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ABSTRACT: This study examines the relationship between 
income tax policies and economic growth in Indonesia, 
focusing on their effects on investment, business expansion, 
and household consumption. While income tax is a 
fundamental instrument for fiscal revenue, excessive taxation 
may hinder private sector growth and reduce consumer 
spending, ultimately affecting overall economic stability. This 
research employs a mixed-methods approach, combining 
econometric modeling with qualitative interviews from key 
stakeholders, including government officials, economists, 
business owners, and financial consultants. Findings indicate 
that higher income tax rates can negatively impact investment 
and corporate expansion, particularly among SMEs. However, 
tax incentives and compliance enhancements contribute to 
improved economic activity. The study also highlights the role 
of digitalization in streamlining tax compliance and increasing 
government revenues without overburdening businesses. 
Furthermore, tax policy adjustments, including targeted 
incentives and simplified tax structures, are essential to 
balancing fiscal sustainability and economic growth. These 
findings emphasize the importance of tax policy reforms that 
foster a business-friendly environment while ensuring adequate 
government revenue. The study contributes to fiscal policy 
literature by providing empirical insights and policy 
recommendations. Future research should examine 
comparative tax policies in emerging economies and the long-
term impact of tax reforms on economic resilience. 
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INTRODUCTION 

Income tax serves as a fundamental component of fiscal policy and economic governance in most 

nations, providing governments with the financial resources necessary to fund public services, 

infrastructure, and social programs. While its role in revenue generation is undeniable, the broader 

economic implications of income tax remain a subject of ongoing debate among policymakers and 

economists. Some scholars argue that excessive taxation can stifle economic growth by 

discouraging investment and consumption, while others contend that a well-structured tax system 

fosters long-term development through productive public expenditure (McNabb, 2018; Milasi & 
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Waldmann, 2017). This study aims to investigate the specific effects of income tax on economic 

growth in Indonesia, a rapidly developing economy with evolving fiscal policies. 

Indonesia presents an interesting case for analyzing the impact of income tax on economic growth. 

Over the past two decades, the country has undergone significant tax reforms, transitioning from 

a resource-dependent revenue structure to a broader tax base aimed at ensuring fiscal sustainability 

(Yossinomita et al., 2024). The government has introduced various measures to improve tax 

compliance, including digitalization and tax amnesty programs. However, despite these efforts, 

challenges such as tax evasion, inefficient allocation of tax revenue, and concerns over the impact 

of tax rates on investment remain prevalent. Understanding the relationship between income tax 

and economic growth in Indonesia is crucial for refining tax policy to balance revenue generation 

with economic expansion. 

The primary concern surrounding income taxation is its potential effect on business investment. 

High income tax rates can reduce disposable income for individuals and businesses, thereby 

limiting their ability to invest in productive activities. This is particularly relevant for small and 

medium enterprises (SMEs), which constitute a significant portion of Indonesia’s economic 

landscape. Empirical studies indicate that high marginal tax rates can hinder investment by 

increasing the cost of capital and reducing post-tax returns (Gemmell et al., 2014). Conversely, 

well-targeted tax incentives can enhance business growth and attract foreign direct investment 

(FDI), a crucial driver of economic development in emerging economies (Appiah-Kubi et al., 

2021). 

Another critical aspect of the tax-growth relationship is the impact of income tax on household 

consumption. Since consumption constitutes a major component of aggregate demand, taxation 

policies that significantly reduce disposable income can have a contractionary effect on the 

economy. Studies have shown that excessive tax burdens can dampen consumer spending, leading 

to slower economic expansion (Acosta-Ormaechea et al., 2019). However, when tax revenues are 

efficiently allocated to essential public services such as healthcare, education, and infrastructure, 

the long-term benefits can outweigh the short-term contractionary effects, contributing to 

sustainable economic growth (Mustapha et al., 2024). 

Previous research has highlighted a dual perspective on the role of income tax in economic growth. 

On one hand, the classical economic view posits that excessive taxation creates disincentives for 

work, entrepreneurship, and investment (Milasi & Waldmann, 2017). On the other hand, 

Keynesian economics suggests that tax-funded government spending can stimulate economic 

activity, particularly during downturns (McNabb, 2018). Indonesia's fiscal framework reflects 

elements of both perspectives, emphasizing the need for empirical analysis to determine the 

optimal tax structure for growth. 

