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Summary

Developing the Timorese economy so that it is
inclusive and sustainable is of central concern
for the people of Timor-Leste. Analysis of

state revenues over the past ten years show
that the economy is strongly dependent on
revenues from oil and gas, with only very limited
domestic revenues. This has resulted in growth
that is not sustainable in the long-term, with
economic benefits that are more at the upper
and middle end of people that earn money.
While 70% are dependent on agriculture for
their livelihood, there has been no real growth
in this sector. Agriculture continues to be
conducted mainly via subsistence farming using
only basic technology, and with limited access
to markets.

Credit: Kate Bensen/OxfamAUS : : :
Bobormeto, Oecusse, Timar-Leste: Marcelina Aquesen and her husband Fernanda Meo have received training from Oxfam to teach them new methads of
growing crops better suited to the climatic conditions they experience.

Analysis of state budgets over the past ten
years show that while investment in large-
scale infrastructure and the oil economy is
very high, expenditure in other key areas
such as health, education, agriculture,
tourism, commerce and industry is
comparatively low. When adjusted for
inflation, budget allocations for these
important areas are reducing. There is an
opportunity for the government to diversify
the economy beyond the oil sector, in order
to unlock employment prospects in other
areas of the economy, reduce poverty and
encourage more inclusive and sustainable
growth.
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Introduction

It has been twenty years since the Popular
Referendum (often referred to as the vote for
Timor-Leste independence] in 1899. And it has
been seventeen years since Timor-Leste
regained independent governance, when in
2002 the UN Transitional Administration for East
Timor (UNTAET] officially handed over governing
responsibilities to the newly-elected Timor-
Leste government.

Since that time, the people of Timor-Leste have
faced many challenges. Not least has been the
guestion of how to build an economy which is
inclusive (bringing benefits to all Timorese,
including women and people with disabilities],
sustainable (providing potential income and a
solid economic and natural resource base for
future generations to benefit], and realistic in
the global economy.

As of 2019, the Timor-Leste economy is best
described as being in a state of transition from
a largely subsistence economy to a market-
based economy. Figures show that while there
has been some growth in the private sector,
60% of the population are still subsistence
farmers.

This makes for a complicated policy-making
environment, as diverse sectors in such a
transitional economy have very different needs.
For example, the type of support and basic
infrastructure that a subsistence farming family
needs to grow their farming business is very
different to the infrastructure and other support
needed for an IT company to expand. Itis a
challenge for the government to meet these
very different needs at the same time.

A subsistence farming family based in the rural
areas has several basic and immediate needs:
basic education, basic health care, better roads
to and from their farms, cash in areas which
function by the barter economy with limited
cash supply, and access to markets/ways of
selling their produce. By contrast, the
infrastructure needs of a larger company

might be larger roads for trucks to travel
between commercial hubs, streamlined
bureaucratic procedures, access to
international markets, and better
telecommunications.

There are some important questions that
need to be addressed: how will the
government of Timor-Leste invest its budget
to promote different sectors of the
economy? And what is the role of civil
society and the private sector in contributing
to government decision-making on how to
make the best use of its resources, and to
grow and diversify the economy? This
summary report aims to contribute to this
discussion by presenting key concepts and
data to help stakeholders engage effectively
with the issues, and work together with
Timorese leadership to improve the
economic prospects for the future.

This summary report forms part of a larger
assessment, in which various civil society,
private sector and senior government
stakeholders were interviewed, to understand
their experiences, ideas and visions for
economic development in Timor-Leste. Not
all of these results are presented in this
summary report. Rather, the primary
objective of this report is to assist various
stakeholders in understanding and engaging
with the technical issues of economic
development, and engage more effectively
in government decision-making. While
some insights from respondents are
included, this is done with the purpose of
contextualising and drawing links between
people’s everyday concerns and technical
economic concepts and indicators. The
issues that were most commonly raised by
respondents included oil dependency,
inclusive economic growth, opportunity cost,
poverty alleviation, import dependency, and
employment. These same themes are used
to structure this report.
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Dependency on Oil Income

Since regaining independence, income for the
government of Timor-Leste has been highly
dependent on its oil reserves in the Timor Sea,
aid and loans from other countries.

re 1: Source of Funds for Government Budget
% of Total Budget

________________________

—— Qil and Gas Revenues Domestic Revenues

Development Partners 8 Loans

This dependency on oil income is understandable
given Timor-Leste's post-conflict legacy, when
the population was attempting to rebuild
following the 24 year occupation by Indonesia
and its brutal ending in 1999. As income from

the oil reserves began to flow, this provided
much-needed income that the government
could use for its various programs.

