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Worth the Wait

Indonesia’s tax amnesty law is enacted, finally
Jun 28, 2016

e This is a story about second chance. All about forgiveness on past
trespasses, in the spirit of reconciliation for a better future together. No, this
is not about remedial Brexit referendum.

o Rather, we are referring to the passage of tax amnesty law in Indonesia
today. It has been deliberated on for so long that its significance may be
discounted by the market. To do so, however, would be a mistake.

e To us, this law is a potential game-changer, a boost to tax receipt
immediately and to tax base in the long run. Bank Indonesia sees USD42bn
of funds getting repatriated, and delivering a 0.3ppt kicker to growth.

What is this Tax Amnesty thing all about?

It's a one-time offer by the Indonesian government to delinquent taxpayers to come
clean about their undeclared or under-declared assets that are sitting either onshore or
offshore. By paying a penalty tax on these assets, they will be forgiven of these past
mistakes. The penalty rate depends on when the individual or corporation comes
clean. The sooner they do it, the more attractive it is, even if they can opt to join the
scheme as late as Q1 next year.

Meanwhile, for assets that are sitting overseas, the applicable tax rate also depends
on whether they will be repatriated onshore or remain offshore. The latter category
incurs double the tax rates. Returning offshore funds will have to be invested in
government-approved funds including infrastructure bonds for at least three years.

Also, the new law allows for an extremely favourable way for smaller companies to
come clean. Those earning less than USD360k of gross income last year can pay half
a per cent to bring their assets to light, as long as these are under USD760k in
aggregate. Above that amount, and they can do so at a still-attractive penalty rate of
2%. Unlike in the case of individuals, these low rates apply throughout the amnesty
period lasting until March 2017.

Fig 1. Penalty tax rates under tax amnesty law

. Period of Compliance
Types of Previously Undeclared Assets
Q32016 Q4 2016 Q12017
Offshore assets that stay offshore 4% 6% 10%
Onshore assets and
offshore assets that are repatriated 2% 3% o%
Assets of Stock of assets
companies earning up to IDR10bn 0.5%
gross income of (~USD760Kk)
less than IDR4.8bn Stock of assets
(~USD360Kk) in the above IDR10bn 2%
latest tax year (~USD760k)

Source: Various news outlets, OCBC.
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Any takers?

We believe a combination of factors will lead to a relative success of this program. For offshore assets,
in particular, the carrots dangled by today’s amnesty could soon contrast with the sticks presented by a
global timeline for authorities to share information about bank accounts across borders by 2018. There
must be at least some moneyed folks who thought it wiser to take a bite at these Indonesian carrots
than to risk being clobbered by the global sticks down the road.

The fact that they are not forced to repatriate their assets — even if they are incentivized to do so via the
tax rate differentials — is also an attractive point for those thinking of the safety angle that comes from
geographical diversification. There is also the consideration that the global market sentiment now is so
dour now that it is not as if there are countless attractive investment opportunities out there anyway.
Why not come clean on at least some assets, right when the potential investment returns are puny
elsewhere, and park them back home for three years and see what happens thereafter?

Predicting the eventual take-up rate is not easy. One has to take a stab at first estimating how much
undeclared wealth there is out there to begin with. Going by estimates from Global Financial Integrity
database, there had been over USD180bn of undocumented outflows from Indonesia between 2004
and 2013 alone. Finance Minister Bambang Brodjonegoro mentioned that up to USD200bn is sitting in
just one single foreign country. If these estimates are anywhere close to reality, then we are dealing
with a chunky sum of more than USD200bn. Whatever the actual number is, Finance Ministry talked
about as much as USD150bn coming home. Bank Indonesia has in mind USD42bn. The central bank’s
estimate may be more conservative than what the Finance Ministry has in mind, but nonetheless is a
tidy sum amounting to more than 40% of foreign reserves it has now.

Would it matter to the economy?
Yes, it will make a difference. Enough for us to lift our GDP growth forecast of this year from 5.1% to
5.2%. (It would have been higher without the added element of Brexit uncertainties of late).

First of all, it solves an immediate problem of fiscal shortfall for the government this year. Hamstrung by
a legal cap which limits its fiscal deficit to 3% of GDP a year at a time of increased infrastructure
spending, the government has had to resort to spending cuts elsewhere.

There has also apparently been some over-zealousness by tax officials who are desperate to reach the
tax revenue targets, which indirectly dampen the economy by making people and businesses wary in
completing big-ticket purchases for fear of bringing unwanted attention on themselves. To the extent
that the bonus revenue stream coming from this amnesty can help plug the hole, the tax officials and
consumers too can rest more easily.

These are obviously short-term benefits, since the extra revenue is a one-off, extending into Q1 next
year and helping to relieve the fiscal pressure until then at best.