Despite extensive research on the subject, gaps remain in understanding the specific dynamics of 

income tax in Indonesia’s economic context. While global studies provide useful insights, the 

country’s unique economic structure, reliance on domestic consumption, and evolving tax 

administration system necessitate localized analysis. Additionally, tax compliance and 

administrative efficiency are often overlooked in empirical studies, yet they play a crucial role in 

determining the effectiveness of tax policies (Moshiri & Daneshmand, 2020). 
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This study seeks to address these gaps by conducting a comprehensive empirical analysis of the 

impact of income tax on Indonesia’s economic growth. Using econometric models, primary data 

from expert interviews, and secondary data from national financial agencies, this research will 

provide evidence-based recommendations for refining Indonesia’s tax policy. The novelty of this 

study lies in its focus on both the macroeconomic and microeconomic implications of income tax, 

offering insights that can inform policymakers in balancing revenue generation with economic 

growth objectives. By evaluating the effectiveness of current tax structures and identifying 

potential areas for reform, this research contributes to the broader discourse on taxation and 

economic sustainability in emerging economies. 

 

METHOD 

This study employs a mixed-method approach, integrating both quantitative and qualitative 

methodologies to comprehensively assess the impact of income tax on Indonesia’s economic 

growth. The research design incorporates econometric modeling techniques alongside expert 

interviews to provide empirical and contextual insights. The combination of secondary data 

analysis and primary qualitative data ensures robustness in understanding the dynamics of income 

tax and economic performance. 

The study utilizes both secondary and primary data sources. Secondary data is obtained from 

authoritative financial institutions such as the Directorate General of Taxes (DJP), the Central 

Statistics Agency (BPS), Bank Indonesia (BI), and the World Bank. This data includes annual 

reports on tax revenue, macroeconomic indicators, GDP growth rates, and foreign direct 

investment (FDI) inflows. The inclusion of multiple data sources ensures reliability and enhances 

the validity of the findings. Primary data is gathered through structured interviews with key 

stakeholders, including tax policy experts, economists, business owners, and government officials. 

The qualitative component enriches the analysis by capturing perspectives on tax policy 

effectiveness and its impact on business and economic activity. 

The study defines its research variables to establish a structured analytical framework. The 

dependent variable is Indonesia’s economic growth, measured by GDP. The independent variable 

is income tax, which includes both corporate income tax (PPh Badan) and personal income tax 

(PPh Orang Pribadi). Control variables include investment levels (both FDI and domestic 

investment), government expenditure, inflation, and unemployment rates. The inclusion of these 

control variables helps isolate the specific impact of income tax on economic growth, ensuring 

that observed effects are not confounded by other macroeconomic factors. 

A rigorous econometric approach is adopted to quantify the relationship between income tax and 

economic growth. Descriptive statistical analysis is conducted to observe tax revenue trends and 

economic performance over time. Regression analysis using panel data or time series econometrics 

is employed to establish causal relationships. Specifically, the Autoregressive Distributed Lag 

(ARDL) model is used to assess both short-term and long-term interactions between income tax 

and GDP growth. The study also considers the use of the Error Correction Model (ECM) if 

cointegration is detected, allowing for the estimation of long-run equilibrium adjustments. These 
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econometric models provide robust statistical evidence on the elasticity of economic growth to 

changes in income tax rates. 

In addition to quantitative analysis, qualitative methods are incorporated to provide depth to the 

empirical findings. Semi-structured interviews are conducted with policymakers, tax professionals, 

and business representatives to explore perspectives on tax policy implementation and its 

economic consequences. The interview questions are designed to capture insights on tax 

compliance challenges, the effectiveness of tax incentives, and the impact of tax rates on 

investment decisions. By integrating qualitative findings, the study contextualizes the econometric 

results and offers a more nuanced interpretation of the data. 

Ensuring methodological rigor requires attention to data integrity and reliability. Secondary data 

sources are cross-verified through multiple institutions to enhance credibility. Statistical robustness 

checks, including heteroskedasticity tests and unit root tests, are conducted to ensure model 

validity. For qualitative data, thematic analysis is employed to identify recurring themes in expert 

interviews, ensuring that conclusions are derived from systematic patterns rather than isolated 

opinions. Ethical considerations are upheld in the research process, particularly in the handling of 

interview data. Informed consent is obtained from all participants, and confidentiality is 

maintained in reporting findings. The study adheres to ethical guidelines in economic research, 

ensuring transparency and accountability in data collection and analysis. 