The path has not been easy: as well as grappling
with the technicalissues of building an economic
base for the country, the government has also
needed to focus on building peace and security,
particularly following the 2006-07 internal
conflict known as the ‘Crisis.” Pragmatic political
decisions needed to be made in meeting the
plans of different sectors and leaders, at times
creating programs and policies to ‘buy the peace’
avoiding further internal conflict (Valters et al,
2015; ICG 2013). Respondents also acknowl-
edged the negative impact on the economy
when the United Nations mission came to an
endin 2012, with the income provided to the
local economy by the UN mission and staff
reducing.

International experience shows that such
economic dependency is not uncommon: many
emerging economies do rely heavily on aid or
on natural resources for their income for some
time. Often, their economies do not have a

diverse range of productive activities and

as aresult have a very small tax base. There

is a natural tendency to rely heavily on the
natural resources that they have available.
The challenge for the future for these
emerging economies arises from the limited
supply of natural resources (and aid money].
Donors who provide aid money will eventually
want to reduce their assistance in favour of
economic and social independence of the
recipient. Natural resources are depleted

over time, further reducing income flow.
Figures in Timor-Leste show production and
oilrevenues already starting to decline for the
past few years, and there is concern that any
new fields will have relatively smaller capacity
(see for example Scheiner 2019.)

Respondents from across civil society, the
private sector and some government
representatives who were interviewed for this
assessment were all keenly aware of this
context, and of the difficult decisions that
the government of Timor-Leste must take.
But representatives from the private sector
and civil society in particular also noted they
were ‘very worried” about Timor-Leste's heavy
dependency on oil and on public spending.
One senior government official also
acknowledged that the focus on developing
the oil economy is risky’.

Many civil society and private sector
respondents described Timor-Leste's
economic development approach as ‘old’,
failing to reflect current realities. In particular,
they noted the need to adapt to the new
challenges of climate change, the
demographic changes of the 'youth bulge’
with many young people unable to find
employment, and the need to adapt to other
global economic changes. There is also a
need to open up more economic
opportunities for traditionally marginalised
sectors of society, including women, people
with disabilities, the LGBTI community and
others. The situation of poorer women in
rural areas was a particular concern.
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Despite this widespread concern around the
heavy oil dependency, respondents from
government, civil society and the private sector

all noted the benefits that oil has brought to the
Timor-Leste economy. They appreciated the

role of the Petroleum Fund in helping to manage
the Timor-Leste economy, and providing an
important source of income for the government.
However, civil society and private sector
respondents noted that this source of revenue
is not sustainable.

Given the many challenges faced by the Timor-
Leste government, the question of oil depend-
ency is not whether the government should have
been relying on oil income as it has been. This is
Timor-Leste's economic and political reality. The
more important question is: how can the Timor-
Leste government use the opportunity that it has
now, with oil and (to a lesser extent] aid income
that is still flowing, to build other sectors of the
economy so that they can provide income for the
future? Put a different way: what is the oppor-
tunity cost of not investing properly in these
other sectors now, so that these sectors are
more developed and able to better contribute to
state income, when oil reserves are depleted?
As well as the opportunity cost of not investing in
other sectors, there is also a major risk for Timor-
Leste if it continues to be dependent on the oil
sector without diversifying into other sectors of
the economy. If world prices for oil drop signifi-
cantly, which is likely given the Climate Change
emergency and declining interest worldwide in
oil, this could put Timor-Leste in a difficult situa-
tion. Lower prices mean less revenue, and will
potentially make some investments unviable.

These and other points were repeated by
various respondents from civil society, the
private sector and government, who noted the
need to manage the remaining resources care-
fully. As some explained, the opportunity cost
should not only be measured economically; they
also noted arisk of violent conflict if the
country runs out of money. There is a keen
awareness that ongoing peace in Timor-Leste
relies on a functioning economy.

