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ABSTRACT

Tax is a prominent source of revenue to support the development of a country. In
Indonesia, taxes are collected by the Directorate General of Taxes (DGT). The tax
authority employs a Self-Assessment System (SAS) to collect taxes in Indonesia.
However, the collection of taxes has not reached the target expected by the tax
authority. This study aims to examine the factors that influence the compliance
behaviour of individual taxpayers in Pelalawan Regency, Riau Province, Indonesia. It
assumes that demographic and institutional factors have a significant influence on
individual tax compliance behaviour. A self-administered survey was carried out
among government officers in the Pelalawan Regency. Results of this study show that
demographic factors (i.e. age, gender and level of education) do not have significant
influence on individual tax compliance behaviour. However, institutional factors (tax
knowledge, complexity, the probability of detection and the role of the tax authority)
analysed reveal a significant influence for two of the factors, i.e. the probability of
detection and the role of the tax authority. Therefore, this study suggests that the tax
authority should devise strategies for detecting taxpayers who fail to comply. In
addition, the tax authority should initiate methods to persuade taxpayers to fulfil their
tax obligation.



Ca:’d\uvdﬁ

oF e (gl 3 el ey 3 B sy L S gl Ao
G Al e el ey il Bl gl dlanly sl e 32
Gyl it Bgeslls by U1 k) plss (ol dbian iy clist]
ot W O gl el A Sl ala> s 4(2011M Lolali, el
& 5y ol Ble e g Julsdielamal] Gud aulll eds o) ddeas O b
JolsalCT s, a1 i g Uligly Anblis ¢ ity (3 o2l oYL AISL
7oy eVl e @ S ST old wleshl Llsallscaidl esc
g Lo g ilgly)  AablaS (i lY Apdesigaagia S b gelsilanlayy
Vg Gpdl (i) ey 2 ssblalpallian)lade ks o gl
Uogast il JOLIall o 3 gl VL SIS ¢ ST ISCag
& 55 ol Ble sl abldl ey (Gt Allely cddndlsdl il
Sl bz Tl ods e 28l Mgl plIVLSs AL
I peedlmloigeh ¥ el edlie ST e
dochaoads e 9ea B Lorlss gy s s S o g

() el Bl 2l oAbl LBlE alaindl o)



APPROVAL PAGE

| certify that | have supervised and read this study and that in my opinion, it conforms
to acceptable standards of scholarly presentation and is fully adequate, in scope and
quality, as a dissertation for the degree of Master of Science (Accounting).

Khadijah Mohd Isa
Supervisor

Salwa Hana Yussof
Co-Supervisor

| certify that I have read this study and that in my opinion, it conforms to acceptable
standards of scholarly presentation and is fully adequate, in scope and quality, as a
dissertation for the degree of Master of Science (Accounting).

Zaini Zainol
Examiner

Nor Hafizah Zainal Abidin
Examiner

This dissertation was submitted to the Department of Accounting and is accepted as a
fulfilment of the requirement for the degree of Master of Science (Accounting).

Noraini Mohd. Ariffin
Head, Department of Accounting

This dissertation was submitted to the Kulliyyah of Economics and Management
Sciences and is accepted as a fulfilment of the requirement for the degree of Master of
Science (Accounting).

Maliah Sulaiman
Dean, Kulliyyah of Economics and
Management Sciences



DECLARATION

| hereby declare that this dissertation is the result of my own investigation, except
where otherwise stated. | also declare that it has not been previously or concurrently
submitted as a whole for any other degree at IITUM or other institutions.

Desri Eka Adriani

SIGNALUIE ...oeeeiececeee e Date ..o



INTERNATIONAL ISLAMIC UNIVERSITY MALAYSIA

DECLARATION OF COPYRIGHT AND AFFIRMATION
OF FAIR USE OF UNPUBLISHED RESEARCH

FACTORS INFLUENCING THE COMPLIANCE BEHAVIOUR OF
INDIVIDUAL TAXPAYERS IN RIAU INDONESIA

| declare that the copyright of this thesis/ dissertation are jointly owned by the
student and 1HTUM

Copyright © 2016 by Desri Eka Adriani and International Islamic University Malaysia.
All rights reserved.

