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The Indonesian President has recently signed 
the Government Regulation concerning Cost 
Recovery and Provisions on Income Tax in Oil and 
Gas Activities, under the Government Regulation 
No. 79/2010 (“PP 79”). PP 79 was signed on 20 
December 2010 but only made generally available 
at the end of December 2010, whilst it is effectively 
applicable on the issuance date.

Drafts of this government regulation have been 
circulated within the industry for almost 4 years. 
There are no significant changes to the draft 
compared to the contents of PP 79.

As the trend of Indonesian oil and gas production 
continues to fall since 2005, resulting in reduced 
investments, declining production and falling income 
tax revenues, the Indonesian Government’s objective 
of this new regulation is to create more certainty for 
investors within the oil and gas industry. In particular, 
the government claims that the introduction of  
PP 79 will eliminate legal uncertainties on cost 
recovery and taxation of oil and gas activities. 
However, despite hopes that the introduction of  
PP 79 will boost the oil and gas investment in 
Indonesia, some also doubt it. The impact of 
this regulation on oil and gas production in the 
following years is still unclear. In our review, PP 79 
consolidates existing tax legislation which has been 
regulated under various levels of regulation such as 
Ministry Decrees, BPMIGAS regulations and some 
provisions under the Production Sharing Contract.

PP 79 was basically introduced to respond to some 
issues within the oil and gas industries:

• Law No. 36/2008 concerning Income Tax Law 
(“Income Tax Law”), specifically article 31D, 
provides legal certainty to costs that can be 
treated as cost recovery and also tax deductible 
for corporate income tax purposes;

• Law No. 41/2008 on the Indonesian State 
Budget (“APBN”) of 2009 states that Cost 
Recovery is included in the State Budget, hence 
it is necessary to regulate it in a Government 
Regulation; and

• Disputes arising from audits performed by State 
Auditor (either BPKP and/or BPK).

This Alert provides a short summary of some of the 
key features of PP 79 and their impact on industry 
and stakeholders.

1. Scope

 PP 79 applies to Production Sharing and Service 
Contracts upstream oil and gas activities. This is 
consistent with the provision under the Oil and Gas 
Law, Article 6 Jo. Article 1 point 19 that upstream oil 
and gas activities will be executed in the form of a 
Cooperation Agreement either through Production 
Sharing or other form of contracts.

  KPMG comments:

 Currently, the government, through 

BPMIGAS, offers only a Production Sharing 
Contract (“PSC”) type of contract. However, 
it is possible that in the future other types of 
contracts – such as a Service Contract – will 
be introduced. PP 79 also regulates taxation 
treatment for both PSC and service contract 
arrangements.

2. PSC provisions

 Some provisions under PP 79 where formerly 
included under the PSC provisions. We believe this 
is to anticipate a new PSC model to be introduced 
after the issuance of PP 79.
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 KPMG comments:

 The following provisions under the current 
PSC that are included in PP 79 are:

•   Technical and financial ability of the 
Contractors, including risk associated with 
failure to reach production stage;

•   Confirmation that assets brought into 
Indonesia become government assets;

•   The requirement to submit Work Program 
and Budget, including prior approval from 
BPMIGAS;

•   First Tranche Petroleum (“FTP”) provisions; 
and

•  Domestic Market Obligations (“DMO”) 
requirements.

3. Contractors’ Gross Income

 The Contractor’s gross income consists of 
income under its Cooperation Agreement (PSC 
or Service Agrement) and other income outside 
the contract. 

 PP 79 discusses the income tax base of both 
contracts under PSC or Service Agreements. 
They are based on the realization value of 
sales made during a fiscal year by a contractor. 
There are some variations on how to calculate 
the tax depending on the provisions under the 
Cooperation Agreement.

  KPMG comments:

New in this regulation is that it is now clarified 
that other income or income from outside the 
contract is subject to tax in Indonesia.  
PP 79 stipulates that other income of oil and 
gas companies as income from uplift and 
income from the transfer of participating 
interests.