There was a sense of urgency among civil
society and private sector respondents, who

stated that Timor-Leste needs to get serious

in diversifying non-oil sectors of the economy—
noting in particular the need to invest more
heavily in the productive sectors of tourism

and agriculture. As many put it, there needs

to be ‘'more balance’ between petroleum and
non-petroleum sectors, which requires

greater investment in non-petroleum areas.

Many government and civil society
respondents also noted the lack of clear
evaluations or deep analysis being made
available from policy makers, policy analysts
and civil society representatives on this
issue. As some put it, while the problem is
known, there is little being said about Timor-
Leste’s vision regarding which areas of the
economy need to be diversified—and even
more importantly, how would that take
place? Many wanted to see deeper
discussion on this issue take place, so as to
influence better decision-making across
different sectors.

Some key government respondents argued
that they do have a strong commitment to
diversification, but that the path to
diversifying the economy is different to what
is expected from others in civil society. For
example, they agreed about the importance
of the agricultural sector for diversification
and employment creation, but argued the
role of government is primarily through
infrastructure - roads, irrigation, etc. As
they described it, these create the
opportunities for the private sector to grow
and create a market-focused agricultural
sector.

For Timor-Leste to continue to grow economi-
cally, it is necessary to find more and better
ways of diversifying the overall economy, and
strengthening the non-oil sector. The former
World Bank Chief Economist Justin Lin puts it
this way:
...the performance of resource-rich countries
could be further enhanced if they... invest an
appropriate share of revenues from their natural
resources in human, infrastructural and social
capital, and create incentives for domestic or
foreign firms to facilitate the development and

upgrading of industries in the non-resource sector.
(Lin, 2012, p. 207)




WHAT IS OPPORTUNITY COST?

A decision to spend in a certain area

means a decision to not spend in another.

Every decision involves a trade-off against
other options. Consider two choices: Option A
or Option B. We only have enough money to do
one of these things. Opportunity Cost refers to
what we forgo or miss out on if we choose
Option A and as a result do NOT choose Option B.

In our ordinary lives, we think about opportunity
cost all the time. For example, if someone must
decide whether or not to do vocational training,
they must weigh up: is the cost of the training
worth it? Will the training help them to get a
better job, and earn more maoney, in the future?
They know it's hard to find the money to pay for
the training. The training might mean time spent
away from their family. Money spent on the
training won't be available for other things -
perhaps buying a motorbike. But they also ask
themselves: what will they lose in the future
because they chose to not do the training (and
not get that better job, with the better salary?)
What potential salary might they lose in the
future because they chose to not invest in
training now? The potential future salary that
they lose is the cost of a lost opportunity—or
opportunity cost.

In practical terms, what this means is that
Timor-Leste needs to move away from reliance
on natural resources to reliance on broad-
based productive activities. Such productive
activities would include the government of
Timor-Leste's stated target sectors of tourism,
agriculture and manufacturing. For these
sectors to become strong enough that the
government can rely on them as a source of
income in the future, they first need
investment to help them grow.

In the context of Timor-Leste’s economic
development, we can apply this same
principle to government decisions to invest
in different sectors of the economy. We
know that building the agricultural sector is
difficult. To do it well, the government must
invest a lot more money than is currently
being invested into basic services such as
health, education and basic infrastructure,
and better technology to increase
productivity. But it is still a good idea to do
this, because it will help farmers become
healthier and be better educated, and will
provide basic resources such as irrigation
and small roads which will help in their work.
This will give farmers the resources they
need to increase their production and
income.

Presuming these government investments
are well-implemented (just like the student
who must work hard and pass the course in
order to make his investment worth it], this
will lead to better productivity among
farmers, and a stronger agricultural sector.
On the other hand, if the government does
not invest in these basic needs, choosing
instead to build a large road somewhere
else, the farmer will continue to struggle,
be less productive, may even reduce what
he or she grows - or give up altogether.