No part of this unpublished thesis may be reproduced, stored in a retrieval system, or
transmitted, in any form or by any means, electronic, mechanical, photocopying,
recording or otherwise without the prior written permission of the copyright holders
except as provided below:

1. Any material contained in or derived from this unpublished research may
only be used by others in their writing with due acknowledgement.

2. 1IUM or its library will have the right to make and transmit copies (print or
electronic) for institutional and academic purposes.

3. The UM library will have the right to make, store in a retrieval system
and supply copies of this unpublished research if requested by other
universities and research libraries.

By signing this form, | acknowledge that | have read and understand the 1HUM
Intellectual Property Right and Commercialization Policy

Affirmed by Desri Eka Adriani

Signature Date

Vi



ACKNOWLEDGEMENTS

In the name of Allah, the Most Gracious, the Most Merciful.

Alhamdulillah, all praise and thanks to Allah, the Lord of all the worlds. Peace
and blessings of Allah be upon His servant and messenger, Muhammad.

It is my utmost pleasure to dedicate this work to my dear parents, Agussalim
JS and Darmawati, my siblings Arfan Ardi Wira Darma and Tri Melisa Selviani, who
granted me the gift of their unwavering belief in my ability to accomplish this goal,
thank you for your endless support and patience.

| wish to express my appreciation and thanks to everyone who has provided
me with their precious time, and their much-needed effort and support for the
achievement of this project. To the members of the dissertation supervisors
committee, thank you for the endless support, constant help and for sticking with me. |
want to express my humble appreciation and endless gratitude to my beloved
supervisor, Dr. Khadijah Mohd Isa, and Dr. Salwa Hana Yussof. Thank you for your
kindness, for supervising me and giving me plenty of attention and care during the
completion of this dissertation. Similarly, my gratitude goes to all the lecturers who
taught me the courses throughout my study at the International Islamic University
Malaysia (ITUM), namely Professor Dr. Abdul Rahim Abdul Rahman, Dr. Khadijah
Mohd Isa, Dr. Norhayati, Dr.Sherliza, Dr. Suhaiza, Dr. Ahmad Zamri Osman
@Hussin, Associate Professor Dr. Fatima Abdul Hamid, Associate Professor
Dr.Hafiz-Majdi Ab. Rashid, and Associate Professor Dr.Hairul Azlan Annuar. May
Allah reward them all abundantly.

Finally, I want to convey my love and appreciation to my beloved friends for their

support and companionship through the ups and downs at I[ITUM. Only Allah can
reward them accordingly.

