable corporate
distributions, e.g., dividends and interest. (Paragraph
1.d4d). |

(iidi) The withholding system at the border ( a flat rate 20%)
when combined with the domestic corporate tax rate, will
increase the effective tax rate on foreign investments to
world levels. This combination will prevent (in part)
potential revenue transfers from Indonesia to home govern-

ments via the tax credit system. 36/
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(iv) Currently, no inflation adjustments will be allowed.

However, the system has been designed to 1ncorporate

inflation adjustments at some point in the future.
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Chapter III

LABOR TAXATION

Introduction

75. iﬁ most developing economies the income from labor can be
divided into three major groups: (1) wages and salaries from earnings
in the modern sector; (ii) wages and salaries from the traditional
sector; and (iii) net earnings from sole proprietorships and partner-
ships. The interrelated problems of taxation of each type of labor are
discussed in this chapter. It should be recalled that the basic frame-
work of the tax analysis in Indonesia was the small open economy
model. In its extreme version, no taxes will be exported from the
economy. Thus, the incidence of all taxes will be borne by domestic
citizens and exported from the economy. Furthermore, we would expect
that in general, a significant proportion of taxes on labor will be
borne by the labor itself, though there are c¢ircumstances in which
capital will share some of the tax burden._l/

Problems and Their Manifestations in the 0ld Tax System

76. The major problems related to the o0ld income tax system were

discussed in Chapter 1. Only a brief listing of the problems related to
the labor specific taxes is presented here.

(1) There were differential tax rates on different types of

income. Tﬁis created an incentive for taxpayers to re-

characterize income (e.g., convert ordinary income to

honoraria).
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(11) Fringe benefits were supposedly taxed at the individual
level. The value of some benefits to individuals (e.g.,
housing, cars, etc.) was difficult to impute, Much of
this type of income escaped taxation, creating perceptions
of tax regressivity. (paragraph 17)

(14i1) Income from proprietorships and professional business was
difficult to measure because of the lack of consistent
accounting and the lack of uniform tax norms. (paragraph
2,15)

(iv) The withholding system on wage labor was tedious and
imposed unnecessary costs on firms, A form had to be
completed monthly for each worker, _g/ There were no
standard withholding tables and the crmputation of with-
holding was difficult (involving gross—ups and other
adjustments). This substantially increased the cost of
employing workers in the modern sector.

(v) Information concerning withholding was often not reported
to employees. In effect the withholding was treated as an
excise tax on labor by many firms in the modern sector.
Since the withholding tax on wages was basically limited
to the modern sector, these procedures increased the cost
of labor in the modern sector relative to other sectors.
These costs combined with the tax incentives for capital
in the o0ld law created a bias toward capital intensive

investments.
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(vi) Tax information systems were inadequate. Unique taxpayer
identification numbers did not exist. There was a loss of
about 10% in active taxpayers each year. Audit records
were not standardized and could not be used as a basis for
any type of coﬁparisons among individuals.

Objectives for Taxation of Labor

77. The tax reform pursued several objectives with respect to the
taxation of labor, including:
(1) reducing the relative cost of tax compliance on the part
of upper income groups;
(ii) reducing the cost of labor (including tax administration)
to firms;
(1ii) increasing the level of compliaﬁce;
(iv) increasing the creditability of the tax department;
(v) where possible, reducing the adverse labor supply incen-
tives on work effort and investments in training; and
(vi) reducing horizontal and vertical inequalities.
78. The decision about the structure of the personal income tax
reflected the decisions made regarding other aspects of the total tax
package, The reform was more in the tradition of a comprehensive type
of tax system 3/ since there would be a manufacturer’s value added tax
(taxing consumption expenditure) and a classical corporate tax with
withholding taxes on distributions and otﬁer "unearned” income. The
direct taxation of labor portion of the reform concentrated on vertical

equity aspects and broadening the coverage of higher income taxpayers.
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79. Independent of preferences regarding the method of taxation
(comprehensive or expenditure) the coverage of the tax should be as
broad as possible given the exemption levels. The poor compliance
levels for professionals, shop owners and other groups not subject to
wage withholding shifted the revenue burden of the direct tax onto a
relatively small segment of the taxable population. In addition, the
differential taxation of certain types of income (e.g., honoraria) and
the problem of fringe benefits either lowered the effective rate of
taxation on total compensation (and/or expenditure). Failure to expand
the coverage of the tax to a broader segment of the population and to
more types of labor would continue bilas against wage labor in the modern
sector.

80. The desire to 1limit the effects of the taxation of labor in-
dicated that lower rates would be desirable. The objective of encourag-
ing the employment of unskilled labor in the lower parts of the income

distribution combined with the administrative capacity of the tax ad-

ministration indicated that a large exemption level which would elim-

inate a substantial segment of the population from taxation was needed,

4/

Instruments Developed for Labor Taxation

81. The objectives described above are incorporated into the new
tax law in a number of ways. First, the uniform tax treatment of
business and wage 1income reduces arbitrage opportunities for small
businesses and professionals. These enterprises will be subject to the

same tax treatment as corporations and thus will be allowed to employ
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the standard tax norms 1in the event that accurate records are not
maintained. This leaves 1little incentive for individuals to attempt
conversion of labor earnings into either business income or capital
gains.

82. Second, the uniform tax treatment of business and labor
earnings enabled the adoption of a provision which exempts fringe
benefits from taxation at the individual level, while not allowing
deductions for such benefits at the business level. This eliminates
most arbitrage opportunities for the recipients of fringe benefits.
Furthermore, the revenue effects of this provision will be negligible,
and total compensation levels subject to tax are more closely related to
the standard of vertical equity.

83. Third, most deductions at the individual level were eliminated,
and replaced by a higher exemption level., The exemption level is in-
dexed for inflatiom. It is estimated that the exemption will effec-
tively eliminate 907 of workers from taxation. Tax effects on labor
force participation will, therefore, be small and firms will dincur
little or no tax adminlstration costs for low-skilled labor. 1In addi-
tion, the tax department will be freed from processing numerous returns
with little revenue yield. The relatively high exemption will increase
the level of progressivity in the system.

84. Withholding systems have been simplified. Withholding will be
based on a uniform 15% rate. No withholding will be required for those
individuals (the majority) whose dincomes fall below the exemption

level., 1Individuals will now receive withholding statements at the end
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of the year so that credits can be accurately computed, making tle tax
liability clear. This withholding system lowers the costs of adminis-
tration on the part of firms which, in turn, reduces the cost of firms
of labor (particularly lower wage workers).

85. The elimination of most deductions will make tax compliance and
administration less costly since both taxpayers and administrators will
be relieved of filing numerous forms and making lengthy computations.
86. Universal withholding at the source for all payments to indiv-
iduals (except on interest from accounts in state banks), enables the
government to collect most tax revenues during the tax year from a
relatively small number of places. Thus, in most instances, the tax
administration will not find it necessary to trace numerous small trans=
actions to individuals. Finally, the withholding system will enable the
tax administration to concentrate its scarce enforcement and compliance

resources on less than 10% of the total population.
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FOOTNOTES

INTRODUCTION AND SUMMARY

As part of the tax reform package a new tax procedures act was
passed, and a new computerized tax information system is being
implemented.

The effort was directed by Malcolm Gillis.

For an analysis of other tax reform efforts see: Bird [1970],
Musgrave [1965, 1981]; Musgrave and Gillis [1974]; Shoup [1950,
1969, 1970]; Bradford, et al. [1984]; Institute for Fiscal Studies
[1978]; U.S. Treasury [1984]; and the Staff papers for the
Jamalcan Tax Reform at Syracuse University.

Topiecs not included in the analysis include: land taxation and
property taxation (where it was decided to turn the administration
over to the local governments); agricultural taxation (large
estates are taxed under the business tax provisions and small
holders will generally be exempt from taxation); and econcmic
analysis of the indirect tax structure (a summary of the structure
and administration is included); trade taxes (for administrative
reasons imports and export taxes were separated from the basic tax
reform with studies on trace policy currently underway). Discus-
sion of these issues can be found in: Bird and Oldman [1975],
Goode [1984], Roskamp and Forte [1981], Due [1970], Lewis [1984]
and Wang [1976] in addition to the tax reform studies cited above.