The advice of Justin Lim and many othersis to
make good use of the wealth that is built up
from the use of the natural resources to
provide the base for future diversification.
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Macro-Economic Policy Making

The government has a critical role to play in
developing the Timor-Leste economy. Generally
speaking, key roles for the government in any
country include:

« developing the physical infrastructure
required for a modern economy

* building the legal frameworks and institutions
that oversee society and the waorkings of the
government and the economy, and

« establishing strong service delivery processes.

When a government performs these functions
well, they are considered to have created a
good ‘enabling environment’ for economic
development. What this means is that they

are providing the necessary conditions for other
parts of the economy, and in particular the
private sector, to grow.

The Program of the Eighth Constitutional
Government is focussed on developing four
main sectors: agriculture, tourism, petroleum
and manufacturing, as represented in the
below diagram:

Figure 2: Sectoral Priorities of the Eighth
Constitutional Government

VISION: TIMOR-LESTE TO BE AN UPPER-MIDDLE INCOME COUNTRY
WITH EDUCATED AND HEALTHY POPULATION IN 2030

DIVERSIFICATION OF THE
ECONOMY

t

TOURISM

1

PREREQUISITES: PROPER AND ADEQUATE INFRASTRUCTURE, HUMAN

CAPITAL & LEGAL FRAMEWORK, AND EFFICIENT INSTITUTION

Source: Presentation by Helder Lopes, Principal Advisor to the
Minister of Finance, 14/6/19 to the Asia Foundation Policy Leaders
Group Workshop, Timor Plaza

Figure 2 identifies what the government
considers to be the key non-oil sectors of focus
- agriculture, tourism, and manufacturing.

It also names what the government considers
to be the main "prerequisites” to progress in
these sectors: adequate infrastructure (e.g.
transport, electricity), human capital (mainly
education, health], legal frameworks (laws and
regulations governing land, business and
markets), efficient institutions (e.g. business
registration, dispute resolution).

All of these pre-requisites require detailed
planning from within different Ministries, laying
out the specific activities they must implement
in order to properly meet the government's
stated objectives. However, macro decisions
on the annual budget are the first vital step:
indicating to each Minister the extent of the
government’s commitment to implementing
activities in each individual Ministry.

While the stated government program notes a
commitment to four areas of focus: agriculture,
tourism, petroleum and manufacturing, a number
of respondents described government policy-
making and investment decisions as focussing
primarily on diversifying within the petroleum
sector. For example, some pointed to government
statements that the agriculture and tourism
sectors cannot sustain the Timorese economy
because they are still very small, and are
therefore unable to provide a good return on
investment which will allow ongoing income for
the government to function.

Because of this, they described the government
tendency to focus mainly on developing
different parts of the petroleum sector because
they can see a large potential return on
investment for Timor-Leste. This is also reflected
in the government budgets over the past ten
years, with disturbingly low budget allocations
for agriculture, tourism and manufacturing—
indicating lower levels of commitment to these
sectors.
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ECONGOMIC POLICY MAKING

The broad agenda for each government’s priorities is set after each election time, for the next cycle
of government. In principle, this agenda should reflect the policy platform that was presented to the
people during the election campaign process. In Timor-Leste (and everywhere else in the world), the
government may need to adjust its agenda as political compromises are made.

To implement their agenda, the government will then do the following:

« introduce a range of legislative initiatives, to establish a legal framework for implementing their
agenda.
- introduce and debate the annual budget, where “macro” (large-scale, country-wide] decisions are

made about the “size of the budget envelope” (maximum budgeted expenditure for the year), and
then showing how that budget is divided among the various ministries and other programs.

In principle, budget allocations should be set to reflect the strategy and priorities that the
Government has stated.

We can analyse a government and parliament’s commitment to developing different areas of the
economy, by looking at the “macro” decisions on how the budget is allocated each year.

