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The Impact of Policies on Taxation of Interest Income
Earned from Commercial Bank Time Deposits

ABETRACT

This research investigates the impact of different tax col;
lection procedures for interest income earned from commercial bénk
time deposits. Since taxing interest income would prcbably have per-
vasive effects on the economy;, fénging from the direct impact on
portfoiio behaviors to commercial bank cfedit, investment, saving,
output and redistribution of income, the research nécessarily covers
a broad area of étudy. The method of this study inﬁéives the investi-~
gation of information from four major sources. Firstly, previous |
studies,; both theoretical and empirical, in economic literature of
related subjects such as portfolio choice behaviof, saving, investménti
incentives and economic efficiency, and distribuﬁional effects were
investigated= Secondly, the procedures aébpted in other countries
and certain rationales behind them were reviewed. Thirdly, conversa-
tions were held with people in the business sector of practical
experience especially in mone§ and banking. Fourthly, empirical study
specific to this research were carried out to téét certain hyﬁotheses.

The major findings can be summarized into theifollowing
points:

1. The methods of interest income taxation‘in various coﬁn;
tries can be divided into twb major catégoriés; withholding taxes at‘
a fixed rate and taxing interest income fogether with‘income ffom

other sources at progressive rates. Most developed countries employ



the personainincome method as the tax structure in those countries is
suited to the method. The cost of collecticn. the understanding of
people, the income accounting syétem and the higher proportion of
personal income tax from total tax revenue are all favorable to the
personal income tax method.

Since treating interests as one source of personal income
results in higher tax rate faced by large savers the incentive to save
is greatly affected. Those countries which adopt the personal income
method and still rely on.savings in financial institutions therefore
have certain measures to alleviate the tax burden. For example,
Japanese savers are allowed to choose a flat rate of 35 percent instead
cf personal income tax rate which may be as high as 75 percent.
Interest income from the principal amount of up to ¥3 million or 1.7
times of per capita GDP for each type of financial asset is tax
exempted and the amount of principal exempted from tax totalled ¥14
million. In Taiwan, interest income from each type of deposits not
exceeding NT$36C,000 or 3.7 times per capita GDP is exempted from
taxes. In Malaysia, taxes are exempted for time deposits with maturity
more than 1 year. These countries make use of tax exemption as an
incentive to stimulate savings. Developed countries. such as the
United States, in which long-term capital market is dependable, do not
provide sucb tax incentive. Nevertheless, in order not to affect
sméll savers a certain amount of dividend income is tax exempted, e.g..
US$100 for the United States and NZ$200 for New Zgaland. On the other

hand, most of the developing countries impose a fixed rate withholding



tax from commercial bank deposits, e.g., 10 percent in Korea and India.

2. The-tax measure on interest income has a significant in-
fluence over the portfolio allocation behaviors and the growth rates
of financial assets. In Eritain, savings in the form of bank deposits
amount to only 8 percent but savings in other instruments such as in-
vestment in houses, life insurance and pension funds totalled as much
as 86 percent (Kay and King, 1983). This is because Britain has very
low tax ;ateswfor those savings.

Those countries which succeeded in raising the level of
savings in the form of bank deposits are Japan, Taiwan and Austria,
for exémple, The proportion of time and saving deposits from GDP is
as high as 60 percent in those countries whereas it is lower than 15
percent in those providing no tax incentive such as Pakistan and the
Philippines.

3. In some developed countries such as Britain there is a
tendency to collect income tax by using expenditures instead of income,
which includes expenditures and savings, as tax base in order to
stimulate saving and investment. Such a measure is worth considering
especially whgn shortage of saving becomes a major problem. The net
saving rate out of GDP of Thailand fell from 15.6 percent in 1982 to
9.5 percent in 1984. If such a trend is uninterrupted, economic growth,
trade balance and unemployment (the unemployment rate estimated by the
National Statistical Office was 6.8 percent in 1983) will become in-
creasingly critical for the Thai economy.

4, The withholding tax rate for time deposits of 12.5 percent

iii



is higher than those in other countries on average, especially when
considering the fact that no cxemption is given to small savers.
Moreover, .it is an average tax rate for a personrwith an assesible
income (gross income after allowances and deductidhs) of ﬁlZ,SOOrﬁer
morth. If the tax rate is increased to 15 percent depositers wiii be
taxed at the same rate as a person with an assessible income of aﬁ
least B1€,008.- Although depositors are eligible for refund of the
overpaid tax through filing of income tax return few people do éo
practically. The withholding tax without any exemption is therefore
unfair to the majority of deposcitors, 55 percent of time deposits
accounts have a balance of less than ¥10,000/

5. In the shortru.p, taxation of interest income at a higher
withholding tax rate or together with income from other sources may be
deemed as a measure that would improve the distribution of income,
judging from the fact that large accounts with balances exceeding
¥500,000 numbered only 2.7 percent of total accounts but amounted to
58 percent of total deposits.