vii



TABLE OF CONTENTS

N 11 = Tod PSPPSR i
ADSTFACT IN ATADIC ... iii
APPIOVAI PAGE ...ttt v
DECIATALION ...t b bbbt %
COPYIIGNE PAGE... et vi
ACKNOWIEAGEMENTS ...ttt reereenes vii
LISt OF TADIES ... et X
S o T TN =TSSR Xi
List OF ADDIEVIALIONS ......ooviiiiieie e e Xii
CHAPTER 1: INTRODUCTION.......coiitiieieeie et 1
1.1 Background of the StUdY .........cceviiiiiieiicc e 1
1.2 Problem Statement.........ccooviieiieie e 3
1.3 Motivation of the StUAY .........ccccveiiiiiiecc e 3
1.4 Objectives Of the STUAY ..o, 5
1.5 RESEArCh QUESTIONS ......eeiieiiiciicciiee e 6
1.6 Contributions of the StUAY .........cccoeiiiiiii e, 6
1.7 Organisation of the StUdY .........cccoeiiiiici e 7
CHAPTER 2: INDONESIAN TAX SYSTEM ...cccooiiiiiiieee e 8
20 A 111 (o L1 o4 T o RSP 8
2.2 Introduction Of INAONESIA.........cciviieiiiiiese e 8
2.3 Taxation iN INAONESIA.......ccveruiiieiierie e e 9
2.4 Tax system in INdONESIA........cccvveiieiiiieceee e 11
2.5 Personal income tax in INAONESIA.........ccoverierieieerieeie e 12
2.6 Tax authority in INAONESIA ........ccoveiiiiiecece e, 14
2.7 Pelalawan MBOEBNCY ........cci ittt 15
2.8 Chapter SUMIMAIY ......ccueiiiiiieieiie i este ettt se et ae e sre e sreenre e 17
CHAPTER 3: LITERATURE REVIEW........cccco ittt 18
K 200 A 1011 oo [0 Tod o] o OSSPSR 18
3.2 TaX COMPIIANCE ......ccveeiiiiecie ettt 18
3.2.1 Categories of tax COMPHANCE ........ccovrireiiiieieie e 21
3.2.2 Studies of tax compliance in other countries............cccccovvevveiveenenn, 22
3.3 Determinants of tax COmplIanCe...........coovviiiiiiiiiiei e 23
3.3.1 Demographic factors..........cccocveiiiiiie i 24
3.3.2 Institutional faCtors.........ccevviiieiieie e 28
R | (= - LN (=0 T- o ISR OPP 34
3.5 Chapter SUMIMANY .......ccoiiiiieieieie et 35
CHAPTER 4: THEORETICAL FRAMEWORK AND HYPOTHESIS
DEVELOPMENT ..ottt sttt 36
0 [ oo 0 Tod o o USSR 36
4.2 COgNILIVE tNEOIY .....iiiie et 36
4.3 Theory of iISOMOIPRISM ......ociiiiiiiere e 38

viii



4.3.1 Coercive iSOMOIPhISM .....ccciiiieiiecice e 39

4.3.2 MImetic ISOMOIPHISM......oouiiiiiiiiici e 41
4.3.3 Normative iSOMOIPRISM .....ccvviiiiieiice e 42
4.4 Hypotheses develOPMENT ..........ccoiiiiiiiiiiieee e 43
4.4.1 The extents of demographic factors on compliance behaviour ....... 44
4.4.2 The effects of institutional factors in compliance behaviour .......... 45
4.5 Chapter SUMMAIY .......ccviiiiiieiicie e te et saeeneennes 47
CHAPTER 5: RESEARCH METHODOLOGY .....cccooiiiiiiieiene s 48
5.1 INTrOTUCTION ..ttt et nne e 48
5.2 RESEArCh deSIgN......oiviiieiie ettt 48
5.2.1 Research framework ..........cccoviieiiiiniieee e 48
5.2.2 Sample SEIECLION ........ccveieeecie e 49
5.2.3 Research method..........ccoooveiiiiieii e 51
5.2.4 ReSearch inStrUMENt ..........ccooieiiiiniiisieie e 52
5.2.5 Data COIECHION ....ccueeiiiie e 53
5.2.6 Data MeaSUIEMENT .......ccueeiiieiieiieeriee et 54
5.2.7 Data @NaAIYSIS....cveiviiiiiiiiiieiieieiesie sttt 54
5.2.8 Preliminary analyses........cccccveveieeieiiie i 55
5.3 Chapter SUMMAIY ......cccooiiiiiiiiiiieeei et 59
CHAPTER 6: FINDING AND DISCUSSION .......ccoveiiiieieieiese e 60
6.1 INEFOTQUCTION ...ttt et 60
6.2 Preliminary @analySiS ........cccoiiiiiiieieieiesie e 60
6.2.1 RESPONSE FALE .....eiiiiiiiiiiieiiiie sttt rre e 60
6.2.2 DeSCriptiVe STALISTIC. ......c.veeeieieiieriesieree e 61
6.2.3 Principal component analysis ..........cccccvvveieivieiieie e, 65
6.2.4 NOIMAITY TEST ..ot 67
6.2.5 Reliability teSt.....cceeiiiiecece e 68
6.3 HYPOLNESIS TESTING ....eevvieviieieeete e 70
6.3.1 DemographicC faCtorsS..........ccccvveiieiiiiic e 70
6.3.2 Institutional faCtors.........cceiveriieie e 71
6.4 Discussion of analysis and finding...........ccccccoveiieviiiccicc e, 74
6.4.1 The effect of demographic factors in tax compliance ..................... 74
6.4.2 The effect of institutional factors towards tax compliance
DENAVIOUN ..o e 75
CHAPTER 7: CONCLUSION. .....occtiiiiiiiieesie e 78
7% A 11 (o L1 o4 £ T o SRS 78
7.2 Summary of the StUAY ......coeiieiecc e 78
7.3 Contribution of the StUAY ........cccoeiiiiiii e 78
7.4 Limitation of the StUAY ........cooveiiiiiiic e 79
7.5 Suggestion for future reSEarch ... 80
REFERENGCES. ..ottt sttt 81
APPENDIX: SURVEY QUESTIONNAIRE .......ccocot it 85