It is our understanding from discussion 
with the Director General of Taxes (“DGT”) 
that other income of oil and gas companies 
will not be limited to that from uplift and 
transfer of interests. PP 79 discusses only 
other income in relation to activities within 
the upstream oil and gas operations. 
Income outside upstream activities should 
be regulated under the general corporate 
income tax regulations. We also understand 
that the Ministry of Finance office is now 
working on some implementing regulations 
of PP 79 to include taxation treatment on 
the transfer of participating interests.
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4. Recovery of operating cost (Cost Recovery)

 Over the last years, cost recovery has been a hot 
topic for both the Indonesian government and the 
oil and gas industry as this has often been the 
main dispute during audits of PSC companies.

 In the government’s view, oil companies have 
– in the past – claimed recovery for extraneous 
expenditures not related to oil exploration and 
development, resulting in a decrease of the 
government’s revenue. Despite the fact that 
oil production decreased for the last few years, 
cost recovery claims significantly increased. 
Anticipating this, Law No.41/2008 has mandated 
the government to regulate cost recovery issues 
where the government’s objective is to limit cost 
recovery claims. This should in the end increase 
the government’s revenue from oil and gas 
sectors.

 PP 79 stipulates that qualified operating expenses 
treated as cost recoverable are also deductible 
in calculating income tax. This is known as 
“uniformity principle” that is officially recognized 
by PP 79 (see elucidation of Article 11).

 KPMG comments:

 There are no new significant issues in 
relation to cost recovery issues.

 In principle, operating costs will be treated 
as cost recoverable items if they are in 
relation to oil and gas operations within 
the contract area, the costs are within the 
arm’s length principle, if involving related 
parties, and the work program and budget 
has also been approved by BPMIGAS.

5. Negative list of cost recovery

 Article 13 of PP 79 lists expenses that are 
considered as non-cost recovery items for 
the equity share calculation and also non-tax 
deductible for corporate income tax calculation 
purposes.

 The following 22 expenses are non-cost 
recoverable and non-tax deductible according to 
the article 13 of PP 79:

1.  Expenses charged or spent for personal 
interests and/or family of employees, 
executives, holders of participating interest and 
shareholders;

2.  Formation or accumulation of reserves funds, 
except mining closure and restoration placed 
in at a joint account, controlled by BPMIGAS 
and contractor, in any Indonesian state-owned 
banks in Indonesia;

3.  Granted assets;

4.  Administrative sanctions in the form of interest, 
fines, and penalties in the form of fines related 
to the implementation of taxation legislation as 
well as claims or fines arising from mistakes of 
contractors, intentional or through negligence;

5.  Amortization expenses of goods and 
equipment, which are used but do not belong 
to the state;

6.  Incentives, payments of pension contributions 
and insurance premiums for personal interests 
and/or family of expatriates, executives and 
shareholders;

7.   Expatriate expenses not complying with the 
procedures for the manpower plan (RPTKA) or 
for expatriates not having an expatriate working 
permit (IKTA);

8.  Legal consultant fees not related directly to oil 
operations in the framework of the production 
sharing contract;

9.  Tax consultant fees;

10. Contractors’ oil and gas marketing expenses, 
except marketing expenses of natural gas 
already approved by BPMIGAS;

11. Entertainment expenses, including cost of 
banquets in whatever name and form, unless 
otherwise accompanied by a nominative list 
and tax ID numbers of beneficiaries;

12.Expenses in relation to the environment and 
local community development during the 
exploration period;

13. Expenses in relation to technical training for 
expatriates;

14. Expenses in relation to merger, acquisition or 
cost of the transfer of participating interests;

15. Interest expenses;

16. Employee income tax borne by contractors, or 
paid as a tax allowance, and withholding tax be 
withheld or collected from a third party, which 
is either borne by contactor or grossed up;

17. Procurement of goods, services or others 
that are not technically and administratively 
qualified, or exceed the value of approved 
expenditures by above 10% (ten percent);

18. Excessive material surplus due to mistakes in 
planning and for purchases;

19. Book value and operating expenses of assets, 
which cannot operate due to the negligence of 
contractors;
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20. Transactions, which;

a. Inflict losses to the state;
b. Not procured through a proper tender, 

except in certain cases; or
c. Contravene current legislation.