The methodological approach in this study ensures a comprehensive examination of the impact 

of income tax on economic growth in Indonesia. By combining econometric analysis with 

qualitative insights, the research provides both statistical rigor and contextual depth. The study’s 

findings are expected to contribute to policy discussions on optimizing tax structures to promote 

sustainable economic growth while maintaining fiscal stability. This integrated approach enhances 

the reliability and applicability of the research in informing tax policy reforms. 

 

RESULT AND DISCUSSION 

The findings of this study highlight the intricate relationship between income tax policies and 

economic growth in Indonesia. The results are divided into several key themes: tax revenue trends, 

business and investment impacts, and consumer spending effects. The analysis combines 

quantitative econometric assessments with qualitative insights from interviews with policymakers, 

tax experts, and business practitioners. These findings provide critical insights into the mechanisms 

through which income tax influences economic growth and the potential policy implications. 

1. Tax Revenue Trends in Indonesia 

Indonesia's income tax revenue has shown significant fluctuations over the years, driven by 

economic cycles, policy reforms, and tax compliance levels. The government has implemented 

multiple strategies to enhance tax revenue, including tax amnesty programs and structural tax 

reforms. According to Yossinomita et al. (2024), the country's tax revenue trends are closely tied 

to fiscal policies, GDP growth, inflation, and employment levels. 
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One of the primary contributors to revenue fluctuations is tax compliance. "The tax amnesty 

program has temporarily boosted revenue, but maintaining this level requires sustained 

enforcement efforts" (R.S., tax policy expert). While tax amnesties have increased revenue in the 

short term (Grace et al., 2023), their long-term effectiveness remains uncertain. Acosta-Ormaechea 

et al. (2019) emphasize that a well-balanced tax structure is essential to sustainable growth, where 

a progressive tax system ensures that wealthier individuals contribute proportionally more. 

External economic factors, such as global commodity prices and foreign direct investment (FDI), 

also significantly impact tax revenue. Agussalim et al. (2024) found that fluctuations in commodity 

prices directly affect corporate profitability and tax collection. A tax official noted, "During periods 

of high commodity prices, corporate tax collections increase, but when prices decline, so does tax 

revenue" (N.P., tax officer). The volatility of these revenues necessitates policy adjustments to 

stabilize tax income. 

Furthermore, effective tax administration plays a crucial role in optimizing revenue collection. 

"Many small and medium enterprises (SMEs) struggle with compliance due to complex tax 

regulations, which limits their contributions" (Y.A., tax consultant). Moshiri and Daneshmand 

(2020) suggest that enhancing enforcement mechanisms and taxpayer education can significantly 

improve compliance rates. 

2. Business and Investment Impact in Indonesia 

The impact of income tax on business expansion and investment is multifaceted. High corporate 

tax rates can deter investment, while well-designed tax incentives can attract foreign investors. 

Indonesia’s tax policies, particularly corporate tax rates and investment incentives, have played a 

crucial role in shaping business decisions. 

Higher corporate tax rates are often associated with lower levels of business investment (Gemmell 

et al., 2014). "Businesses hesitate to expand when the tax burden is excessive. The government 

must ensure a balance between revenue collection and maintaining a business-friendly tax regime" 

(K.T., business owner). To counteract this, Indonesia has introduced tax incentives, such as tax 

holidays and reduced rates for specific sectors. Xu and Wu (2020) argue that international tax 

competition has made it necessary for countries to lower corporate taxes to attract investment. 

FDI inflows are highly sensitive to tax policies. "Foreign investors seek stability and predictability 

in tax policies. Frequent changes create uncertainty and deter long-term commitments" (L.J., 

investment analyst). Omodero (2024) found that excessive tax burdens limit SMEs’ capital base, 

discouraging expansion. Small businesses, in particular, suffer from compliance costs. "SMEs 

often struggle to keep up with tax requirements, limiting their ability to invest in growth" (B.R., 

SME entrepreneur). 