Table 1.1

Table 2.1
Table 3.1
Table 4.1

Table 5.1

Table 5.2
Table 6.1
Table 6.2

Table 6.3

Table 6.4

Table 6.5
Table 6.6
Table 6.7
Table 6.8
Table 6.9
Table 6.10
Table 6.11
Table 6.12

Table 6.13

Table 6.14

LIST OF TABLES

Annual Tax Return-Filing Compliance Ratio in Indonesia (2007—
2011)

Source of Federal Revenue
Approaches to Tax Compliance
Summary of Hypotheses

The List of Departments at Pelalawan Regency, Riau Province,
Indonesia

Revisions in the Questionnaire
Response Rates
Descriptive Statistics for the Demographic Variables

Descriptive Statistics for Independent Variables and Dependent
Variable

Descriptive Statistics for Independent Variables and Dependent
Variable

Eigenvalues from Principal Component Analysis

The Test of Normality

Test of Normality after Data Transformation

Reliability Statistics of the Scale’s Internal Consistency
Kruskal-Wallis Test - Age andTax Compliance

Mann-Whitney U Test- Gender and Tax Compliance

Kruskal Wallis Test -Level of Education andTax Compliance
Pearson Correlation Coefficient between Independent Variables

Regression Analysis between Institutional Factors and Individual
Tax Compliance Behaviour

Results of Hypothesis Testing

19
47

50
52
61

62

64

64
66
67
68
69
70
71
71

72

73
74



LIST OF FIGURES

Figure 4.1 Institutional Isomorphism

Figure 5.1 The Research Framework

Xi

39

49



DGT
ERP

KMO
LTO
MFT
MTO
OECD
OAS
PCA
POD
RO
ROTA
RQ
SAS
SE
STO
SW

LIST OF ABBREVIATIONS

Directorate General of Taxes
Enterprise Resources Planning
Hypotheses
Kaiser-Meyer-Olkin

Large Taxpayer Officer
Marriage and Family Therapy
Medium Taxpayer Officer
Organization for Economic Cooperation & Development
Official Assessment System
Principal Component Analysis
Probability of Detection
Research Objective

Role of Tax Authority
Research Question
Self-Assessment System

Self Employed

Small Taxpayer Officer
Salary and Wage

xii



CHAPTER 1

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Tax is a prominent source of revenue to support the development of a country. It is a
mandatory contribution by the people to the state treasury which can be enforced and
used to pay for general expenditure (Soemitro, 1992). Generally, taxes paid by the
public will eventually be returned to them through facilities and services provided by
the government. Hancock (1995) defined tax as a compulsory levy imposed by the
government on the basis of income and expenditure or capital assets, for which the
taxpayer receives nothing specific in return.

Mardiasmo (2013) emphasised that there are several purposes for tax. The
primary purpose of imposing a tax was to raise money for public purposes; the
collected taxes could be used for the prosperity of the public (such as providing public
transport and public welfare). Secondly, the imposition of tax could also be used as a
social correction tool by the government to regulate on social and economic aspects in
the country. For example, a tax could be imposed on liquor to minimize the
consumption of liquor among the public. In addition, tax also plays an important role
in supporting the export of local products internationally. For instance, the tax
authority in Indonesia does not impose a tax for local products that are exported; on
the contrary, it imposes a tax for imported goods.