21. Bonus paid to the government;

 22. Expenses incurred before the signing of 
contract;

23. Incentive of interest recovery; and

24. Commercial audit fees.

 KPMG comments:

 Out of 24 expenses items, 17 items are 
already regulated under the Ministry of 
Energy and Natural Resources Decree No. 
22/2008 regarding non-cost recoverable 
expenses issued in June 2008. There are 
some additional expense included based on 
audit experience on cost recovery issues.

 The essence of article 23 of PP 79 is basically 
similar to Decree No. 22/2008 to confirm 
the government’s position on certain 
expenses that are considered as non-cost 
recovery and also non-tax deductible. 
KPMG believes that there are still some 
lacked clarities and further implementing 
regulations/clarifications are required. We 
understand that BPMIGAS is now preparing 
clarifications to this provision by way of 
either amendment of existing or issuance of 
a new Manual (“Pedoman Tata Kerja, PTK”).

6. Taxes in importation

 Article 25 paragraph 4 of PP 79 stipulates that 
contractor shall be exempted from tax on imports 
(import duty, VAT and Income Tax article 22) in 
relation to the importation of goods used in oil and 
gas exploration and production activities.

 Currently there are 2 types of arrangements:

Type of 
taxes

Old PSC 
(signed before 
2001)

New PSC 
(signed after 
2001)

Import duty EXEMPT EXEMPT

VAT Not Collected Borne by the
Government

Income Tax 
Article 22

Not Collected Payable*

 * exemption may be granted with application      
   to the DGT

  

KPMG comments:

 In KPMG’s view, it is beneficial that PP 
79 confirms that contractors are not 
subject to tax on importation of goods 
during exploration and production stages. 
However, it is likely that the exemption will 
not automatically be granted to contractors.  
We understand that a further 
implementation regulation will be issued 
by the Ministry of Finance to set out 
the procedures. This should be more or 
less similar to the current exemption 
procedures where PSC contractors 
are required to provide an Import Plan 
(“Rencana Impor Barang, RIB”). The 
“prior approval” procedure is basically 
maintained, to ensure that all imported 
goods are for the purpose of oil and gas 
operations. 

 With respect to the implementation 
regulation, we do not expect major 
additional administrative procedures 
that would create further obstacles for 
contractors in obtaining such exemptions.
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KPMG comments:

 PP 79 clarifies issues on the tax treatment of 
uplift and transfer of participating interests 
that have been debated between the 
government (DGT and State Auditor) and the 
contractors.

 However, we noted there are still some 
issues that may create future disputes if not 
clarified in implementing regulations:

•  The mechanism on how to impose tax for 
both taxation on uplift and transfers of 
interests. We understand that a Ministry 
of Finance Decree is now being drafted on 
these issues;

•  In relation to tax on transfers of 
participating interests, we note:

– Clarification is needed on the definition 
of “participating interest” which is 
defined as the right and obligation as 
a contractor directly and indirectly. 
However, it is not clear what is meant by 
directly and indirectly. Does it mean that 
the transfer of shares outside Indonesia 
will fall under the category of transfer of 
participating interest?

– Whether the 5% or 7% rates are 
considered as final tax and no further 
tax will be imposed if the transfer 
is considered to be a permanent 
establishment. We are concerned that 
the DGT may interpret that in addition 
to 5% or 7% tax, a branch profit tax will 
also be imposed similar to taxation on 
construction activities

– There are some variations in relation to 
transfers of participating interests, such 
as commitment of future expenses. DGT 
needs to clarify what would be the tax 
base of such variations if the transaction 
is subject to tax.

7.  Indirect taxes paid contractors

 PP 79 introduces a newly concept which is not 
consistent with the current PSC provision. Article 11 
paragraph 4.f stipulates that any indirect taxes, local 
taxes and retribution paid by contractors are treated 
as cost recovery, instead of reimbursable items.