The discussion contained here 1s based on Gillis [1984a] and
Conrad and Gillis [1984]. Under Indonesian law all mineral rights
are vested in the state. During the past decade contracts of work
in hard minerals and production sharing contracts have developed
1n Indonesia to shift a substantial share of rasvenues from natural
resource projects to the state.

Gillis [1984b].

Ibid.

Even including oil sector revenues the share of total taxes to GDP
in Indonesia is low relative to other countries. See Tait, et al.

[1979].

See Gillis [1984] and Harberger [1982] for further development.
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CHAPTER I

Simple tax systems do not exist. Rather, some tax systems are
relatively more costly (in an administrative sense) than others.

Attempts to provide economic neutrality might increase the admin-
istrative burden. For instance, 1f government sought to impose a
comprehensive income tax then accurals of such items of income as
capital gains and losses must be addressed. Since such accounting
mechanisms are difficult to administer compromises are: = -
taxation of capital gains on realization. See Bradford et al.
[1984].

For a complete listing of the provisions of the o0ld and new tax
laws see Appendix 1I. The source of these tables and the items
discussed in the text are the tax laws themselves.

Dividends that qualified for this exemption were those dividends
paid by firms which took advantage of the "going public”
incentives.

This type of dincome had the opportunity to benefit from the
foreign tax credit.

From an economic perspective many attribution rules are
arbitrary. See Conrad [1985 a,b].

The problems with the lack of uniform definition might be counter-
balanced by the relative ease with which taxpayers could restruc-
ture transactions reducing the effective tax rate and increasing
the latitude of tax administrators in negotiating the entire tax
bill. These counterbalancing effects depend on the degree of
uncertainty generated by the lack of clear definitions and the
relative cost of their accurate application.

The lack of a standards body such as the FASB yielded considerable
powers of rule making to tax collecturs, causing taxpayers to have
no independent standards to apply or to which to appeal.

The government changed the list of priority investments and some
types of incentives on an annual basis.

See Hulten (ed.) [1983] and Chapter 2 of this text for a
discussion of the economic effects of differential incentives.

Personal interviews of tax auditors [6-81].
The old tax returns began with "Taxable Income". Thus there was

no standard format to compare the computation of income across
firms.

Footnotes/ZS~3/08-15-85:gj¢/02-19-86:j0




ot
W
~

[
Eas
~

N
[y
~

[y
N
~~

w 55 =

Edwards [9-82].

Check prices could be adjusted easily relative to tariff and sales
tax rates. The effective tax rate was a function of both the
check price and the output or import tax rate.

Cnossen [2-81].

The import sales tax was imposed over and above the import
tariffs. This practice was probably in violation of GATT [Due 8-

Cnossen [9-81].

One value could be used for income tax purposes, another could be
used for export/import tax purposes, while a third could be used
for sales tax purposes.

There is not a "national” numbering system in Indonesia (such as
the Sceial Security Number in the United States) which could have
been used for taxpayer i1dentification numbers. The use of
multiple names by individuals also exacerbated the problem.
Finally, there was no national number for firms (like the Employer
Identification Number in the United States). [Sunley 8-~1981].

There was little communication between the indirect and direct tax
departments. The information held by both groups 1s a valuable
source of data for cross~checking. [Due 8-29-81].

Musgrave and Gillis [1974].

Generally, estimates were based on trends and sometimes 1local
factors such as plant openings (closings). Regional targets were
made independently of district targets. Thus, there was a lack of
consistency in estimating methods which were reconciled via negoa-
tion between administrative levels. [Bird 8-81].

In addition, the general poor state of macroeconomic data and the
lack of a dynamic macro model which could be used to make projec-
tions inhibited the development of receipts estimation. Revenue
estimation is a static method where a sample of tax returns are
used to compute average marginal tax rates and other
information. Assumptions are made about changes in the composi-
tion and sources of income. Once these assumptions are made, the
sample is used to "calculate” the revenue which will accrue during
the next period. Receipts estimates are generally of two types.
One method uses distributed lag methods to estimate the timing of
tax receipts during a fiscal year. These estimates are used to
project the short-term financing needs of the government, to
calculate the timing of the issuance of short-term securities, and
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to estimate interest income from government cash balances., The
second type of recelpts estimation employs medium to long-term
forecasts of the economy, and estimated tax elasticities to pro-
ject tax revenues over a period of time. None of the methods
described above was used in Indonesia.

To the extent that targets provide internal consistency and disci-
pline they may be desirable [Bird 8-81].

Sunley [8-81].

There was no information requirement such as the U.S. form 1040
fPerry 9-81].

In addition, the form and the computation of the amount of with-

holding were unduly complicated; numerous computations were re-
quired, no standard withholding tables were available, and forms
had to be submitted monthly for each employee [Perry [9-81].

In the case of non-Indonesian residents and foreign firms, this
percentage could be moaified by treaty.

A prior study by the IMF concluded that the MPS was effectively a
turnover tax. Muten et al. [1979]. The turnover aspect of the
MPS was also confirmed by tax officials in personal interviews.

This turnover tax was completely separate from the MPS.

Recall the MPS could be either 1/12 of the tax liability or 2% of
gross turnover.

In theory, taxpayers could not avoid the MPO since it was withheld
by another party.

Lerche [4-82].

Ibid. For attempts to empirically measure evasion and compliance
costs in more advanced economies see Witte and Wordbury [1983];
Cloffelter [1983] and Shamrod and Scrum [1984].

Interviews with tax officials, [7-82].

Lerche [4-82]. These differences could not be attributable to
differences in exemptions, etec. In western countries the ratios
for the same time period were 547 for the U.S. and 41% for
Germany. Other indicators of lower compliance rates provided by
Lerche include the ratio of taxpayers to owners of TV sets as 1/15
and the ratio of taxpayers to automobile owners as 1/10.

Lerche [4-82].
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Perry and Williamson [2-82]. These estimates were based on income
distribution statistics using average exemptions and tax rates.
Reports to these approximations was necessary hecause of the lack
of data within the tax department.

Perry [9-81]. Less than 2% of tax collections were refunded in
1978.

Lerche [4-82] and Perry [9-81]. Average effective tax rates were
computed a number of ways. Because of lack of data, the rates
were generally computed as ratio of taxes paid to personal income
published by other sources in the government.

Lerche [4-82].

Williamson [4-83]. It was conjectured that the reason for the low
credit application rate for the MPO was the desire of taxpayers to
keep from being identified by tax officials.

Quale [6-81] stated that tax officials claimed the MPO was "pay as
you please.”

Sunley [7-81].
Due [9-81] and Cnossen [9-81].

Jap Kim Sinug [1971]. It is, of course, difficult to estimate the
magnitude of corruption so the estimates represent only orders of
magnitude.

Clad [7-81] and Ouale {6-30-81}. Bird [8-82] noted that the use
of bargaining and 1llegal payments might nct be perceived as
unfair by taxpayers in the Indonesian context where bargaining was
prevalent in all sectors of the economy. However, the scope of
the activity was perceived to decrease governmental collections.

Muten et al. [1979], p. 17.

Tait, et al. [1975].

Williamson and Perry [2-82].

While non-uniform tax treatment of investments is common through-

out the world and there is no implication of corrupt practices,
business leaders claim that non~uniform treatment is unfair.
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Government employees were subject to taxation on imputed income,
honoraria and payments from activities unrelated to their govern-
ment employment.

Perry [9-81].

Williamson [9-1-81]. 1In some cases it was possible to avoid the
taxation of fringe benefits, e.g., charge employees below market
rent for housing.

Williamson and Perry [2-82] and Lerche [4-82]. 1In addition for
those higher income perszons who were subject to withholding on
wages the starting point for the computation of taxable income was
"net of withholding tax" income and then the credit was applied.

Edwards {7-811., There were over 700 commodity groups subject to
different drawbacks.

Due [8-81] and Cnossen [9-81].

Williamson [4-82] and Lerche [4-82].

Due [8-81] and [7-82].

Summary Memo: [12-82].

Due [8-81] and Cnossen [9-81].

Ibid.

Edwards [7-81].

This problem was particularly acute in fishing and textiles. The
problem of hit and run firms is common when incentives such as tax
holidays are present., See Thirsk [9-84].

Wells [9—83]a

Because of the complicated computations and filing requirements
there was some question as to whether many firms actually did the
computations. Perry [9-81].