Considering budget allocations over the past ten years, the Government of Timor-Leste has allocated
the following amounts into different sectors of the economy:

Ministry 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Health 55.1 53.1 51.4 61.3 68.0 74.6 70.8 441 45.1 43.1 45.4
Education 104.8 100.5 95.1 120.2 100.8 118.4 104.2 104.6 88.8 73.5 82.0
Infrastruc-

ture

Fund +

Oecusse 328.5 322.8 1,011.4 145.8 661.9 4720 463.3 635.0 511.7 417.3 442 4
Agriculture 56.8 24.4 17.5 20.5 278 28.0 26.8 23.2 16.7 7.1 147
Tourism,

Commerce

8 Industry 102.2 571 36.9 24.0 25.5 30.9 33.9 19.0 146 5.6 7.8
Total

Expenditure|  1,511.0 1,278.8 2,034.1 2,362.4 2,026.9 1,862.9 1,811.2 1,772.9 1,591.6 1,473.7 1,989.6

Units: S millions, adjusted for inflation, 2019 prices Sources: Budget Books 1 & 4

When these figures are adjusted for inflation, 31% for Education. Budgetary investment in
we can see that expenditure in key areas important sectors such as agriculture and
such as health and education—essential for tourism, commerce and industry has also
supporting people to better engage in economic declined - by 47% for Agriculture and 75% for
activity—has gone down. The decline between Tourism, Commerce and Industry.

2014 and 2019 budgets was 39% for Health, and
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Poverty

Poverty can be measured in different ways. In
Timor-Leste, there are two main ways of
measuring poverty: consumption poverty or
multi-dimensional poverty. Consumption
poverty is assessed by measuring how much
money a household earns per day. If they earn
less than S1.50 per person per day, they are
considered to be poor. Anyone earning over
S1.50 per day is considered to not be poor.
Because many farming households are also
subsistence farmers, this is taken into account
by calculating the value of the food farmers
produce and consume themselves. The value
of that food is counted as part of their income.
In 2014, consumption poverty in Timor-Leste
was 28% in urban areas and a very high 47%
inrural areas.

The multidimensional poverty index, by contrast,
is based on the view that poverty is represented

Growth and Inclusive Growth

As noted above, while poverty has been reducing,
this has had limited impact in the rural areas. In
addition, while the economy has been growing,
there is little evidence of growth in the prod-
uctive capacity of the domestic economy. The
agriculture sector remains the source of liveli-
hood for approximately 70% of the population,
yet there is virtually no growth in total incomes
in that sector. Nor is there much sign of rapid
transition out of agriculture, with only a modest
decline in the number of households who rely on
agriculture as their main income source (from 76%
in 2010 to 69% in 2015). While the drift towards
urbanisation is steady, it is not rapid by inter-
national standards. But with the growing youth
population moving into working-age, the level
and nature of economic growth in the non
agriculture sectors cannot generate sufficient
jobs for the growing numbers of working-age
population. Growing unemployment and
underemployment among the youth and young
adults emerges as a noticeable symptom of this
economic reality.

not just by the money you earn and the food you
eat, but also the living conditions, the health,
and the educational achievement of people. The
Oemographic and Health Survey uses this
method to calculate poverty in Timor-Leste.
Multidimensional poverty ranges from only 25%
in Dili Municipality to over 80% in several of the
rural municipalities (Cornwell, Datt & Inder, 2015).

While government respondents noted that
poverty in Timor-Leste has been declining
overall, World Bank analysis also shows that
the gap in poverty between urban and rural
areas is high, and has been increasing over
the past ten years (World Bank Group, 2016).

The high numbers of rural poor means that for
economic growth to have a real impact on
poverty reduction, this needs to occur in the
rural areas rather than being centred in Dili.

Economic growth must be distinguished from
‘inclusive economic growth'. While a country’s
economy may grow, the impact on poverty
reduction depends on where in the economy the
growth is taking place. If the growth is taking
place in sectors of the economy where people

are very poor, for example increasing the income
of many small farmers, then that growth will be
considered ‘inclusive growth’ because it is
reducing the poverty experienced by these people.

On the other hand, if growth takes place mainly
via a high-tech factory that is built in Timor-
Leste, and provides only small amount of
employment, mainly for highly skilled workers,
this is likely to benefit only a very small portion
of the citizens, and almost certainly the more
educated and wealthy because the type of work
requires people with higher levels of education.
Such economic development would not be
considered inclusive growth.
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Even among poor rural communities, there are
some people who are wealthier than other
people. Inclusive growth must therefore also

provide benefits to sectors of the community
who are traditionally marginalised, such as

women, people with disabilities, the LGBTI
community, and others. Issues of access to
livelihoods, and people's capacity to work
without facing discrimination, violence, or
problems with accessibility are therefore also
important for making growth inclusive.