Tax reforms aimed at simplifying compliance can encourage investment. Munir and Sultan (2018) 

emphasize that tax simplification improves business confidence. "When tax laws are transparent 

and straightforward, businesses are more willing to comply and invest in their operations" (H.D., 

economic researcher). 
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3. Consumer Spending and Economic Growth 

The impact of income tax on household consumption is a key factor in economic growth. Higher 

income tax rates reduce disposable income, which in turn affects consumer spending. Studies show 

that lower-income households are more sensitive to tax increases, as they have a higher marginal 

propensity to consume (Zidar, 2019). 

"When personal income tax rates increase, we notice a decline in discretionary spending. 

Households prioritize essential needs over luxury purchases" (S.A., financial analyst). Gemmell et 

al. (2014) found that progressive tax structures influence consumption patterns, with lower-income 

households responding more significantly to tax changes. 

Moreover, economic conditions play a role in moderating the effects of tax policy. "During 

economic downturns, even tax cuts may not boost spending, as people prefer to save rather than 

spend due to uncertainty" (D.M., macroeconomic expert). Mustapha et al. (2024) highlight that 

fiscal policy effectiveness depends on prevailing economic conditions. 

The tax system's structure is also crucial in determining consumption behavior. Acosta-Ormaechea 

and Morozumi (2019) found that equitable tax systems can stimulate consumption among lower-

income groups, thereby promoting economic activity. "If tax burdens are distributed more evenly, 

the economic impact is less severe on vulnerable households" (G.L., social policy researcher). 

These findings highlight the need for a balanced tax policy that considers both revenue generation 

and economic growth. The interplay between tax rates, compliance levels, business expansion, and 

consumer spending underscores the complexity of tax policy and its far-reaching implications for 

economic stability and development. 

4. The Impact of Income Tax on Economic Growth 

The relationship between income tax and economic growth has been widely debated in economic 

literature. The findings of this study align with previous research suggesting that while income tax 

is a crucial revenue source for government expenditure, excessive tax rates may hinder economic 

expansion by reducing investment incentives and disposable income (Acosta-Ormaechea & 

Morozumi, 2019). In Indonesia, the data analysis and interviews with stakeholders, including tax 

officials and economists, reveal that high-income tax rates are associated with decreased levels of 

foreign direct investment (FDI) and slower business expansion. This observation is consistent with 

the findings of Gemmell et al. (2014), who argue that lower tax rates contribute to economic 

dynamism by fostering higher levels of private-sector investment. 

The informants from Indonesia's business sector emphasized that income tax policy directly 

affects their ability to reinvest profits and expand operations. As one corporate executive noted: 

“The tax burden is substantial, making it challenging to allocate funds for business growth” 

(Informant A). This sentiment supports previous studies, such as those by Xu and Wu (2020), 

which indicate that firms in high-tax environments tend to operate with higher liquidity 

constraints, discouraging long-term investment. 
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5. Business Competitiveness and Investment Decisions 

A key issue arising from the study is the impact of income tax policy on Indonesia’s investment 

climate. Business owners and economic analysts interviewed in this study highlighted concerns 

regarding the country’s tax competitiveness compared to regional peers. This aligns with the 

findings of McNabb (2018), which suggest that economies with tax-friendly policies tend to attract 

more investment. The interviews revealed that the complexity of Indonesia’s tax regulations, 

combined with high compliance costs, acts as a deterrent to both domestic and foreign investors. 

As one tax consultant stated: “Many small and medium enterprises struggle to understand their 

tax obligations, and this often leads to non-compliance or reluctance to expand” (Informant B). 

Comparative research suggests that simplifying tax procedures and offering targeted incentives can 

significantly improve business confidence (Omodero, 2024). Countries that have successfully 

restructured their tax systems to be more transparent and predictable have seen an increase in tax 

compliance and overall investment (Appiah-Kubi et al., 2021). Indonesia’s recent digitalization 

efforts in tax administration are a step in the right direction, but further streamlining is required to 

enhance efficiency and business-friendliness. 

6. The Effect on Household Consumption 

Another major implication of income tax policy is its impact on household consumption. 

