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New stringent procedures for using tax treaty relief

The Director General of Tax (DGT) is serious about curtailing perceived abuse of tax treaty benefits, as evidenced by
the issuance of two new regulations on 5 November 2009. These regulations become effective 1 January 2010:

e DGT Regulation No.61/2009 (DGT-61) regarding the procedures for use of tax treaties
e DGT Regulation No.62/2009 (DGT-62) regarding the prevention of tax treaty abuse

It has been the understanding of both the DGT and taxpayers that the Certificate of Tax Domicile (CoD) issued by the
competent authority of the treaty partner country was, in practice, considered sufficient evidence to support the
“beneficial owner” test. The new CoD form issued by the DGT goes well beyond mere certification of tax residence.

In our view, the main intention of the new regulations is twofold:
e Treaty relief will only apply to a non-resident taxpayer earning Indonesia sourced income if:
(i) the business activities in the country of residence have substance, and
(ii) the transaction itself has “economic substance” (substance over form).

e The new procedure is to capture unregistered Permanent Establishments which are earning income from
Indonesia.

Of additional note are the following points:

e The DGT has instituted certain procedures which are similar to those used in several other countries to
implement tax treaty relief. However, it is unclear whether certification of this form will be provided by tax
authorities in other jurisdictions.

e The new requirements for a CoD may not be easy to meet as the form includes a number of declarations by
the overseas party who receives the Indonesia sourced income as well as certification from the competent
tax authority of the treaty partner country.

e The recent transfer pricing regulations and these tax treaty related regulations reflect the increasing
sophistication of the DGT and are purposely designed to have the same emphasis and focus on the economic
reality of the transaction. These measures are also aimed at generating additional tax revenue following the
lowering of the corporate tax rate from 30% to 28% (in 2009) to 25% (in 2010).

Stringent procedures must be met in order to take advantage of benefits offered by a tax treaty. These are discussed
in more detail below. Failure to fully comply with the CoD requirements could have adverse financial consequences to
companies which have transactions with overseas parties. As the regulations have just been issued, and as a matter of
urgency, below are our preliminary comments and initial assessment of the possible impact of these regulations.
Clarification of these regulations will be further stipulated by the DGT.

Harsono Hermanto Strategic Consulting is the advisor of choice for providing business, investment and related tax and customs advisory services to
multinational and domestic companies in a wide range of business sectors.
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Background

Most tax treaties state that the recipient of income must
be the “beneficial owner” of the income sourced from
Indonesia. In recent years, to curb perceived tax treaty
abuse, the DGT has been scrutinizing whether the party
earning the income is, in fact, the beneficial owner.
Special purpose companies were especially targeted and
generally considered not entitled to tax treaty benefits.

Beginning in 2005, the DGT has been progressively
stricter concerning the beneficial owner requirement and
in August 2008, DGT Circular Letter SE-03/PJ.03/2008
was issued requiring not only a CoD from the non-
resident taxpayer, but that the resident taxpayer/tax
withholder “be convinced” that the non-resident was the
beneficial owner of the income. (This Circular is revoked
when DGT-62 takes effect.)

DGT-61 revises the CoD procedure, incorporates an
expanded beneficial owner test into the new CoD form,
and introduces the economic substance test. DGT-62
clarifies what is considered tax treaty abuse, focusing on
the beneficial owner issue and the economic substance
of the transaction.

The new CoD form

The DGT appears to be trying to follow and enforce the
intention of tax treaties, which is to benefit the residents
of the countries involved. A party who is not a resident of
one of the two countries is not entitled to the treaty
benefits. The DGT also emphasizes substance over form
(economic substance of the transaction) in applying the
tax treaty.

Initially, all that was required to prove residency was for
the non-resident individual or corporation to provide the
Indonesian tax withholder a CoD from the competent tax
authority in the country of residence. According to DGT
Circular Letter SE-03/PJ.101/1996, this was a document
issued by the competent tax authority in the treaty
partner country. The form of the CoD was one “as
commonly used in the country where the non-resident
taxpayer is domiciled.” Thus, each country has its own
format, although in substance, all certify that the non-
resident taxpayer resides in that country.

DGT-61 revokes SE-03/1996 and provides a standard CoD
form, which is to be completed by the non-resident

taxpayer and certified by the competent authority from
the country where the non-resident taxpayer resides.

Attached for your information are copies of the standard
CoD forms:

e Form-DGT 1 is for non-banks
e  Form-DGT 2 is for banks and custodians

Non-resident banks or persons who receive income from
a custodian relating to publicly traded stocks or bonds
use the simplified CoD form (Form-DGT 2), which is valid
for 12 months.  Other non-resident recipients of
Indonesia sourced income must use CoD Form-DGT 1.
CoD Form-DGT 1 requires disclosure of the amount and
type of income earned from Indonesia. As can be seen
from the attached forms and their instructions, they are
quite sophisticated.

Under DGT-61 Article 3, a tax withholder can utilize the
treaty reliefs stipulated in the tax treaty if:

1. Theincome recipient is a non-resident;
2. The “administrative qualifications” are met; and
3. The non-resident is not abusing the tax treaty.

The “administrative qualifications” to be fulfilled are:

e The standard CoD form must be used;

e Completion by and signature of the non-resident
taxpayer;

e Certification by the competent tax authority;
and

e Submission before the deadline of the monthly
tax return for the period the tax is payable.