Gillis and Williamson [8-1-83].

Ibid.

This rejection of incentives included savings. While increasing
the level of the domestic savings is a primary objective of the

Indonesian government, the tax reform did not include any specific
inducements to savings (other than the exclusion of interest from
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Retirement savings, etc., are treated in a con-
sumption tax manner. (See Appendix I). The reform group felt
that reduced rates, a broader base on consumption and relative
simplicity provide some incentives for increased savings and that
additional specific incentives would be administratively burden-
some and open to abuse.

time deposits).

Economically efficient tax incentives can be designed for specific
However, differential incentives create claims
from taxpayers of special favors and a lack of equity. These
claims can put the structure of the tax system into jeopardy--
witness the U.S. tax reform measures of 1981 and subsequent
attempts at adjustments.

These constraints 1include the inability to tax leisure as in the
indirect tax literature, or the imposition of uniform rate struc-
tures in the income and indirect tax literature. See Atkinson and
Stiglitz [1980].

Some information such as terms of government loans, devaluations,
etc., could be known only in the government creating the potential
for moral hazard with respect to taxation.

Specific provisions of the new tax law are found in Appendix I.

This method is simple to index for installation if and when index-
ation is introduced. Sunley [6-82].

Due [9-81] and [9-82] as well as Cnossen [9-81] claim that the
manufacturer's VAT was best suited for the current conditions in
Indonesia. Certain distributors might be included, depending on
the technical and economic relationships between manufacturers and
distributors. These modifications were made to cope with the
problem created by a manufacturer's VAT for firms to create
private brands and sole distributors [Poddar 8-8-83].

The luxury sales tax was 1ntroduced to add progressivity to the
sales tax system and to increase the revenue elasticity of all
sales taxes.,

Manufacturing is defined to include natural resource -rodution and
processing.

A small firm is defined to be any firm with annual turnover of
less than US$24,000 U.S. or with total capital of less than
Us$10,000.

This exemption might have some adverse incentives such as lowering
prices for small firms putting larger firms at a competitive
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disadvantage and having small firms split into two or three firms
when the taxable threshold is reached. [Due 9-82].

It should be emphasized that the price increase is a one time
increase and should have no effect on the long-term rate of infla-
tion.

Given the caséading in the o0ld system it is not clear whether
goods with relatively high effective VAT tax rates will even
experience relative price increases.

See Chapter 1.

The items listed below are only a few of the adminstrative changes
made during the tax reform. See Gillis and Conrad [1984] and the
specific law for details. The administrative changes were con-
tained in a separate law which was passed as part of the reform
package.

Individuals exempt from filing may do so in order to obtain re-
funds.,

The discussion below is based on a series of memos produced by the
members of the tax reform team including: Gressel [9-81]; Dapis
[6-82, 6-83], Conrad and Dapis [6-83] and Gillis [9-83].
Technically, recelpts estimates were made since economic aggreg-
ates were used and no tax return information was used either
corporate or individual.

The general method employed is described in Dapis [6-83].

Rates of growth were used and then the percentage changes were
converted to both nominal and real values. Calculations were made
for fifteen sectors/taxes.

The latest data available at the time was for 1980.

For basic methodology see Appendix V.

Footnotes/ZS-3/08-15-85:g3¢/02—-19-86:j0




10/

- 61 -

CHAPTER II

This analysis 1is based on Harberger [7-81]. See also Hartman
[1985 a,b].

An economy will violate these conditions if it is either com-
pletely closed to the rest of the world (i.e., both the current
and capital accounts are zero), or the country has some type of
market power with respect to either tradeables cor capital goods.
Harberger [1962] presents the classic closed economy case.

In effect, the incidence question is really a type of Henry George
tax, where the incidence of any tax will be borne more (in a
relative sense) by the factor (or agent) that has the least
elastic supply (or demand) curve.

This result assumes that capitalists do not have a preference for
either tradeables or non-tradeables relative to labor.

Recall that nominal income to capital will remain unchanged once
the capital stock adjusts. Thus, an increase in the relative
price of non-tradeables - induces substitution effects for
capitalists 1in their role as consumers which will reduce their
real incomes.

In this case the fall in the relative price of non-tradeables will
increase the real income of capitalists relative to labor. ©Note
also that a uniform value added tax will not in general be neutral
since the imposition of the tax will cause capital and labor to
reallocate across sectors and thus change the capital labor ratio,
both across sectors as well as for the ecormomy as a whole.

If capitalists who are domestic nationals reduce their investments
in the country after a tax increase, then the return to foreign
investors will not be affected. In addition, the domestic
nationals who reduce their investments will not have their incomes
reduced. It simply does not matter which owners (or combination
of owners) respond to the change in the tax.

This fact 1s qualified in the case of complete closure of the
economy. Differential risks might affect the composition of
investment. However, even with risk incorporated into such
models, the risk adjusted supply of capital will still be per-
fectly elastic.

Also, the political objective would be achieved only if domestic
nationals were not "front-men" for foreign investors.

Conrad and Gillis [1984].
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Wells [6-83] and Hart [1985]. See Appendix III also. - The method-
ology used in these studies employed standard project evaluation
techniques where shadow prices for goods were calculated and cash

flows counstructed. For a review of these techniques see Jenkins
and Harberger [1984].

Hart [1985]. Effective tax rates could vary from zero for firms
which ceased operation before the end of tax holidays (and still
have a competitive return) to in excess of 60% for firms which did
not benefit from any tax incentives and paid full taxes.

Appendix III contains a discussion of the conditicns for neutral-

ity. In general, a uniform tax holiday will not be neutral,
biasing investments toward short-term projects. See Thirsk
[1984].

This would occur even if the holiday were neutral. It is diffi-

cult to explain to the textile industry that in a neutral world
they should get a two year tax holiday while the steel industry's
holiday is ten years. Such variation will always result in claims
of discrimination.

An exception would be an investment allowance which allows a
portion of the asset to be immediately expensed. However, to
ensure neutrality, a proportional reduction in the interest ex-
pense would be required, creating additional administrative pro-—
blems. Harberger [1979]. For an analysis of wvarious tax incen-
tives see Boadway [1979].

Chapter 1., p. 20.
Chapter 1, p. 22.
It is standard to require a statement which reconciles book and
taxable income. This statement 1is valuable as a first check on
the accuracy of the return and any sources of variation. For

example see U.S Form 1120,

Based on a sample of 200 corporate income tax returns for the
1979-1980 period.

Musgrave [1959].

For an analysis of the effects of inflation on investment deci-
sions see Auerback [1978, 1981].

This was not a particular problem in Indonesia, but would be for a
country such as the United States.
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Harberger [7-82] presents one method to adjust tax accounts for
inflation.

For an attempt to empirically measure economic depreciation see
Hulton and Wykoff [1981].

In the United States dividends are defined with respect to the
"Earnings and Profits” accounts. These accounts have different
rules from those employed in the income tax law (and perhaps even
from book accounting rules). If a distribution is made and earn—
ings and profits are positve then the distribution is defined to
be dividend. If the earnings and profits account is zero then the
distribution is deemed to be a repayment of the initial investment
and thus not taxable., In this case the payment will reduce the
basis for any subsequent realized capital gain or loss.

Double
citizens.
obtain tax credits.

taxation will only occur 1in the case of domestic
Foreign citizens will generally have the ability to
See McClure [1979].

See Appendix III for a numerical analysis.
Sunley [7-82].

Under this method, if an asset has an eight year life then 25% of
the remaining balance is depreclated each year.

In cases where sale reduces the balance below zero, the difference
is included in ordinary income and the basis is placed at zero.

See Conrad [1980 and 1985] a, b.

That is, no recognition of the variance in capital structure will-
be attempted.

Arbitrary norms by their nature don't allow for tax losses. Thus,
firms will have an incentive to keep books for loss purposes.

Once they are included in this classification of taxpayer (i.e.,
those who keep booke), they will generally remain in that class.

The depreciation system may provide some special incentives de-
pending on the rate of inflation. See Appendix III.

The rate reduction and loss of incentives should be approximately
revenue neutral. Gillis [9-84].