There are two types of system employed by the tax authority to collect taxes,
namely the Official Assessment System (OAS) and the Self-Assessment System

(SAS). The OAS is a tax system that authorizes the government to determine the



amount of tax payable by the taxpayer. In contrast, the SAS gives authority to the
taxpayer to decide on the amount of tax due (Mardiasmo, 2013). The SAS transfers
the responsibility of calculating, paying and reporting tax returns from the tax
authorities to the taxpayers.

The compliance ratio of taxpayers in Indonesia (individual and corporate) had
been gradually increasing from 30 percent in 2007 to 58 percent in 2010(see Table
1.1), but decreased slightly in 2011 to 53 per cent. The annual report of the Directorate
General of Taxes in 2011 stated that the total workforce in Indonesia was about 110
million. Of that figure, only 19.9 million (18%) was registered as individual taxpayers
and out of the registered taxpayers, only up to 8.5 million (8%) submitted annual

income tax returns.

Table 1.1Annual Tax Return-Filing Compliance Ratio in Indonesia (2007-2011)

Description 2007 2008 2009 2010 2011

Number of all types
of taxpayers obliged
to file annual tax
returns

4,231,117 6,341,828 9,996,620 14,101,933 17,694,317

Annual Tax Return

Filed 1,278,290 2,097,849 5,413,114 8,202,309 9,332,626

Compliance Ratio 30.21% 33.08% 54.15% 58.16% 52.74%

Source: Annual Report Directorate General of Taxes 2011

From the perspective of Directorate General of Taxes (DGT), the compliance
of taxpayers was at a minimum level as the revenue generated by the DGT from tax
returns was still at an unsatisfactory level (Annual Report Directorate General of

Taxes, 2011).



1.2 PROBLEM STATEMENT

The tax compliance level of individual taxpayers in Indonesia is generally low. In
2013, the tax revenue collected from individual taxpayers amounted to Rp4, 383.38
billion, which reflected 68 percent of the revenue targeted by the DGT (Annual report
DGT, 2013). Based on an OECD report, the acceptable compliance rate was 80
percent. Therefore, the improvement of tax compliance was crucial to generate
sufficient income for the country and to reduce the tax gap between targeted and
actual revenue collection. This study was thus carried out to identify factors that
influenced the compliance of individual taxpayers in the Pelalawan Regency of Riau
Province in Indonesia. Findings from this study could assist the government to

improve the overall level of individual tax compliance in Indonesia.

1.3 MOTIVATION OF THE STUDY

Indonesia began using SAS in1983 and since then, the DGT has been upgrading its
system and helping taxpayers to comply with their tax returns. Upgraded systems and
facilities of the tax authorities could be seen through the enhancement of tax policies
and administrative reforms. For instance in 2002, the tax authority of Indonesia
established a Large Taxpayer Regional Office (LTRO) and two Large Taxpayer
District Tax Offices (LTOs) that provided services to taxpayers. The LTO enhanced
professionalism in tax administration of minority taxpayers through the provision of
tools and infrastructure, systems and working methods, as well as the services of
qualified staff.

The LTO was structured according to functions and staff members were bound
by a code of conduct. With the code of conduct in place, staffs were able to provide an

excellent service and proper assurance of the taxpayer’s compliance. In 2005, the LTO



increased compliance of income tax collection up to 40 per cent. The Ministry of
Finance in Indonesia then expanded the application of modern tax administration to
taxpayer offices throughout Indonesia. The modernization of tax administration grew
further with the development of Medium Taxpayer Offices (MTOs) in all districts and
Small Taxpayer Offices (STOs) for regencies. Action was also taken by the tax
authority by launching an extensive programme in 2007to register individual
taxpayers who were eligible to pay taxes.

However, compliance rates have remained low relative to the target of the tax
authority and research in this area with particular reference to Indonesia is scarce. This
study aims to examine the factors that influence individual taxpayers to submit their
tax returns.