However, in the long run, the distribution of income may
not be improved but will be worsen inéfead if savings in the form of
deposits and itvestments are affectedpﬁespecially in the case of pro-
gressive rate personal income taxation. Boskin (1978) found that
taxation of interest and dividend income would slowldown'capitalkac~
cunulation and redistribute income from labor to owners of capital;
Whether taxation of interest income together wiﬁh income from other

sources will achieve the objective of income distribution depends on
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the assumption that the behavior of those 2.7: percent depositors is
unchanged. This assumption is doubtful considering the fact that
those 2,7 percent depositors will seek their ways to hold some other'
assets as the return on time deposit will be greatly reduced by the
progressive tax if the rate of interest is fixed. Consequently, the
commercial bank deposits will be significantly affected.

Taxation of interest income at a low withholding rate, or
with a certain amount of interest being tax exempted, to provide
incentive for savings in the form of commercial bank deposits will be
beneficial to investment and economic growth (Tsiang, 198C). This
type of policies does not deny the importance of the poor in the
society. On the contrary, according to Dowling et al.'s study (1985)
of 12 Asian countries, the measures which promote high economic growth
is the most appropriate policy instrument to eliminate the poverty.

6. Statlstically, financial assets of the private sector can
be considered as the most important sources of funds for investment in
developing countries lacking a matured capital market. In Thailand,
the increment of financial assets each year accounted, on average,for
40 percent of domestic saving and 4] percent of private investment»
during 1976-1983. Commercial bank deposits alone covered no less than
70 percent of total financial assets. Therefore, promotion of finan-
cial saving is necessary. If little incentive is given to the accumu-
lation of financial assets savings will tend to be made outside the
financial system. In that case, the interest rate will be high and
growth in investment will be limited by the high cost of interest and
the low efficiency of intermediaries between lenders and borrowers.

v



7. Using a statistical model, it was found that portfolio
behavior of holding any financial asset will have repercussions on
holdings of other financial assects: z) the demand to hold proﬁissory
notes necesgsitates holding of time deposits in order to diversify risk
as the former is considered riskier and the latter safer; in the con-
trary b) if it is desirable to hold mcre time deposits dué to better
terms the holding of promissory notes will be reduced as the safer
time deposits are unambiguously superior with better terms; c) the
demand to hold saving deﬁosits will increase the need to hold more
demand deposits as the business sector tends to reduce the bpportunity
cost of idle balances by keeping them in the saving accouﬁt and trans-
fering them to the current account when needed; e) the demand to hold
saving and demand deposits will increase the holding of promissory
notes to diversify financial assets of similar liquidity such that
their rates of return vary.

Se The portfolio adjustment behavior of any particulér
financial assets found so far is that when there are changes in factors
affegting any financial assets the desired holding of that asset will
be changed. In practicé, however, the desired changé cannot be com-
pleted for some reasons; for example, the maturity has not yet been
met. Those financial assets having that characteristic are demand
deposits and govermment bonds. As for promissory notes, any desired
change could be made completely within a year. Desired changes in
time deposits and saving deposits not only cannot be met but will also

be increased. This is because of the advanced announcement of any
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change in the interest rate or tax rqté for both types of deposits.

9. The own interest rates of time and saviﬁg deéosits were
found to have a significant effect. For every percentage point increase
in the rates, time deposits will increase by B7 hillion and saving
deposits by ¥3.6 billion, respectively (when the net wealth of the
private sector equals 258 billion). The interest rate of government
bonds will have negative and significaﬁt effect on all types of com-
mercial bank depositss. Every percentaéé point increase will redgce»
time deposits by ¥ 2.3 billion, saving deposits by B2.5 billion and
demand deposits also by B255 biliion. Inflation rate will also have
negative and significant effects on éaﬁing deposits, demand deposits
and government bonds at approximately the same magnitude, i.e., B0.2
billion for every percentage point of inflation rate. This is because
the former two types of deposits are hdld for transaction purpeses and
the crosion of their respective purchasing power from infiation needs
to be kept minimel. The effect of inflation on government bonds, on
the other hand, could be due to the fécf ﬁhét government bonds in
Thailand are considered of idw liﬁuidity and the loss of purchaging
power from inflation need to be avoided.

The most distinguished finding of all is the impact of
withholding tax on interest income from time deposits which was meas-
ured separately from the cffect of the own rate of‘interesto It was
found ‘that for every percentaée point increase in the withholding tax
rate, time deposits will be reduced by ¥1.3 billion. When comﬁared»

on the basis of a one rercentage point decline in the net rate of
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return on time deposits the impact from withholding tax is twice that
from a difect feduction in the interest rate on time deposits.

| 10. Private investment in real terms was found to vary with
two thirds of the investment in previous year, which measures the
extenf of production capacity expansion and the replacement for de-
preciated portion of existing capacity. The remaining depends on
commercial bank credit, gross domestic product, and inflation. In~
crement of commercial bank credtt in real terms signifies the avail-
abiljty‘of new loanable funds whereas increment of gross domestic
prodﬁéf in real terms indicates investment climate. Private investment

STI R ‘
will increase by azbout 4C percent of either of the increments and by
$0.8 billién for every percentage point of the increase in inflation: -
rate.