Withholding taxes are creditable. It is not posssible to
establish a system where a host government can capture all the
benefits of the foreign tax credit. Firms may have excess or
deficits of tax credits from other investments of which the host
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government would not be aware. The adjustments made in the tax
reform to domestic and withholding rates are generally standard
and represent no attempt to fine the system.
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This would ba the case if the relative price of non-tradeables
rises in response to a change in the relative price of any
input. See the analysis summarized in Chapter 3.

The form itself was over thirty lines long. Perry [9-81].

The use of comprehensive or expenditure type taxation is still a
source of debate in academic and policy circles. See Pechman
[1977, 1980] and Break [1984].

It was estimated that under the old law, the tax administration
could not handle the number of tax returns which would be filed if
there were more complete compliance, Meuten et al. [1979]. Since
many of these returns would generate small amounts of revenue, the
cost of administration would be greater than the revenue gains.
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APPENDIX II

Tax Holidays

Introduction

Indonesia offered tax holidays of various lengths under the old
income tax law. The length of the tax holiday depended on the type
(minerals, textiles) and the location (outside large cities). The
purpose of this note is to examine the incentives created by the tax
holidays and to offer some comments on the use of this tax instrument.

Tax_Holidays Can be Neutral

It is generally accepted that tax holidays create non-neutral
incentives (see below). However, tax holidays can be designed to be
neutral. To see this, comnsider two types of firms: Type I firms have
short=-lived investments while Type II firms  have-long 1lived
investments. In order to keep the analysis simple, the following
assumptions will be made: (1) no uncertainty; (2) each firm has con-
stant annual cash flows; and (3) each firm employs the same discount
rate.

Competition will ensure that the present value of all marginal
projects will be equal to zero net of tax. Assuming continuous dis-

counting the present value of any project will be:

-rT

PV, = I, + (1-k) Ri/r) {1-e 0

i i i}

where. PVi = Net of tax present value
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R; = constant annual revenue

r = discount rate

Ty = length of project with T, < Ty
k = income tax rate

Ii = investment cost

i =1,2

The introduction of a tax holiday will affect the present value

by reducing the front end taxes, i.e.,

Pv*i = -1, + [Ri/r]{(l-e_rT*i) b (1-k) (e TTF _ o7TT

wheré: T*i = Tax holiday period

In order for the tax holiday to be neutral, the length of the
holiday must be chosen so that the reduction in the present value of
taxes per dollar of investment is the same. That is, neutrality in this
case is defined to be an equal percentage increase in the wealth of each
investor in the marginal project. This implies that the effect of the
tax holiday is equivalent to an equal decrease in the discount rates for
all projects.

For instance, i1f Type I projects last 5 years and the discount
rate is 10% and Type II projects last ten years and get a five-year tax
holiday, the Type I projects will have to get a tax holiday of 2.81
years. 1f the discount rate is increased to 20% then the tax holiday

for Type I projects would be equal to 3.1 years.
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Comments

While it is possible in theory to compute neutral tax holidays,
there are numerous problems with the procedure. First, the government
must know the present values and discount rates project by project.
Therefore, the information requirements cannot be satisfied in practice.

Second, the incentives created by arbitrary uniform rules will
favor short—-term investments relative to long-term investments. In
addition, incentives are created to churn projects, i.e., a five year
tax holiday will ind;ce a series of five year cut and run ‘projects.
This type of incentive might hamper capital accumulation over tha long-
term,

Third, most projects have periods of start-up where cash-flows
are negative because of construction and periods where output begins at
low levels increasing through time to some steady state level. This
implies that tax loss carry-forwards are generated during these
periods. Thus, even if the tax holiday period is defined to begin at
the date of cormerclal production, the incentive effects of the tax
holiday period might be decreased due to the large tax loss offsets.
Someé countries have sought to offset this negative impact by allowing
tax loss offsets (and even such items as depreciation) to carry over to
the end of the tax holiday period. In this case two consequences can
occur: (1) the present value of the tax loss carry forwards are further
reduced because of the further delay in realizations; and (2) the firm
may pay little or no taxes during the entire life of the project because

of the combination of tax loss carry forwards and the tax holiday.
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Fourth, tax holidays are not easy to administer. In order to
be effective they have to be co-ordinated with other provisions of the
tax law. The degree of coordination 1s important because of the tax
loss carry forward issue (discussed above) and the computation of tax-
able income during and after the holiday period (e.g., is depreciation
to be taken during the tax holiday or is the tax holiday period to be
treated as a hole in time where the firm links taxable income during the
construction and start—up phase directly with the post holiday period.)

Fifth, in order to be non—disériminatory, incremental invest-
ments by existing firms generally get tax holidays (in addition to
granting tax holidays for new firms). This fact raises the administra-
tive problem of attributing income bet&een new and old projects within-
the firm. Even a requirement that new invesments be made via new cor-
porations does not eliminate this problem because the firm is seeking to
maximize the present value of all investments net of tax, independent of
corporate structure. Thus, attribution incentives remain.

In summary, tax holidays are not the simple policy tool that
they are perceived to be and they create incentives which might not
encourage enhanced capital formation., If capital formation is enhanced,
intersectional allocative incentives remain which generate an efficiency

cost to the economy as a whole.
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APPENDIX III

Open Ended Depreciation in the Indonesia Context

Introduction

Declining balance-open ended accounts will be required under
the proposed depreciation rules for the Indonesian Income Tax. The
purpose of this memo is to provide a method of evaluating these proposed
rules relative to the measurement of effective income tax rates
(measured in terms of the spread between the gross of tax and net of tax
growth rates of net investment.) Two obvious results are derived from
this analysis: (1) the rate of growth of the capital stock is greater,
the greater the positive divergence between economic depreciation and
tax depreciation; and (2) inflation (even moderate levels) rapidly
erodes any advantage given by accelerated depreciation. Some estimates
are presented to show how depreciation schedules and inflation interact
to produce different investment.

Basic Method

It is reasonable to assume that Indonesia is a price taker both

with respect to the price of capital goods and the gross—-of-tax rate of

return on invested capital (r). Therefore, in the absence of inflation
a firm that reinvests 100% of its earnings can be expected to expand its

net capital stock by r%Z per annum. If indonesia imposes a tax om

capital (or restricts and/or over-encourages investment in certain
sectors) then the rate of growth of the capital stock might be affected.
Therefore, one measure of the effective rate of taxation could

be (the change in) the rate of growth in reinvestment by a firm (sector
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or the economy as a whole) in an open economy. Of course, in a steady
state the decline (increase) in the rate of growth in investment will be
equal to the traditional measures of effective tax rates a la Jorgenson,
etc. Such an approach is adopted below.

Suppose a firm is considering a reinvestment program. In the
absence of taxation net investment in any period is:
I = It_l(l—d+b(r+d))

t

It net value of the capital stock
d rate of economlic depreciation

b proportion of cash flow reinvested

r rate of return on capital

r+d = current return on capital stock

Using this notation, cash flow din any period will be equal to
It_l(r+d). That 1is, the firm will generate sufficient cash flow to
cover its rate of return plus one year's depreciation. If b =1 (100%
reinvestment) then the capital stock will grow at r% per annum, and
It = It_1(1+r)
In order to keep things simple, 100% reinvestment will be assumed.

If a tax 1s imposed with the allowance the "real economic”
depreciation then investment in the future will be equal to (in the case
of 100% reinvestment):

I, = It_l(l—d+r-t(r+d—d)) It(l+r(1—t))
That 1s, investment will grow at r(1-t)% per annum. Under the proposed

rules for Indonesia, tax depreciation will be calculated using open

ended accounts and declining balance depreciation. Thus, under this
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regime, investment in any period will be equal to:

t-1 Crln %
I =1,  (l-dtr=t(r+d) - x J (1-0)¥ 1170
t t=-1 t
R=0
where: x = rate of tax depreciation
Iék = "new"” investment in period t

With this notation tax depreciation in any year is equal to:

t-1
X z (l--x)t 1 kI*
R=0 t
If x = d, then we are back in the "real-economic” depreciation case.

However, if x # d then the rate of change of investment will be differ-
ent each year until a steady state is reached. In the steady state
investment will be equal to:

I = It_1(1+r(l—t)+t(z—d))

where: z = steady state depreciation rate for tax purposes.