While the Timor-Leste economy has been

growing, the growth that has taken place has
mainly benefited the small but growing middle
class who live in Dili—=maostly through their

connection to petroleum-funded spending by
government (public spendingl. As an example,
many respondents noted the economic stag-

nation recently experienced from 2018 to 20189,
because of problems with the government

budget—indicating the high dependency on
government spending. Some respondents noted
the ‘crowding out’ effect of government spen-
ding as it shapes the private sector, so that the
majority of international and local businesses

at present are simply ‘contractors’ who are trying
to get government contracts, rather than ‘real
investors” who are looking to invest their money
in different sectors of the economy.

GOP figures also help us to see where growth is
taking place. The graph below shows the two
main components of total GOP: the oil and gas
sector, and the Non-0il GDP. This shows how
rapidly Oil and Gas GDP rose since 2003, reaching
its peak in 2012. There has been a significant
decline in oil income since then, as the produ-
ction passed its peak and began to decline.

5 Real GOP for Timor-Leste by Sector
2001-2015

i

— Qil and Gas GDP Non-0il GDP

Real Non-0il GDP has grown steadily over the ten
years from 2006, indicating that non-oil produ-
ction in Timor-Leste has grown. However, poverty
levels continue to be high in the rural areas,
indicating that growth has concentrated on the
Dili-based, and still relatively small, middle-class.
A good example of this is motorcycle ownership,
showing economic progress in households that
can invest in private transport, indicating that
they have already filled their basic needs. In 2007,
less than 8% of households owned a motorbike.
In 2015, almost 24% of households owned a
motorbike. In 2015, 47% of households in Dili
owned a motorbike, but only 10% of households
in Ermera owned a motorbike.

When we break down Non-0il GDP into the main
sectors of the economy, we can also see that
this growth has not taken place in productive
sectors such as agriculture or manufacturing.
Rather, most of the growth in GDP has been
driven by government spending of funds
generated from the Petroleum Fund, for example
towards the building of roads. While this has
injected money into the economy through
(mainly] large-scale infrastructure and providing
government jobs, this type of employment
creation is not sustainable as it is dependent on
oilincome. It is also not inclusive, because it
benefits only a small portion of society, and
mostly the middle class urban residents. When
the oil finishes, if other sectors of the economy
have not been developed so they can continue
to provide income to the country, the government
will no longer be able to invest money in this way.

In assessing the impact of GOP growth on poverty
reduction, it is therefore useful to ask: where

is the GDP growth mainly taking place? Is it mainly
in Dili, oris it alsoin the rural areas? Another
important question to ask is: in what sectors is
GOP growth mainly taking place? Is it in sectors
where poor people are mainly employed (e.g.
agriculture], oris it in other sectors? Does it
benefit traditionally marginalised sectors of the
community, or is more benefiting those who are
relatively better-off? Current statistics indicate
that the economic benefits of the current
development strategy are more at the upper and
middle end of people that earn money. While 70%
of the population is dependent on agriculture,
there has been no real growth in this sector.




MEASURING ECONOMIC GROWTH

The most commonly reported measure of the level of economic activity in a country is GDP. GDP stands
for Gross Domestic Product, and measures the total value of all production in an economy. Economic
progress, or economic growth, is described in terms of the rate of growth in GDP.

As a macro-level (higher level) indicator, GDP measures are not exact. However, knowing what GDP is,
and being able to track how different sectors are growing, is very important to understanding what

is happening in the economy. It tells us whether and to what extent the economy is increasing or
decreasing in the value of goods and services that are produced over a specified period of time (often
annually).

GDP may grow from one year to the next because prices have risen due to inflation (with ‘inflation’ ref-
erring to the rise in prices for goods and services over a specified period of time - generally per year.)

GDP growth which is only because of inflation is not genuine “growth” because it does not indicate an
actualincrease in production. It doesn't make people any better off. This is why, most of the time, the
government and others in Timor-Leste use what is referred to as Real GDP growth to show economic
growth. Real GDP growth is growth which is adjusted for the effects of inflation, showing us only
increases in the size or volume of production.