The CoD is to be attached to the monthly tax return for
the month the tax is payable is lodged. If CoD Form-DGT
1 is submitted after the deadline for submission of the
tax return, it cannot be used to support the treaty relief.
If obtaining certification from the overseas tax authority
is difficult or not a straightforward process, it may not be
possible to use tax treaty benefits in certain situations.
From our general inquiries to the DGT, we understand
Form-DGT 1 should be obtained for each transaction/
payment.

Note that now, even if a payment is not subject to
withholding tax, the taxpayer must submit a NIL
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withholding tax slip and a CoD (see also our comments
on Permanent Establishments below).

Under SE-03/2008, the burden was on the resident
taxpayer to “be convinced” of beneficial ownership by
the non-resident party if the treaty rate was used. Now,
the burden is on the non-resident taxpayer. Form-DGT 1
requires disclosure of detailed information designed to
show the non-resident taxpayer is the beneficial owner
and, if a corporate entity, that the company has
substance. Thus, unlike before, where verification of non-
residency and beneficial ownership was done at the time
of a tax audit, the tax office can now check the
appropriateness of the use of tax treaty relief when the
monthly return is submitted.

Permanent Establishment verification

Under the standard treaty model, payment to a non-
resident service provider shall not be subject to
Indonesian withholding tax if the services are rendered
outside the Indonesia tax jurisdiction or, if rendered at
least partly in Indonesia, that the time test stipulated in
the relevant treaty is not exceeded.

To ensure services are provided outside Indonesia or do
not exceed the time test, services which are provided by
a non-resident will now be subject to greater scrutiny.
The CoD form requires disclosure of the period when the
services are provided (see Form-DGT 1, Part VI.2). This
will allow the DGT to more easily monitor whether the
time test for services performed in Indonesia by a non-
resident has been exceeded.

In  order to capture unregistered Permanent
Establishments, the tax office is required to verify if the
non-resident has a Permanent Establishment in
Indonesia. If there is an indication that a Permanent
Establishment exists, the tax official should notify the tax
office where the Permanent Establishment should be
registered. Thus, offshore service providers will need to
continue to carefully monitor their presence in Indonesia
to avoid Permanent Establishment exposure.

Abuse of treaty test
According to DGT-62, a tax treaty cannot be applied if

there is evidence of abuse. Abuse may be deemed to
have occurred if any of the following exist:

e A transaction is without economic substance
and is used merely to obtain a benefit from a tax
treaty.

e There is a difference between the economic
substance of a transaction and the legal form
of its structure and it is used merely to obtain a
benefit from a tax treaty. (This is reflected in
Form-DGT 1, Part V.7.)

e The recipient of the income is not the beneficial
owner (i.e., an agent, nominee or conduit
company).

In order for a company not to be considered as a vehicle
for abuse, it should meet all of the following criteria:

e Its establishment is not solely for the purpose of
utilizing a tax treaty benefit

e It hasits own management

e It has employees

e It has active business

e Indonesia sourced income is subject to income
tax in the recipient country

e It does not use more than 50% of its income to
meet its obligations to other parties (interest,
royalty or other compensation)

Based on the above provisions, a taxpayer will not be
deemed to have abused a treaty if it can show that the
transaction has economic substance. If the legal
structure differs from the economic substance of the
transaction, the tax treatment will be based on the
substance (substance over form). Consequently, the DGT
is likely to deny the use of a special purpose company to
utilize tax treaty benefits, in which case, 20% withholding
tax will likely apply to transactions with such companies.

Action

B Although the regulations are to take effect 1 January
2010, further clarification is needed on a number of
issues and we will keep you apprised of significant
developments. The deadline for a non-resident to
provide the new CoD will be before filing of the
January monthly tax return, which is 20 February
2010. Given the timing, it is suggested that non-
resident taxpayers look into the procedures for
obtaining the necessary certification from the
overseas competent authorities as soon as possible.
Although some jurisdictions may accept the new
form, it may not be a straightforward process. Based
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on our general inquiry to the DGT, we understand

the DGT has communicated with its counterparts e Seek assistance through the authorized official
from various tax treaty partner countries with in the other jurisdiction to resolve the matter
respect to the new CoD forms. through the mutual agreement procedure of the

B If a non-resident taxpayer is taxed on a basis which is tax treaty. (DGT-62)

not in accordance with the tax treaty, the taxpayer

may: If you are affected by these regulations and need

assistance regarding the new CoD form, we would be

e Request a refund of the tax which should not happy to discuss this with you.

have been deducted if this is caused by not
fulfilling the administrative requirements but
the non-resident claims the deduction was not
in accordance with the treaty. (DGT-61)

Attachments:
Form-DGT 1
Form-DGT 2

For additional information, please contact:
Harsono Hermanto Strategic Consulting

Sudirman Plaza, Plaza Marein 9th Floor
J1. Jend. Sudirman Kav. 76-78
Jakarta 12910, Indonesia
Telephone: +62 (21) 5793 6777
Facsimile: +62 (21) 5793 6778

Dwi Ary Retnani, Senior Director
Email: dwiary.retnani@harsono-strategic.com

Terri Shreve, Director Advisor

Email: terri.shreve@harsono-strategic.com

The information contained herein is of a general nature and should not be assumed to apply tdrthenstances of any particular person or entity.
Although we try to provide accurate and timely information, we rely on a variety of sources for information about tax aner atvelopments and we
cannot guarantee that such information is accurate whencedved or that it will continue to be accurate in the future. Appropriate professional advi
should be sought to determine the effect of the matters raised herein on any particular situatiews Alertis a copyrighted publication and may not
be reproduced without the express written consent of IS8
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