In addition, double declining balance is not neutral among

asset classes., That is, the rate of growth of net-investment in the
steady state will be lower (the effective tax rate higher) the smaller
the declining balance rate. This implies that in the absence of infla-
tion, under double declining balance, an asset which has a lower declin-
ing balance rate relative to other assets will have a higher effective
tax rate, while in general, all assets will have lower effective tax

rates than a neutral system using economic depreciation.
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In the presence of inflation, firms will require a cash flow
which will cover the effect on inflation on their assets, i.e.
CFt = (1+p)(r+d)It
where: CF. = gross of tax cash flow
p = inflation rate .
Therefore, when inflation is introduced in the model, with no indexation
of the tax system, investment in any period will be equal to:
t-1

1+1) (14p) - £((1+p)(x+d) - x  J
R=0

3 (r-t-1)
I, =I.,( (1~-x) )
In the steady state, real investment will equal
, %
I, = I, _;(+0-t)r+t(z ~d))
where: z = effective steady state depreciation rate
(inflation inclusive)
Because of the difficulty in obtaining analytical solutions, a simula-
tion methodology has been used to obtain estimates of effective tax

rates.

Numerical Results

A computer  program  was written to perform nominal
calculations. The program can compute net investment for up to 20
years. The "true” economic depreciation case is presented on Table I
when tax depreciation 1s equal to the real depreciation rate then in-
vestment grows at 6.5% per year independent of asset life.

The remainder of Table 1 contains calculations for different

rates of inflation. For each asset class, the following results are
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reported for each level of inflation: (1) the rate of growth of the net
of inflation capital stock at the end of year 20 (;pproximately equal to
the steady state rate of growth); (2) the real value of capital stock at
the end of year 20; (3) the real value of the tax revenue in year 20;
and (4) the (approximate) steady state effective tax rate. The first
row for each asset classification measures the "true” economic deprecia-
tion. Note that the values of this row are identical (since "true”
depreciation is neutral). The second row for each asset measures the
effect of double-declining balance depreciation with zero inflation.
The remaining rows for each asset measure the effects of double-
declining balance at different levels of inflation. The following
points are indicated by the results presented on Table III.

i. Double declining balance depreciation is not neutral
across asset classes. In particular, double declining
balance favors short-term assets relative to long-term
assets when inflation 1s zero (or when the tax system is
indexed).

ii. The investment incentive granted under double declining
balance depreciation is rapidly eroded by inflation. At
an inflation rate of 10%, the effective tax rate is higher
for each asset classification under double declining
balance than for "real economic” depreciation under an
indexed tax.

iii. The effect of inflation is greater on short-lived than on

long-lived assets. This 1s true because the grcss of tax

Append-3/25-3/08-15-85:27¢/02-19-86: jo




- 9] -

cash flow must be higher for a short-lived asset per
dollar of investment in order to cover the relatively
rapld write-off period. However, tax depreciation, being
based on historical cost, is proportionately lower leaving
more “taxable income"” in later periods.

In summary, double declining balance with modest levels of

inflation will completely erode any investment incentive offered by

accelerated depreciation and may discriminate against "short-term”

assets.

Other Effects

(a)

(b)

Because of accelerated depreciation, there is an incentive to
turn over assets faster because of the rapid write-off. There-
fore, there could be a "churning effect"” whereby the same
capital stock keeps changing hands without a net increase in
the stock.

The effect in A above would be offset by the fact that sales of
assets reduce the balance in the open ended account. If the
tax system is not indexed for inflation then the nominal amount
of the sale could reduce the balance below that which would
occur under an indexed system, depending on the changes in
relative replacement assets and used assets. This could create
two dincentives. First, firms may prolong use of an asset
beyond its useful 1life or merely “give"” them away. Second,
firms may simply not report the sale which would further erode

compliance of the tax system.
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Summary

There are two ways to interpret the results on Tablé ITI.
First at 10% inflation, the depreciation scheme does not appear to be
too bad. The variance in effective rates is not too great and the
effective rate that is fairly close to it would occur if true economic
depreciation were to be used. This is particularly true in the real
world, where firms use a combination of different assets. Second, when
rates of inflation exceed 107, things look pretty bad. At different
rates the system becomes more non—-neutral, creating differentials in the
rate of growth of the investment of different assets. Thus, the real
issue appears to be whether the cost of indexing the system outweigh the
efficiency cost created by the combination of accelerated depreciation
and inflation.

Finally, there is the issue of asset claéses. The analysis
suggests that wider brackets might be better than the current ones for

short-term assets, e.g.

Rate Asset Life
2/6 for class one 1-6 years
2/12 for class two 7-12 years
2/18 for class three 13+ years

However, more work must be done if any changes are to be made.
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Table 1: Results for Different Asset Classes and
Different Rates of Inflation

Values in Year 20

Reinvestment Real Real Effective
Inflation Rate Rate Capital Stock Tax Rev. Tax Rate
Four Year Asset
Real FEconamic Depr. 6.5 331 11.5 35.0
- 07 7.66 468 10.9 23.4
5% 6.69 393 13.0 33.1
107 5.88 339 14.0 41.2
15% 5.20 299 14.4 48.0
20% 4.61 268 14.5 53.9
Eight Year Asset
Real Economic Depr. 6.5 33.1 11.5 35.0
- 0% 7.52 441 10.0 24.1
5% 6.7 393 12.7 33.1
10% 6.05 340 14.0 41.0
15% 5.55 310 14.7 48,5
20% 5.15 288 16.0 60.6
Twenty Year Asset
Econamlc Depr. 6.5 331 11.5 35.0
- 0% 7.2 399 10.9 28.0
5% 6.6 362 12.2 34.0
107 6.3 338 12.7 37.0
15% 6.0 321 12.9 40.0
207 5.8 309 13.1 42,0
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APPENDIX IV

Source Rules and Foreign Tax Credits

Introduction

The purpose of this note is to describe the tax treatment of
foreign investors under Indonesian law. In general, most home countries
(except France) offer a tax credit for foreign income and withholding
taxes paid to the foreign countries of firms which are domiciled in
their countries. It is important for a country such as Indonesia to
accommodate, as much as possible, the tax credit rules of the home
countries for two reasons. First, Indonesia can determine its income
and withholding taxes so that the incentivg effects on the foreign
investment are small. That 1s, under certain conditions tax payments
can be mere transfers from home to host countries with no affect on the
net of tax returns to investors. Second, foreign firms are adamant
about forelign tax credits. That 1s, a country which has a tax systen
which is not compatible with international tax rules will find it diffi-
cult to attract foreign investors because foreign firms consider the
foreign tax credit issue so important.

The United States has the most rigid foreign tax rules of any
country. In addition, since 1978 the definitions of creditable foreign
taxes have been changed at least four times. Because of the importance
of the United States rules, the discussion below is structured around

the U.S. rules,
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Foreign Tax Credit Rules

In order for a firm to claim a credit for foreign taxes paid,
the tax in question must be an "income"” tax both with respect to struc~
ture and intent. In order to qualify with respect to structure, the tax
must be based on net income and it must reflect the expenses necessary
for the computation of net income. That is, depreciation and interest
deductions must be included as well as allowances for bad debts,
accruals and deferred expenses, etc. The tax must also be based on some
definition of the principal "source” (see below). 1/

In order to qualify with respect to intent, the tax must be a
payment for which there is not a tangible benefit received by the tax-
payer, For instance, if a country imposed a payment which was ldentical
in structure to an income tax but it was judged to be a payment for the
right to extract natural resources, then the payment would be deemed to
be a royalty, not an income tax, and would not be a creditable tax.

In addition to the two provisions outlined above, there are
sther characteristics of the payment. If the tax 1s designed to "sop-
up” excess forelgn tax credits, then it would not be creditable. For
instance, 1f a country imposed a variable rate tax where the rate was an
increasing function of the home tax rate then such a tax would not be
creditable., In addition, there are certain non-discrimination clauses

in the forelgn tax rules. The tax must be one which is generally

1/ There are "in lieu of" provisions where certain payments can be made
in lieu of income taxes, However, the basic standard is still the
traditional type of income tax.
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applicable to both domestic and to all foreign investors (e.g., a
country cannot tax domestic investors at one rate and foreign investors
at another). Finally, the tax cannot be sector specific. That is, the
textile industry cannot have a maximum rate of 457 while the maximum
marginal rate for all other industries is 25%.