There are three other important points to be aware of using a GDP measure in Timor-Leste:

» GOP does include estimated value of subsistence farmers’ production of food that they consume
themselves. So even though that food is not bought or sold, it is still counted as “production”.

+ Usually the Government reports GOP categories. The most useful of these is to look at GDP by
Industry area - this allows us to see whether growth is happening overall, but also in which
industries - is it in agriculture, or government services, or tourism and hospitality, or in another
sector?

* In Timor-Leste, two different GDP levels are reported: Total GDP, and Non-0il GDP. Total GDP
includes Non-0il GDP plus the domestic value of Oil and Gas produced in that year.

Figure 4: Real Non-Qil GDP for Timor-Leste by As shown in Figure 4, there has been no real

Sectaor, 2001-2016 change in manufacturing over the whole period.

Agriculture grew very slowly up to 2010, but then
no growth at all since 2010. By contrast, the
sectors that have grown rapidly are those mainly
associated with government spending.

Public administration has gone up from $S100m
to over S400m in real terms (adjusted for inflation).
The rapid growth in construction is almost all
driven by government contracts. Much of the
m—— Pre _ _ growth in retail and business services is also
e e associated with government activities.

— Agriculture — Construction — Public Administration,
Manufacturing — Retail and Business Services Education & Health

Units: Smillions Data Source: Timor-Leste National Accounts 2016
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Respondents also noted the impact of current
policies as creating disincentives for people to
participate in other sectors—in particular, for

farmers. One respondent noted how many people

have abandoned their land - it is estimated that
only 30,000 out of 70,000 hectares of viable
farming land are being actively used for farming
or other activities. Others noted the impact of
government subsidies, where people can rely on
buying imported goods, so do not need to do the
heavy work of farming in order to live. Others

Employment Trends

As well as looking at GOP, another way to analyse
who is benefiting from economic growth in a
country is through analysing which sectors
people (and particularly poor and marginalised
people) are primarily employed, and comparing
this to which sectors are growing economically.

The Table below shows the distribution of primary
occupations of working adults, as reported in
the 2015 Census.
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Here are the main observations from this table:

- Around 60% of working adults report them-
selves as farmers.
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noted with concern the ‘brain drain’ from the

rural areas, as people move to Dili and others
move abroad, because they do not see good
opportunities for themselves or their children if
they stay on the family farm. This natural
response to the current economic climate further
reinforces tendencies to centralise spending, as
the trend of urbanisation puts greater pressure
on infrastructure and service delivery in the urban
areas.

+ The second most common occupational
category is the services and sales sector,
with 17% of occupations.

+ Note the very small percentage in “crafts,
trades and machinery” occupations, at 3.6%.
Compared to over 27% in Indonesia, this high-
lights the very low level of economic activity in
the manufacturing and secondary processing
areas in Timor-Leste.

What this tells us is that the Timor-Leste
economy, as described by the type of work
people engage in, continues to be dominated by
agricultural work, with a large services sector,
and a very small manufacturing and processing
sector.

Employment by Sector: Census 2015

Government & State Owned Enterprises 16.9%
Privately Owned Business 4.8%
Self Employed Farmer 64.2%
Self Employed non-Farmer 10.5%
NGOs and Nan-Profits 1.3%
Embassies, International Organisations 0.3%
Oil and Gas 0.1%
Other 0.1%




OXFAM
Analysis of industry of occupation using the 2015 Census tells a similar story:

+ While the oil and gas sectors comprise the
vast majority of the economy in GDP terms (up
to 80% in some years), very few jobs are gene-
rated in this sector. In fact, only 0.1% of
employed persons reported working in the 0il
and Gas industry.

- More than 60% of people are employed in the
agricultural sector. The types of methods that
the majority of farmers use are traditional
methods suited to subsistence farming,
cultivating only small landholdings (66% of
farming households have less than one hectare

. Aside from self-employment in agriculture the of cultivated land, 98% less than five hectares.)

largest industry is government employment, with
17% of all workers. This means that a significant
portion of the population are directly dependent
on government salaries—and government income

« Avery small percent of occupations are in the
business and entrepreneurship industry
category, indicating the existence of a very
small private sector outside agriculture.

continues to be very dependent on oil and gas.