 KPMG comments:

 KPMG believes that this will apply only to 
new contracts signed after the application of 
PP 79. Existing PSCs should not be impacted 
by this provision. Existing PSC regulates that 
the government/BPMIGAS will assume and 
discharge contractors for any taxes imposed 
other than corporate income tax and branch 
profit tax. Under the existing PSC contract, any 
indirect taxes (such as VAT) paid by contractors 
are reimbursed later when production 
commences and there is a government share.

  It is likely that the “assumes and discharge” 
provision will not be available in contracts after 
the issuance of PP 79.

8.  Tax treatment of income from outside the 
contract

 Income from outside the contract will be subject 
to the following arrangements:

a. Income from uplift will be subject to a final tax 
of 20% of the gross amount

b. Income from transfers of participating interests:

i.  During exploration stage: 5% of the gross 
amount

ii. During production stage 7% tax of the gross 
amount

c. PP 79 further states that an exemption applies 
on point b: (1) if a transfer to Indonesian 
participants required by the contract, and (2) if a 
transfer of interest in relation to the risk-sharing 
scheme. However, this transfer must meet the 
following criteria:

i. The interest is not 100% transferred;

ii.  The interest has been held for more than 3 
years;

iii. Exploration has been carried out within the 
area; and

iv. The transfer is not intended to obtain profit.
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9. Administrative and audit issues

 In relation to administrative and audit issues, contractors must be aware of the following:

Issues Considerations KPMG comments

Bookkeeping
records 

Contractors are required to maintain 
bookkeeping in Bahasa and IDR 
denominations. 

The use of English and USD 
denominations are possible but prior 
approval from the Ministry of Finance 
must be obtained.

Contractors are now required to get approval, instead 
of providing a notification, if they want to use English 
and USD for its bookkeeping.

However, it is our understanding from informal 
discussions with the tax office that the old procedures 
continue to apply under which contractors are only 
required to notify the DGT. A further clarification will be 
issued by the DGT.

Tax ID
registration

Each contractor is required to obtain a Tax ID. 
What is new under this regulation is that 
the operator of the PSC block is now 
required to obtain a separate tax ID for 
WHT and VAT purposes only.

We understand that the DGT tries to eliminate tax risk 
if the operator is changed which is a rather common 
practice within the oil and gas industry. 

Under this provision, the tax liability of the contractor 
will be transferred to the new operator if the 
operatorship is transferred.

Under current PSC practice, the operator has only 
one tax ID which is used for both corporate income 
reporting and also transactional tax reporting (VAT and 
WHT) of the PSC. It is not clear whether this regulation 
also requires existing operators to obtain a new tax ID. 
If this were the case, there may be issue in relation 
to the VAT collection balance that has been regularly 
reported under the current tax ID.

Obligation to
report the value
of PSC interest/
shares transfer
to the DGT

PP 79 requires contractors to report 
the value of PSC transfers, either by 
participating interest or share transfers.

The definition of value and the procedures of reporting 
are not fully clear.

It is likely that the purpose of this reporting is intended 
to monitor the transfer of interest/shares that may be 
subject to tax. We are aware that DGT has requested 
some PSCs to provide information on the value of 
transfers of interest, asking for copies of the sales and 
purchase agreements.

The use of
Indonesian
banking system
for payments

Contractors are required to utilize the 
Indonesian banking system and perform 
transactions in Indonesia. Exceptions to 
this requirement are possible with prior 
approval from the Ministry of Finance.

Although the message should be clear that it is 
expected to utilize the Indonesian banking system, 
it is not clear what is referred to the “transaction”. 
Also, whether “the Indonesian banking system” 
only includes banks incorporated in Indonesia or also 
includes foreign banks with Indonesian branches. A 
further clarification is required.

BPMIGAS implemented this policy with its letter dated 
28 March 2008. The letter stipulates that payments to 
vendors of services and goods in Indonesia must be 
made to an Indonesian bank account located within 
The Republic of Indonesia (whether it is the receiving 
or paying account).

Appointment of
an Independent
3rd party auditor.

Ministry of Finance may appoint a 3rd 
party independent auditor to perform 
financial and technical audits in certain 
circumstances.