Source Rules

Under U.S. law, income 1s "sourced” according to the F.0.B.
price at the location of production, That is, sales are attributed to
the location of production. In order to be comsistent, costs, regard-
less of location, should be shared between locations in proportion to
their contribution to profit (e.g., research and development expendi-
tures in the Unitea States should be allocated to all locations of
production in some manner.) This method is known as "separate account-
ing by source.” This method is geaerally accepted in the international
tax and accounting communities.

The alternative to source rules via separate accounting is
attribution of income based on some formula. This method is used by
some states in the United States. Under this method, total world-wide
income is attributed to each taxing jurisdiction based on a formula made
up of various components (e.g., the ratio of sales in each jurisdiction
to total world wide sales). This alternative has gained some popularity
in recent years and 1s found in Australia and even in certain parts of
U.S. federal rules (sections 861-683 of the Internal Reveiue Code.)

The tax law in Indonesia uses traditional separate accounting

by source to attribute income from both foreign investors in Indonesia
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and foreign investments »f domestic nationals. That is, the definitions
of income and where income is attributed is generally the same as those
under U.S. foreign tax credit rules.

_The reason for this choice is not economic. From an economic
perspective, the choice of the attribution rule is arbitrary. However,
there is a great deal of debate with respect to the use of formulae.
Thus, it was judged that in order to eliminate this debate from the
Indonesian tax reform, traditional accounting rules would be used.

Accommodation and Incentives

U.S. foreign tax credits are grouped according to what is known
as the "overall" limitation. Under this rule, the creditable taxes paid
to all foreign governments are pooled to determined the total foreign
taxes palid in any period..g/ If total foreign taxes are greater than
(less than) U.S. taxes due then the firm is said to be in an excess
(deficit) tax credit position. This implies that whether or not
Indonesian taxes on incremental investments increases, the tax burden of
the firm depends on the taxes paid to other countries. For instance, 1if
the firm were in an excess (deficit) position then any taxes paid to
Indonesia would increase (have no effect) on the total taxes paid by the
firm.

Given this result, it is impossible for Indonesia (or any other

country) to fine tune its tax laws on a firm by firm basis since differ-

2] The alternative is called the per-country limitation, where the
pooling is restricted to each country.
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ent firmg héve different tax credit positions at different dates. §j In
order to keep Indonesia competitive for investments by foreign firms
after the elimination of all incentives, 1t was judged that the lower
corporate income tax rates combined with the withholding taxes of 20% 4/
was sufficient to trade-uff the potential revenue losses from lost
deficit credits with the competitive effects of the use of tax incen-

tives by other countries.

§j In addition, foreign firms have some flexibility with respect to the
timing of payments to home parents as well as to the use of funds
generated in one country for operations and investments in other
countries.

4/ Which in turn can be modified by treaty.
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APPENDIX V

What follows 1s a description of revenue estimates from the
petroleum sector under the value added tax., It is included in this
study: (1) to illustrate the alternative methods of computing a VAT;

and (2) to show that the net value added tax payments are not affected

by any of the alternative computations. Thus, the method adopted for a

VAT in a specific case will depend on administrative costs and other
non-revenue factors.

Four cases are presented for the period 1984-1985. Administra-
tive effects are discussed.

1.1 Table I: Case I

Estimates for Pertamina's net value added tax 1liability are
presented in Table T. These estimates were based on the following
assumptions:

Assumptions

i. The contractors will collect the VAT on all transactions
with Pertamina. That i1s, the contractors will act as a
collection agent for the government with respect to
transfers of both in-kind and pro-rata crude oil to
Pertamina.

iji. No VAT will be collected on Pertamina's own production

(either pro-rata or in-kind) when it is transfecred to the

refinery. This 1is common practice with respect to
vertically integrated operations. Therefore, the amount

of tax collected on crude oil inputs will vary depending
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on the vratio of contractor crude oil ipputs and
Pertamina's own production.

iii. The VAT on output will be based on the wvalue of output
less pump margins. Ideally, one would like to employ the
"ex=-refinery” price for each output. However, it appears
that no ex-refinery prices exist, To the extent that
margins above wholesale are included in the reported
estimates, VAT revenues will be over—estimated.

iv, Exports of refined products (or crude) by Pertamina will
be taxed at a zero rate, like all other exports.

Vo Data employed were obtained from Pertamina's estimates of
domestic refinery costs for the next twelve months ad-
justed for output price 1ncreases made in January.
Pertamina must provide data to the Ministry of Finance on
the cost of domestic production each year in order for the
Ministry of Finance to calculate the budget subsidy to
Pertamina., This data base is the one that was employed in
the analysis. The data provided by Pertamina to the
Ministry of Finance is somewhat dated in that the revenues
and estimated production do not reflect the increase in
BBM prices made early this year. Therefore, quantities of
each input were reduced in proportion to the reduction in
domestic demand for final products estimated by Dale Gray.

vi. No adjustment is made for imports of capital goods and

services (see Tables II and III).
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As shown on Table I, the VAT on inputs 1is greater than the VAT
collections on output (ex-refinery). This result is due in large part
because of the domestic price controls on refined products. Given this
result, Pertamina will receive a "refund” of almost 33 billion rps. and
total VAT collections (net of refunds) by the Ministry of Finance will

equal almost 550 rps. for BBM products.

1.2 Table II: Case II

Table II also contains estimates of VAT collections under the

assumption that the contractors will be VAT collectors for transactions

with Pertamina. The following additional assumptions were also employed
in making the estimates reported on Table II,.

Further Assumptions

i. A1l imported capital goods and services are purchased by
the contractors, not by Pertamina. (This assumption
probably overestimates the amount of contractor with-
holdings since Pertamina will import some capital goods
and services.)

ii. The VAT is collected on all imported capital goods and
services by the tax authorities.

iii. The contractors will collect VAT on all transactions with
Pertamina.

iv. Estimates of the quantity of capital goods, imports and
services were computed from data found in the 1984 World

Bank Report.
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Under these assumptions, the Ministry of Finance will treat the
contractors as separate entitites from Pertamina instead of partners
(which they are legally). That 1s, the contractors and Pertamina will
be separately liable for their shares of the VAT,

Under these assumptions, the VAT collected on imports of ser-
vices and capital is less than the VAT collections on transfers of crude
0il between the contractors and Pertamina. Therefore, since the con-
tractors' VAT collections are greater than the contractors' credits, the
contractors will pay the difference of 142 billion representing a
maximum figure since the calculations are not adjusted for the exports
made by the contractor. Contractor exports will be taxed at a zero rate
(like all other exports) and the contractor will receive a rebate for a
share of import VAT on their exports. Finally, total collections from
the contractors, collections from imports plus VAT on transfers of crude
0il to Pertamina, will be almost 459 billion.

Note, however, that this 459 billion is not the "net addition”
to government revenues. That is, the total revenues less refunds will
be the 549 billion reported in Table I. This is true because the credit
system works to ensure that the effective tax revenue collections will
be only the revenues from sales "ex-refinery.” This fact 1is shown

clearly on Table III,

1.3 Table III: Case IIIL

The results reported in this table are based on the assumption

that Pertamina, not the contractors, will be allowed to credit the VAT
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collections on imports. That is, Pertamina is assumed to "import"” all
capital goods and services. Therefore, Pertamina will get the credits
for VAT on imports. It is also assumed, like Case I and Case II, that
the contractors will collect VAT on transfers of domestic crude oil
inputs to Pertamina._l] The net VAT collections (receipts less credits)
would be almost 550 billion rps. (the value reported in Table 1I).
However, the refunds from the Ministry of Finance to Pertamina are
almost 350 billion rps. greater than the refunds reported in Table I
because of the inclusion of the VAT collections on imports of capital
and services.

There are two interpretations to this calculation. First, it
can be claimed that in effect, Pertamind imports all capital goods and
oil services. (For imported capital goods this claim is technically
correct since all capital goods become the property of Pertamina upon
importation.) In this case, the contractors serve only as collection
agents for the Ministry of Finance (i.e., Table II no longer applies).
Second, it can be assumed that the contractors are "liable” for the VAT
and therefore, the figures on Table II are relevant. In this case, the
total refund could be split between the contractors and Pertamina. The
contractors could be paid by Pertamina an amount equal to the VAT on
imports (316.252 billion rps) to reimburse them for the payments of this

tax and then Pertamina would keep the residual (i.e., the 33.311 billion

ij Since the contractors would have no VAT to credit in this case, all
VAT collections by the contractors will be transferred to the Ministry
of Finance.
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rps. which is the value of refunds reported on Table I). This interpre-
tation would be consistent with the assumption that the contractors
“pass—through” all costs as the basis for reimbursements in the produc-
tion sharing contracts and that the gross of tax prices for contractor
imports increase by the amount of the tax (i.e., the supply of imports

at world prices is perfectly elastic).