This study was conducted among government officers in the Pelalawan
Regency of Riau Province in Indonesia who were qualified to pay taxes from their
incomes. It included government officers of grades Il and IV who were subjected to
income tax assessments. According to Ministry of Manpower and Transmigration of
the Republic of Indonesia, the number of government officers in 2012represented 11
percent of the work population in the country. According to statistical data in 2012,
the majority of residents in Pelalawan Regency work in plantations as farmers (60%);
a tenth (10%) are government officers while the rest work in trade (15%); construction
(6%); industry (4%); transportation, warehousing and communication (4%); and
finance (2%).

Of the residents in Pelalawan who work as farmers, the majority of them work
at plantations owned by a private company and receive wages from the company
owners. Their wages are normally below the taxable income. The situation is similar

with traders, many of whom are traditional traders trading in local markets. It is for



this reason that this study chose to focus on government officers.

1.4  OBJECTIVES OF THE STUDY

Previous studies have been conducted to investigate the determinants of tax
compliance behaviour. Determinants frequently suggested by past researchers have
been demographic and institutional factors. For the demographic factors,
measurements such as age, gender and level of education were used as a proxy.
Previous studies showed that there was a relationship between demographic
determinants and tax compliance behaviour (Jackson and Milliron, 1986; Chan et al.,
2000; Richardson and Sawyer, 2001; Ritsema et al., 2003; Hasseldine and Hite, 2003;
Kastlunger et al., 2010; Asante and Baba, 2011). Other researchers have found no
relation between demographic factors and tax compliance behaviour (Dubin and
Wilde, 1988; Chan et al., 2000; Palil, 2005; Kasipillai and Jabbar, 2006; Devos,
2007).

Institutional factors were also considered as determinants by researchers in
previous studies, including tax complexity, the probability of detection and the role of
the tax authority. Previous studies have generally noted that institutional factors have
an influence on tax compliance behaviour (Jackson and Milliron, 1986; Carnes and
Cuccia, 2001; Richardson and Sawyer, 2001; Chau and Leung, 2009; Torgler and
Schneider, 2009; Alm et al., 2010; Alabede et al., 2011).

Therefore, the main objective of this study is to investigate the determinants
that influence compliance among taxpayers, specifically in the Pelalawan Regency of
Indonesia. The aims of this study are:

1. To examine if there is any significant difference among demographic

factors towards the compliance behaviour of individual taxpayers in



Pelalawan Regency; and
2. To examine if there is any significant relationship between institutional
factors and the compliance behaviour of individual taxpayers in the

Pelalawan Regency.

1.5 RESEARCH QUESTIONS

The following research questions were developed to satisfy the appropriate research
objectives:

1. Is there any significant difference among demographic factors (i.e. age,
gender and level of education) towards individual tax compliance
behaviour?

2. Is there any significant relationship between institutional factors (tax
knowledge, complexity, the probability of detection and the role of the tax

authority) and individual tax compliance behaviour?

1.6 CONTRIBUTIONS OF THE STUDY

Several new contributions can be made through this study. Firstly, it provides a better
understanding of the compliance behaviour of individual taxpayers and an analysis of
the determinants that might influence it. By analysing determinants that affect
compliance behaviour directly or indirectly, one can also appreciate the rationale of
taxpayers for compliance and non-compliance.

Secondly, this study could also develop a new approach for DGT to increase
tax compliance and reduce non-compliance among taxpayers. Such an understanding
could assist the tax authority to institute proper enforcement and devise new strategies

to ensure taxpayers fulfil their obligation towards the state.



Thirdly, this study could provide a better understanding on the tax system and
tax enforcement in Indonesia, especially in the area of individual tax compliance. It
could provide better insights and information on the tax system in Indonesia and its

implementation and could add to the literature on taxation in Indonesia.