Economic literature suggests that higher income tax rates reduce disposable income, thereby 

affecting consumer spending patterns (Zidar, 2019). The statistical analysis in this study confirms 

that increases in income tax correspond with declines in household consumption in Indonesia, 

mirroring global trends (Gemmell et al., 2014). Several interviewees emphasized the importance 

of maintaining a tax structure that balances revenue collection with maintaining consumer 

purchasing power. 

One economic analyst commented: “Lower-income households, in particular, are 

disproportionately affected by high tax rates, which diminishes their ability to contribute to 

economic activity” (Informant C). This view aligns with Mustapha et al. (2024), who argue that 

fiscal policies must consider consumption effects, particularly in developing economies where 

domestic spending is a key driver of growth. 

7. Compliance and Administrative Challenges 

A significant challenge identified in this study relates to tax compliance and enforcement. Many 

informants, particularly those in the business sector, noted that the complexity of Indonesia’s tax 

system creates opportunities for tax evasion and avoidance. This issue is well-documented in prior 

studies, such as those by Moshiri and Daneshmand (2020), who found that overly complex tax 

codes lead to lower compliance rates and increased administrative burdens for tax authorities. 

In response, government officials interviewed for this study emphasized ongoing efforts to 

modernize tax administration through digitalization and automation. However, as one official 

acknowledged: “Despite technological advancements, tax evasion remains a problem due to 

loopholes in policy and enforcement” (Informant D). The findings suggest that Indonesia could 
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benefit from stronger enforcement measures coupled with education campaigns aimed at 

improving taxpayer awareness and voluntary compliance. 

8. Limitation 

While this study provides valuable insights into the impact of income tax on economic growth in 

Indonesia, certain limitations must be acknowledged. One constraint is the reliance on qualitative 

data from key informants, which may not fully capture the broader economic dynamics. 

Additionally, tax policy effects vary across different sectors, and the findings may not be 

generalizable to all industries. 

Another challenge is the evolving nature of Indonesia’s fiscal policies. As tax regulations are subject 

to frequent modifications, some perspectives gathered in this research may become outdated as 

new policies are implemented. To mitigate these limitations, future research should incorporate a 

broader range of stakeholders and employ mixed-method approaches to strengthen the robustness 

of findings. 

9. Implication 

The findings of this study have important implications for tax policy and economic planning in 

Indonesia. First, the results suggest that policymakers must carefully balance tax rates to optimize 

revenue collection without discouraging investment and economic participation. A progressive yet 

competitive tax structure could enhance economic efficiency while ensuring equitable distribution 

of the tax burden. 

Second, the study highlights the need for further simplification and digitalization of tax 

administration to improve compliance and reduce inefficiencies. Strengthening institutional 

frameworks and addressing tax loopholes could enhance overall tax system effectiveness. Lastly, 

given the significant impact of income tax on household consumption, future policy reforms 

should consider measures to protect lower-income groups from excessive tax burdens. 

Future research should explore the long-term effects of recent tax reforms and examine cross-

country comparisons to identify best practices that could be adapted to Indonesia’s fiscal 

landscape. Expanding the scope of analysis to include the informal sector and alternative taxation 

mechanisms would also provide a more comprehensive understanding of taxation’s role in 

economic growth. 

 

CONCLUSION  

This study provides a comprehensive analysis of the impact of income tax on economic growth in 

Indonesia, highlighting its complex relationship with investment, business expansion, and 

household consumption. The findings suggest that while income tax serves as a crucial revenue 

source for national development, excessive tax rates can discourage investment and reduce 

disposable income, ultimately slowing economic growth. Conversely, effective tax policies, such 
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as incentives for businesses and tax compliance measures, can mitigate these adverse effects and 

create a more favorable investment climate. 

The implications of these findings extend to policymakers, who must balance tax collection 

efficiency with economic growth objectives. The research contributes to the existing body of 

knowledge by offering empirical evidence and qualitative insights from key stakeholders, including 

tax authorities, economists, business owners, and financial consultants. This study underscores the 

necessity of a progressive yet competitive tax policy that encourages compliance while supporting 

economic expansion. 

Future research could explore the long-term effects of digital taxation, automation in tax 

compliance, and the role of environmental taxes in economic growth. Additionally, further studies 

could compare Indonesia’s tax policy with those of similar emerging economies to provide a 

broader perspective on best practices in income tax implementation. 
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