1.4 Table IV: Case IV

The values reported in this table are based on the assumption

that the contractors do not collect VAT on transfers to Pertamina. As

shown, the elimination of contractor withholding is sufficient to elim-
inate any refuﬁds to Pertamina. In fact, Pertamina will make additional
deposits of almost 108 billion rps. in order to cover the total VAT on
sales in the domestic market, i.e., an amount sufficient to make the
total collections equal to 549.6 billion rps. Once again, the reason
for the difference between Tables III and IV is the absence of VAT
collections by the contractors on domestic transfers of crude oil to
Pertamina.

2. Implications

2.1 Budget Effects

Two options are available to the government with respect to the
overall budget and the VAT on petroleum products. First, domestic
prices could be allowed to increase by the amount of the tax. (Because
of the method used to compute prices, this would imply that BBM prices

at the refinery would have to increase by almost 10%. BBM prices at
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retail would not increase by the full 10%Z because some distribution
margins would not be taxed.) If this option is chosen, then the net
effect on the government budget would be nil. That is, the Ministry of
Finance would collect the VAT, increasing govenment receipts, and at the
same time increase expenditures (the subsidy to Pertamina) by the same
amount.

2.2 Administrative Effects

The success of the VAT as a major source of revenue depends
upon collecting as much revenue as possible at a very few strategic
collection point, i.e., Pertamina and the ports. Therefore, it is

imperative that all imports of crude oil, oil products, capital and

services be subject to VAT. If these items are exempt then there is the
potential for (and actual) erosion 1in the VAT administration at the
border which will increase costs and open the system for abuse. Also,
if these items are made exempt, it will be difficult to prevent exemp-
tions for other sectors or products.

The second major point of collection in this sector will be at

th% point of transfer of domestic refined products from Pertamina to the
wholesaler., In some cases, this point will be clearly defined (e.g.,
kerosene); however, in other cases such points are not clearly defined
(e.g., gasoline). One solution to this problem would be to require
Pertamina to pay the tax "ex-refinery” (as it should through time once
Pertamina has accounts). That is, every time a shipment to a domestic
source is made from the refinery, a sale would be "deemed" to occur,

i.e., Pertamina would have to pay the tax on shipments. The only
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préblem with this method would be a potential timing difference beween
the date of shipment and the date of sale. However, since VAT payments
will be made once a month, this problem could be handled by requiring
Pertamina to fractionally increase its working capital (in cash) by an
amount sufficient to cover the payments. If payments are not made
promptly by Pertamina, then Ministry of Finance would reduce the
quarterly subsidy by the appropriate amount (plus interest and
penalties).

Regardless of the method employed, enforcement measures must be
developed. It is important that the Ministry of Finance receive timely
and accurate information on the quantity of domestic production and
shipments. (Imports should be.handled in the same manner as the impor-
tation of other commodities.) Wwith this information, the Ministry of
Finance will be able to compute the amount of the VAT collections and to
independently compute the amount of the credit or balance due from
Pertamina.

The final issue is whether contractors should withhold on
transfers of crude oil to Pertamina., Ideally, this should be the method
employed. Domestic production is transfered from one producer to a
refiner and the tax should be withheld at that point. While this might
marginally increase the administrative burden on the contractors, this
burden should not inhibit implementation. (Afterall, other manufactur-
ing firms in the non-oil sector must do it.)

The major problem with this method is the treatment of "in-

kind" oil. Pertamina gets a large share of its domestic crude oil from.
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the contractor as part of the product%on sharing agreements (or contract
of work) without a transfer of cash or other form of payment. If the
contractors are required to withhold on in-kind oil then a cash payment
by Pertamina to the contractor will be required for the amount of the
tax withholding. Therefore, before the contractors would be willing to
go along with this method, they must be assured that either Pertamina
will pay or that the contractor will have the power to withhold "in-
kind” and sell the crude to discharge Pertamina's liability. (Alter-
natively, the contractor could report quantities transferred to the
Ministry of Finance and then the Ministry of Finance could handle the
collections.) Regardless of the method used, it should be made clear to
the contractors that they will not be put in jeopardy for Pertamina's

liability.

2.3 VAT on Contractors

A final note is required with respect to the tax treatment of
contractors under thes value added tax system. It is important that VAT
be collected on all imports of contractors similar to that imposed on
Pertamina. However, the rebate system will be an important component of

the taxation of contractors. Since contractors will export all of their

crude, a timely rebate system will be important.
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Table I**
Value Added Tax on 0il Products

1984~-1985

Estimates for Pertamina Domestic Production and Crude Qil Purchases

Quantity Value
Item 1000 bbls. (billion rps) YAT
I. Crude 0il Inputs
1. Pro-rata: Contractor 15.740 93.577 9.357
2. In-Xind: Contractor 144.758 4490.369 449 .037
3. Imports 31.768 963.412 96.341
II. Imports: Refined Products 7.940 281.752 28.175
Total VAT collectioas
. prior to refinery intake -+ 582.911
III. Domestic Sales of
Refined Products 160.755 5496.000 549.600

Computation of Wet Value Added Tax
in rp billion

VAT collections on sales ) 549.600
Less VAT withheld 589.911
Refunds to Pertamina 33.311
Net VAT collections by Ministry of Finance 549.600

**Notes: Values in billion Rp. Quantities in Million Barrels. Data based on
estimates provided by Dale Gray and esctimates by Pertamina. The data from
Pertamina were adjusted for revised estimates of domestic consunption afcer
the January 1984 price increases. This calculation assumes that contractors
collect VAT on all sales to Pertamina.
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Table II

Value Added Tax on 0il Sector Imports

1984-1985
rp billion
Item Value VAT
1. Production related imports 2,731.130 273.113
2. Non-factor service imports 431.393 43.139
Total VAT Collection on
0il Related Imports 316.252

Net Collections Assuming Contractor is Subject to VAT

rp billion
Item Amount
Collected on In-kind and Pro-rata .
sales to Pertamina 458.394
Less: VAT withheld on Imports
of capital and services 316.252
Net VAT paid by Contractors : 142.142

notes: values measured Iin billion rps. This computation assumes that
contractors will be liable for VAT on all imported inputs and that the
contractors will withhold VAT on sales to Pertamina for domestic uses.
Therefore, contractors will be "liable” for the net difference between
withholding on imports and withhoiding on domestic sales.




Table IILI
Total VAT Collections
0il Sector
Pertamina Subject to VAT
1984-1985

rp billion

Item Amount

1. VAT on domestic sales of BBM 549.60Q0

less

2. VAT on imported oil sector
equipment and services 316.252

less
3. VAT on crude oil purchases and transfer 582.911
Net Refunds of VAT to Pertamina 349.630

VAT collections to Ministry of Finance 549.600

notes: values measured in billion rps-
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Table 1V
Total VAT Collections
0il Sector

Contractors Do Not Collect VAT on Domestic Transfers
of Crude Oil to Pertamina

rp billion

Item Amount

1. VAT on doemstic sales of BBM 549.600
less

2. VAT on imported equipment, services
crude oil and products 440.768

3. Net Additional payments by Pertamina
from withholding on domestic sales 108.832

4. Net VAT collections 549.600
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APPZNDIX VI

Incentives to Go Public

Introduction

With the advent of the Jakarta Stock Exchange, the Ministry of
Finance issued some rulings which provided tax incentives for firms
which issue and sell their shares on the domestic stock exchange. These
tax incentives included: (1) reduced corporate tax rates (over and
above those for firms who file audited financial returns) for a period
of years (the rate reductions and time limits vary depending on the
proportion of .shares issued); and (2) tax exemptions of dividend
payments to domestic shareholders for a specified period of time
(generally three years).