1.7 ORGANISATION OF THE STUDY

This study comprises seven chapters which begin with Chapter One as the
introduction of this study. Chapter Two provides an explanation of the Indonesian tax
system. Chapter Three presents the literature review on the subject to reveal the gaps
that this study attempts to bridge. It reviews tax compliance behaviour in Indonesia
and gives an in-depth explanation of the determinants employed in this study and their
relation to previous studies.

Chapter Four discusses theories applicable followed by the development of the
hypothesis for this study. It provides an explanation of the theories and elaborates on
the research objectives, questions and the hypothesis.

Chapter Five concerns the research method employed in this study, and
explains the theoretical framework and the research design.

Chapter six provides the findings from the analysis conducted in this study,
including the rate of response, the descriptive statistics, the analysis of the principal
component, and the reliability test. It also provides the findings of this study from the
multiple regression analysis which is employed to test the hypothesis. The finding soft
his study is thoroughly discussed in relation to previous studies. Chapter Seven is the
conclusion and highlights the contributions of this study, its limitations and

suggestions for future research.



CHAPTER 2

THE INDONESIAN TAX SYSTEM

2.1 INTRODUCTION

This chapter explains the tax system in Indonesia in general. It begins with a
description of the Indonesia population and sources of federal revenue. It then
explains the taxation system and how personal income tax is calculated in Indonesia.
This chapter also presents a description of the Indonesian tax authorities and then

provides a conclusion.

2.2 INTRODUCTION ON INDONESIA

Indonesia is part of Southeast Asia and with a population of about 238 million, is the
fourth most populous country in the world (Statistic Indonesia, 2010). According to
Statistic Indonesia (2013), the Total Gross Domestic product of this country is
approximately IDR 9.1 billion (USD 0.9 million or MYR 2.7 million).

The sources of federal revenue are both tax and non-tax revenue. Tax revenue
contributed approximately 78 percent of the total federal revenue to fund the activities
of the Indonesian government (Statistic Indonesia, 2013) and income tax
contributedabout49 percent of the tax revenue (Statistic Indonesia, 2013).Indonesia is
one of the countries in Southeast Asia that depended on income tax for the
development of the nation (Nurmantu, 2005). Table 2.1 summarises the sources of

federal revenue for 2013.



Table 2.1Source of Federal Revenue

Revenue in 2013 IDR

Source of revenue billion Percentage Percentage
Tax revenue
Income tax 584,890 49
Value added tax 423,708 35
Domestic Land 8€at))(und|ng 27,344 2.3
Exercise duties 92,004 7.7
Other domestic tax 6,343 0.5
International Import duties 27,003 2.2
Export tax 31,702 2.7
Total tax revenue 1,192,994 100 78
Non-tax revenue
Natural sources revenue 197,205 59.4
Profit transfer from SOE’s 33,500 10.1
Other non-tax revenues 77,992 23.5
Revenue from public service institution 23,449 7.0
Total non-tax revenue 332,196 100 22
TOTAL FEDERAL REVENUES 1,525,190 100 100

1 USD = IDR 12600
Source: Statistic Indonesia (2013)

2.3  TAXATION IN INDONESIA

The obligation to pay taxes existed even before the independence of the country in
1945. Sales tax was introduced after independence and tax reformation was said to
have reached its climax on 1 January 1984. Reformation touched on improvement of
the Taxes Act pertaining to the general provisions and procedures for taxation; and
introduced a variety of new legislation such as Acts on income tax, value-added tax,
sales tax on luxury goods, and land and building taxes (Harjo, 2013).

After significant reformations in 1984, various types of taxes emerged
according to experts on taxation. These included direct tax on individuals, and indirect
tax collected by intermediaries, such as value-added taxes. Taxes were also divided

into central and county taxes based on the authorities that collect the taxes. Taxes



were also based on the nature of taxes and they were divided into subjective and
objective taxes.

There are several types of tax structures in Indonesia which are either value-
added taxes or taxes on luxury goods, such as land and building tax, local taxes and
levies, fees for the acquisition of land and buildings, and stamp duty. All of these tax
structures have their own legal basis for implementation. According to the Income
Tax Act 21 number 17(1), the income tax used a progressive rate of between 5-30%
for individual taxpayers and 10-35% for corporate taxpayers, while the rate for value-
added tax was 10% (Harjo, 2013).