Elucidation of article 36 of PP 79 provides an 
explanation that Ministry of Finance may appoint an 
independent auditor in case of natural disasters. It is 
not clear whether it is only an example or the authority 
is limited only to natural disasters.
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Issues Considerations KPMG comments

DGT’s
involvement
in determining
exploration costs

For the purpose of the income tax
calculation, the DGT determines the
exploration costs every year upon
the recommendation provided by
BPMIGAS

Unlike the current tax audit practice, where normally 
there will not be any audits during exploration stage, 
now DGT will determine the total exploration costs 
every year. We believe this involvement by the DGT 
is to ensure that all cost recovery and tax deductions 
incurred during exploration stage have been properly 
verified.

Contractors should anticipate this additional 
administrative burden from the tax auditors, in addition 
to normal PSC audits.

10. Administrative and audit issues

 There are new authorities delegated to the Ministry (Finance or Energy and Natural Resources) by PP 79 
which may lead to uncertainties for investors in relation to the economics of oil and gas investments.  
We have identified that the following are subject to the discretion of the Ministry:

Issues KPMG comments

FTP and investment credit - Ministry will 
determine the percentage and sharing of 
FTP and stipulate model and amount of 
investment credits.

Existing PSCs include these provisions; hence there are certainties on 
the economics of the investment during the contract period.

If these are now to be regulated under the discretion of the Ministry, 
this can be considered as a new risk for investors. This uncertainty could 
normally be mitigated by investors.

KPMG believes that this could be a major obstacles for the investors if 
the government does not clarify that it can guarantee that the economics 
of the investment will not be changed during the contract period.

Minimum Government share in respect of 
lifting in any Plan of Development (“POD”) 
approval.

Maximum cap for home office/overhead 
charges – PP 79 does not specifically 
mention a maximum percentage.

Current PSC recognizes maximum 2% of 
total expenses as a rule of thumb for home 
office charges.

DMO price – contractor is required to fulfill 
DMO from its production. However, it does 
not mention how much the DMO fees are 
for this obligation.

Policies in regard to field development – 
the elucidation of article 19 paragraph 2 
discusses the “policy” may be based on 
field by field or POD basis.

Maximum cap of expatriates remuneration. It is our understanding that the maximum cap will be the basis for 
contractors to claim cost recovery. There may be an issue if involvement 
of expatriates is highly required, as the project may not become 
attractive for investors if expatriate salary expenses are not all considered 
as cost recovery.
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11. Transitional provision

 The transitional provision under article 38A 
provides confirmation that existing PSC contracts 
will continue to apply until their end of the contract 
period. However, we note that this contract 
sanctity principle is not fully honored as there 
is a requirement under PP 79 that existing PSC 
provisions must be adjusted to be consistent with 
PP 79 provisions, specifically in relation to the 
amount of government shares.

 Conclusions
 In summary, PP 79 has not entirely 

removed all uncertainties within the oil 
and gas industry. Moreover, it secured the 
government revenue (both equity shares 
and tax). Further implementing regulations/
clarifications/guidance are required in 
order to fully understand and implement 
this regulation. At Ministry level, both 
Finance and Energy and Natural Resources 
are now preparing the implementation 
regulations. Further, BPMIGAS is now also 
working on the amendment of PTK to be 
consistent with this regulation. 

 There are also some new uncertainties in 
terms of government authority to control 
over oil and gas operations under the new 
contract, which we consider “excessive 
power” compared to the current PSC 
contract. As a result, the industry needs 
to take another deep breath as we wait 
for the impeding sets of Ministerial/
BPMIGAS Regulations/Manual to be issued 
to determine whether the introduction 
of PP 79 will attract or detract more 
investors within the oil and gas industry in 
Indonesia. 

 KPMG comments:

 This certainly has an impact on existing 
PSCs, if their contracts are required to be 
adjusted. We would anticipate there will be 
future disputes between contractors and the 
government if this provision is implemented 
without considering the current PSC 
provisions.

 This Alert is intended to provide you with 
general issues of the contents of PP 79 but 
it is not intended as professional advice. It is 
recommended to consult with your regular 
contact within KPMG in case you have any 
specific concerns or questions in relation to this 
new regulation.

*************************************
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