It was felt that such tax policy would provide incentives for
foreign firms to sell at least part of their interest to Indonesian
nationals (who are the only people allowed to buy stock on the Jakarta
exchange) and thus to speed "Indonesianization” of this part of the
capital stock. |
Analysis

I believe that the major result of these incentives was to
merely transfer tax revenues from the Indonesian treasury to foreign
investors. This can be seen from the following. If a foreign firm
invests in Indonesia then the value of its investment will equal the

net-of-tax present value of the flow of income generated. Assuming a
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constant cash flow and ignoring foreign taxes then the fofeign

investor's present value will be:

pvs=(1«ts)(1-tc)n<1-e‘rT)/r

where: PVs = present value to foreign investor
te = effective corporation tax rate
t, = effective withholding tax rate
D = constant profits (assumed distributed)
r = continuous discount rate
T = life of project

A finite 1life is assumed because corporations in Indonesia are.
generally created on a project by project basis and under Indonesian law
a corporation has limited life (generally 30 years).

A domestic national considering the purchase of the shares in

this corporation would evaluate the prospects according to:
PV = (1-t )(1-t_) D(1-3""))/r
d c

where: tq = domestic marginal tax rate

I assume that the discount rates for domestic and foreign
nationgls are the same. In this situation, a domestic national would be
willing to buy the shares of the foreign firm and the foreign firm would
be wiliing to sell if PV, > PV_: i.e., if t; < t_. If the situation is

reversed then no trades will take place.
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The introduction of the tax incentives for going public do
nothing to the opportunity cost of the foreign investor since this
investor always has the option of not selling shares. 1/ However, the
willingness to pay on the part of domestic nationals would be
affected., In particular, the willingness to pay by domestic nationals

under the tax incentive scheme would become:

PV, = D/T((1=t_,(1-e""T) + (1-t,) (1-t ) (e7TTF - )

d*

where: t i = reduced corporate income tax rate

T* - period incentives apply

Thus, the effeét of thé incentives 1s to increase the willing-
ness to pay of domestic 1nvestors by exactly the amount of the present
value of the revenue loss to the government created by the incentives.
If the incentives are rich enocugh then foreign firms will sell shares in
the exchange and capture some of the incentives from Indonesia to the
foreign investors. In this case, the ownership of the capital stock has
changed but Indonesian nationals are ‘no better—off (they only cover
their personal opportunity costs). Indonesia as a whole has less tax
revenue than before.

Implications and Alternatives

This simple example implies that at least part of the tax

savings created by these incentives 1s captured by the foreign firms.

}j The law does not require foreign firms to sell shares.
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In effect, Indonesia is paying the foreign firms to part with their
holdings.

Given the economic fact that foreign firms must obtain their
reservation price, 1t may be better for Indonesia to simply pay the
firms thelr reservation price and sell the shares on the exchange
itself. In this case, the government will not lose the portion of the
tax incentives which accrue to domestic nationals.

The following points should also be noted:

i. They are only provided for existing firms. Thus, there is
no reason to believe that the domestic capital stock will
increase on account of the incentives. The ownership
might change, but the benefits to Indonesia (net of tax)
will not be affected and there is no indication that
domestic investors will use existing firms for expansion,
etc., when the firms are still effectively controlled by
the foreign investors.

Indonesia has methods other than tax incentives to induce
firms to sell shares. For instance, most non-fuel mineral
contracts contain provisions which require firms to offer
a certain percentage of thelr shares for sale to domestic
nationals within a specified time frame (usually 5-10
years). With these provisions the govermment at least has

assurance that the offers will be made.

Prospects about the value of the firms will vary. In

particular, some foreign firms may want to get out due to
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changes 1n market conditions. In this case, the tax
incentives might allow firms who would have wanted to
unload their bad investments to do so at a price greater
than the one that the market would otherwise bear.

jv. It is common for the sale of stock by foreign firms to

create foreign source capital gains (or losses). If
Indonesia allows the sale of shares to domestic nationals
to be non-taxable events under Indonesian law, then taxes
might have to be paid to the home country from the sale.
In this case, there is the additional effect of revenue
gains to the home country.

I believe that this incentive is not' an efficient means to
induce Indonesianization of foreign firms. If Indonesia wants to
increase the share of capital held by domestic nationals then it should
concentrate on increasing the share of future investments made by
domestic nationals relative to foreign investors. Trading ownership of
the existing capital stock will do 1little or nothing to enhance

Indonesia's growth while creating a drain on the treasury.
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APPENDIX VII

Production Sharing Contracts

Introduction

The production sharing contracts used in Indonesia have evolved
over a period of ten years. Like most mineral producing countries, the
initial format of the government's share of oil production was a royalty
type agreement., The government was pald a percentage of the gross for
the right to extract the resource and the contractor was liable for
generally applicable income taxes.

Through time this contract changed from a contract of work
format where the contractor was paid for his contribution to exploration
and development to the current production sharing contract. The purpose
of this note is to describe the nature of the production sharing
contract and how the new tax law accommodates the contracts so that the
investor is treated the same under both the 0ld and new tax laws.,

Description

The Indonesian production sharing contract has the following

important provisions:

i. A Signature Bonus. This payment is made by the
contractor upon the completion of negotiations. In
return for the payment, the government provides the
contractor with all geological information held by the
state.

ii. Tax exemptions for imports. All imported materials and

capital equipment are exempt from import duties.
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iii. State ownership of capital. Upon importatipn of
materials and capital equipment, the ownership of such
goods 1s transferred to Pertamina. However, the
contractor has the right to depreciate and otherwise
recover the cost of capital equipment.

iv. Investment credit. Under certain conditions, contractors
may claim an investment credit equal to 207 of the
investment.,

Ve Production Bonus., Under certain conditions, the
contractor pays a one time bonus payment once the
reserves are known. That 1s, once the size of the field
is known (within certain limits) the contractor might be
liable for a one time additional payment which varies
with the size of the fileld. Both the signature and
production bonus are deductible from income taxes.

vi. Exploration and Development Expenses. If exploration is
not successful then the firm will not be pald anything.
If exploration i1is successful then the contractor will
have the right to recover all exploration and development
expenses before Indonesia obtains any share of
production. This rule 4is similar to wunlimited loss
carry-forwards.

vii. Depreciation. Intangible drilling costs are expensed.
Other capital costs were subject to regular depreciation

rules which provided for double declining balance method.
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viii, Cost 0il. Once production begins the contractor receives
payment for all costs incurred. Thus, Indonesia receives
no payment before the contractor covers all costs.

ix. Pro-rata Crude. Once exploration, development and cost
oil 1is  obtained by the contractor, the contractor
receives a pro-rata share of production. This share was
about 29% under the old tax and is equal to about 32%
under the new tax law. The percentages are determined so
that when combined with the income and withholding taxes
the share going to the contractor (government) is 15%
(85%).

Xe Income Taxes. Contractor is 1liable for income taxes,
The income taxes covered both income and withholding
taxes. In effect, the contractor is treated like a
branch operation where all income is deemed distributed
to the foreign parent during the year which it accrues.

Modifications to Reflect New Income Tax Law

In order to keep the intent and the result of the production
sharing contracts unchanged under the new tax law three changes had to
be made. First, the pro-rata share of production had to be increased.
This reflected the lower corporate income tax rates. Thus, the firms
will still receive 15% net of tax. However, the share of money going to
Pertamina will increase and the share going to the Ministry of Finance

will decrease.
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Second, under the new tax law "intangible" costs in the natural
resource sector are to be capitalized and recovered either through cost
depleticn or depreciation. This provision was intended for non-oil
investments. To ensure that the law was clearly understood, a revenue
ruling was 1issued which defined intangible costs. Under this ruling
most expenses incurred by producers of crude oil do not fit into this
grouping and are not affected. This i1s dimportant because 60-80% of
drilling costs are expensed under the production sharing countracts.
Thus, any change in the treatment of these costs would change both the
timing of the expense and the present value of the projects to the
contractor.

Third, the depreciation rules are different under the new tax
law, However, this problem was largely definitional since the major
difference was with respect to the asset lives and not with respect to
the method of depreciation (i.e., double declining balance was used in
crude oil production under the old law.) Thus, assets were classified
in the groups which were nearest the asset lives under the old tax
laws. While not ﬁerfect, the correspondence 1s close enouéh to ensure

4

that the tax effects on the present values for the contractor is nill.
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