11. Commercial bank credit was found to depend on about 40
percent of total deposits at commercial banks after allowed for re-
serve requirements.‘ The remaining will vary with the call money rate.
For every percentage point increase in the rate, commercial bank credit
will increase by $10 billion when the capital account of commercial
banks totalled E36 billicn.

Since the lending rate commercial banks is ¥ubject to
the ceiling stipulated by Law, which is much lower than the market
rate outside the financial system, the demand for loanable funds can
be considered as exceeding the supply. Therefore, the loanable funds

are determined by the‘supply of commercial bank credit rather than

from the demand and, thus, it is legitimate to consider only the supply
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side as done in this study.

12, The movement of savings between the organized and un-
organized markets was studied under the following hypbtheses: a) check
discounting and fund sharing among businessmen are the major activities
in the unorganized market, considering the money terms; b) the volume
of;ppeck clearing partially varies with the intensity of activities in
that market; c) the volume of check clearing partially varies with
expenditures which further depends on economic condition; and d) the
volume of check clearing also partially depends on the tightness of
commercial bank credit. The finding shows that a one pércentage point
increase in withholding tax rate for interest income from time deposits
would possibly move savings from the organized to the unoraanized‘
markets by B0 billion and that the portion of commercial bank credit
exceeding total deposits by one percent will reduce activities in the
unorganized market by $2 billion.

13. The movement of saving between Thailand and othkkr coun-
tries was studied on the following assumptions: a) remittance from the
country to avoid the withholding tax can only be done illegally and
should be counted intthe “errors and omissions' item of the balance
of payments account; b) the errors of international payments aiso
due partly to evasions in international trade and partly to illegél
capital movements in response to changes in the spread between domestic
and foreign interest rates. The finding indicates that an increase
of the withholding tax rate on interest income by a percentage point

would possibly drain B25C million out of the coﬁntfy. The errors of
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payments out of the country was also linked to the trade balance; that
is, about one fourth of the trade balance will go to those payments.

The errors, however, did not have any significant relation to the spread
of domestic and foreign interest rates.  The finding supports the
opinion obtained from che conversation with businessmen that remittance
from the country would arise from international trade and occasicnal
reasons other than interest rates such as political situation or the
withholding taxgﬂﬁor example.

14, Taxing interest income together with income from other
sources through perscnal incomg taxation would necessitate the com-
mercial banks to disclose account names to Revenue Department in addi-
tion to the amounts of tax withheld and interest paid from each
account. The disclosure might terrify the depositors of possible
further investigation from the Department into their past income and
income tax filing in which a huge amount of fine might involve if tax
evasions are found. This is what the depositors are concerned the most
and the incentive to remit money out of the country would be enhanced.

15. The taxing of interest income has a direct effect of
reducing the rate of return on time deposits. The purpose of this
study is therefore to investigate into any possible effects following
from such a decrease in the net return. The findings so far concluded
that the interest income taxation would have a negative and significant
impact on time deposits which is the most important source of funds
for commercial banks to expand credit to private investors. That is,
time deposits will growvét a decreasing rate as some savings are switched

X



to other financial assets such as promissory notes, to unorganized
markets, or to foreign countries as mentioned above. The slower growth
of time deposits would stagnate commercial bank credit, private invest-
ment aﬁd, finally, the national income, the sitvation not advantageous
to the distribution of income and the Thai economy #tself alread§ not

having enough domestic savings for investment.

POLICY RECOMMENDATION

Since there is always pressure from goverrnment deficit to
raise as much government revenue as possible and, thus, it is not
practical to give more incentive to savings. It is suggested that
the best way is not discourage savings by raising the withholding tax
rate. The withholding tax rate of 12.5 percent should be applied to
all financial assets offered by financial institutions which will also
include saving deposits and government bonds. In order not te affect
swall savers a certain amount of interest income, approximately 10
percent of per capita GDP should be exempted from the taxation. The
government will, of course, lose some tax revenue from time deposits
but will be compensated by tax revenues from other financial assets.
Commercial banks may have to bear higher cost from bank account splits
but will be benefited from more savings mobilized from small savers.

It is recommended that the government riot try to increase
revenue by means of increasing the withholding tax rate. Not only
will the measure hurt the incentive to save but will also deteriorate

the cfficiency of capital utilization. Taxing interest income should

xi



not be used as a measure to correct the income distribution as it is
not an effective and direct solution to the problem. Other serious

side effects on saving and capital accumulation might also be resulted.
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