From an administration perspective, Indonesia is a unitary state with a central
government but it has 33 provinces, 399 regencies and 98 municipalities (Statistic
Indonesia, 2012). Indonesia was dependant on the collection of tax revenue to cover
the central government’s expenditures, with a contribution of 62 percent of the total
domestic revenue in the country’s budget (Directorate General of Taxes, 2011).

The tax revenue collected by the tax authority gives various benefits to the
country. For example, the government expands and advances infrastructure and
facilities for public welfare, such as highways, bridges, ports, water, electricity, health
facilities, education, security, and other public facilities that help achieve the purpose
of public prosperity. The contribution of citizens through the payment of taxes could
help the government improve their services for education, provide better facilities, pay
the salaries of government officers, and enhance the defences or upgrade the security
of the country. Therefore, taxes can enhance the economic growth and prosperity of

the citizens.

10



24  THE TAXSYSTEM IN INDONESIA

There are three systems used by the country to collect taxes from incomes, namely the
Official Assessment System (OAS), the Self-Assessment System (SAS) and the
Withholding Tax System.

In the early implementation of taxes, Indonesia used the OAS to collect taxes
from taxpayers. This system authorizes the tax authority to calculate the amount of tax
imposed on taxpayers. In other words, in the OAS, taxpayers were passive because the
obligations to pay taxes would be imposed only if official letters were issued by the
tax authority. Thus, the amount of tax collection was highly dependent on the tax
authority.

The OAS in Indonesia began during the colonial period and was in existence
until tax reforms were made in 1983. The first tax imposed was on land owners,
during the time when Indonesia was still colonised by England and led by Lieutenant
General Raffles. Indonesia was subsequently ruled by the Netherlands until 1942. The
imposition of taxes on land was still ongoing during this time with changes that
ensured justice to citizens. From1942 to 1945, when Indonesia was ruled by Japan, the
land tax system implemented by the Netherlands was taken over by Japan and
renamed the Land Tax. In 1945, Indonesia obtained independence from the Dutch and
the tax system continued using the OAS until tax reforms in1983.

In 1984, Indonesia changed its tax collection system from the OAS to the SAS
and the country adopted the SAS method for corporate and individuals to report their
income tax. The amount of tax collection then was highly dependent on the taxpayers
themselves. According to this system, taxpayers were required to calculate and submit
their own tax returns either monthly or annually. Although the SAS had been

practiced in Indonesia since 1984, tax collection was still below the targeted amount

11



(Annual Report Directorate General of Taxes Indonesia, 2011).

Besides having the OAS and SAS, Indonesia also used another system, the
withholding tax system, which functions at various sources, notably for salaries,
interests and dividend incomes, and also for some inter-company payments for
royalties, rentals and services. Taxes withheld at source constitute prepaid taxes for
income that was credited against taxes due in the annual tax return forms. The
exception was taxes withheld on interest from income, including from listed bonds,
where the 15% withholding tax for residents was deemed the final tax.

Effectively, this meant that Indonesia operated a sort of dual income tax
system where interest on income was taxed at a fixed rate regardless of the
individual’s marginal tax rate. Such explicitly scheduler tax systems made
progressivity harder to implement, but they had in practice proven more effective in
securing tax revenues and making use of third-party information, such as information

provided by financial institutions (OECD, 2012).

2.5 PERSONAL INCOME TAX IN INDONESIA

Individual taxpayers are permanent or temporary employees who work with
employers with the agreement to perform jobs and get a certain amount of salary or
wage in specified periods, whether the job is in or outside Indonesia (Hero, 2013). In
addition, Pail (2005) asserted that personal or individual taxation also referred to the
administration of income taxes that were applicable to self-employed individuals who
earn a salary or wage. Individual taxpayers in these two categories were required to
file their annual tax returns based on incomes derived during each calendar year or
month.

The definition of income tax as applied in Indonesia referred to by Tax Laws
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