Longer term, the chief benefit of the tax amnesty law will be to broaden Indonesia’s tax base. It stood at
lower than 10% of GDP as of 2015, much lower than the 13-15% that its ASEAN neighbors have. By
bringing more taxable assets to light through this exercise, however, the hope is that Indonesia’s ratio
can go up to 12% in the medium-term.

What can be done to get more juice out of this?

Tax amnesty is obviously not a policy toolkit that the Indonesian government can reach for repeatedly.
Otherwise, it could have the opposite effect of shrinking the tax base, since taxpayers would just build
in a continuous expectation of get-out-of-jail-free card. “Why pay tax at a higher normal rate, if | can just
wait until the amnesty again?” would go most thinking.
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Hence, the government has its work cut out in terms of both boosting the total return of this tax amnesty
bill and also to prevent the need for such a measure later on.

For the former, clear communication of just what this measure is all about is crucial in increasing the
take-up rate. Having the infrastructure set-up to fully accommodate any would-be influx of requests for
amnesty would be no less important.

For the latter, the government would have to boost the capacity of the tax authority in preventing tax
malfeasance to begin with. While this amnesty law has a good chance of welcoming back the prodigal
sons of lost tax receipts of yesteryears, there has be to equal emphasis on minimizing the occurrence
of future tax avoidance, as well. The government has already talked about creating an independent tax
agency that will report directly to the President. Time to get that into action mode. Interestingly, it has
also started to float the idea of creating an onshore tax haven a la Labuan of Malaysia. The idea is to
provide for the fact that there is bound to be a hunt for preferential tax structure in any case, so why
don’t they keep it within its own house rather than let others enjoy the spoils.

What does this say about Jokowi’s administration?

It signals the seriousness in which the Jokowi’'s presidency has put into economic reforms since late
last year is continuing in earnest. Like the dozen or so packages that the cabinet has rolled out, market
knows it is on the right track but remains somewhat reserved about the impact until they see the
measures being fully implemented. In this case, the take-up rate of the tax amnesty would thus take on
broader importance.

It pays to note also that this is the first major legislation that is pushed through by President Jokowi,
since the second-largest party, Golkar, abandons the opposition camp and joins his. Golkar’s change of
hearts has inadvertently made things easier for Jokowi, that’s true. However, we caution against seeing
this as the start of a huge legislative breakthrough, which would allow the president to push through
whatever he wants through the parliament now.

As we have said before and will say again, that’s wishful thinking. Indonesia’s parliament remains a
field for an issue-by-issue tussle rather than a simple majority-rules game. For one, even if Jokowi did
secure the support of Golkar for today’s bill early on, it was reportedly the PDI-P, technically his own
party, which was dragging its feet until last minute.

Still, we do view the passage of this law as being positive, not just in and of its own in economic sense,
but also as a measure of how much more secure Jokowi’'s political base appears to be compared to
even one year ago. Hence, viewed from both economic and political lenses, Indonesia has more going
than most of its peers. That has to be worth something in normal times, but especially now when the
game between economy and politics is definitely more about which one is dragging the other one down
more at the global stage.
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in whole or
in part to any other person without our prior written consent. This publication should not be construed as an offer or solicitation for
the subscription, purchase or sale of the securities/instruments mentioned herein. Any forecast on the economy, stock market, bond
market and economic trends of the markets provided is not necessarily indicative of the future or likely performance of the
securities/instruments. Whilst the information contained herein has been compiled from sources believed to be reliable and we have
taken all reasonable care to ensure that the information contained in this publication is not untrue or misleading at the time of
publication, we cannot guarantee and we make no representation as to its accuracy or completeness, and you should not act on it
without first independently verifying its contents. The securities/instruments mentioned in this publication may not be suitable for
investment by all investors. Any opinion or estimate contained in this report is subject to change without notice. We have not given
any consideration to and we have not made any investigation of the investment objectives, financial situation or particular needs of
the recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for
any loss arising whether directly or indirectly as a result of the recipient or any class of persons acting on such information or opinion
or estimate. This publication may cover a wide range of topics and is not intended to be a comprehensive study or to provide any
recommendation or advice on personal investing or financial planning. Accordingly, they should not be relied on or treated as a
substitute for specific advice concerning individual situations. Please seek advice from a financial adviser regarding the suitability of
any investment product taking into account your specific investment objectives, financial situation or particular needs before you
make a commitment to purchase the investment product. OCBC and/or its related and affiliated corporations may at any time make
markets in the securities/instruments mentioned in this publication and together with their respective directors and officers, may have
or take positions in the securities/instruments mentioned in this publication and may be engaged in purchasing or selling the same for
themselves or their clients, and may also perform or seek to perform broking and other investment or securities-related services for
the corporations whose securities are mentioned in this publication as well as other parties generally.
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