HOW IS EMPLOYMENT ‘CREATED'?

Government policies and programs are critical
to framing how different sectors will grow, by
choosing how to spend the annual budget and
what programs to carry out. However, policy-
makers do not themselves ‘create’ most jobs.
Most economic activity is carried out by private
businesses and individuals, who rely on the

government to provide the right enabling enviro-

nment for them to do their work. In this way,
governments have an indirect but no less
important role in employment creation by
providing good infrastructure, legal
frameworks and public service delivery.

However in Timor-Leste the approach to
employment creation has been a little different.
Government budgets over the past ten years
show a focus not only on oil, but also on large-
scale infrastructure (roads, bridges, irrigation,
ports, airports and others). Various infrastru-
cture programs have been created to support
various forms of direct employment for people
(for example, the rural roads development
program).

This type of quick employment creation is more
direct. The government can control the activity:

itis easier to define the task, to contract out the

work, and to spend a lot of money quickly, some
of which becomes salaries for construction
workers. This is not to say that investing in large

infrastructure is not good. Providing electricity
across the country has brought many benefits.
But is a focus on these projects which only run
for a few years sustainable?

Another approach to employment creation
might be more of a "bottom up” strategy: for
example building productivity and creating
markets for farmers, and reducing post-
harvest waste. This requires more of a divers-
ified strategy. Improving education and health
provision makes the entire farming family
healthier and more productive. Specific infra-
structure such as small roads and bridges
linking farms to markets helps the family to
sell their produce—either by selling it thems-
elves, or facilitating middlemen to do it. More
and better training and support in business
and farming techniques can help the farmer
make better decisions and become more
resilient, responding to the Climate Change
emergency. Improved water supply and other
basic services can boost productivity.

A "bottom up” approach to employment creat-
ion requires more of a diversified approach,
and is more long-term. But international expe-
rience has also shown it to be much more
sustainable, as the farmer continues to invest
and grow his or her business for many years to
come.
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Census and GDP figures tell us that while the
majority of people are employed in subsistence
agriculture, economic growth in this sector has
been very limited. This means that farmers are
generally not benefiting from the growth that is
happening in the country. Many respondents
noted this with concern: as they explained, the
majority of Timorese continue to work as subsi-
stence farmers. This is even more concerning
when we consider the situation of women,
people with disabilities, or other marginalised
people in these rural communities. For example,
women farmers produce 15% less than men
farmers, because of the various social and other
obstacles that limit their productivity (UN Women
& World Bank, 2018). Similarly, respondents noted
how issues of accessibility limits the productive
potential for people with disabilities.

Imports and Exports

Another window into the current reality of the
Timor-Leste economy is the relative reliance on
imports. A large proportion of national expend-
iture is on imports (around 30% of GDP), while
exports continue to be very small. This situation
of high imports and low exports, referred to as
‘imbalanced trade’, clearly indicate missed
opportunities for Timorese businesses and the
Timorese economy. When Timorese consumers
spend their money, this money ultimately leaves
the country, going to benefit the businesses
and economies of other countries. There are
only very limited benefits from this trade to
people in Timor-Leste.

Imbalanced trade can lead to major problems.
Just like a household, a country should not
spend significantly more than it earns. If imports
(goods from foreign businesses) are significantly
higher than exports (goods from Timorese
businesses, which are sold abroad], this can
lead to high inflation. This is because in the
world market, a country needs to earn its foreign
currency via revenue from exports of goods and
services, and that currency can then be spent
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These statistics have clear implications if the
government is to encourage inclusive economic
growth. One important route to reducing poverty
is to encourage employment in sectors where
people are traditionally poorer; another is to
improve the income that poor people can earn
from their work. Improved employment amongst
farmers (including for young people, women,
people with disabilities, and others), and
improving the income that they can earn from
their work, requires improving agricultural
productivity. This requires greater governmental
investment in education and training to help
better decision-making, more and better
agricultural extension work, improved basic
infrastructure such as water for irrigation and
roads to take produce to the markets, and
various other investments. This would also open
up greater potential for other related industries,
creating more employment for others along that
same value chain.

to pay for goods that are being brought into the
country (imports). Ideally, exports and imports
should be roughly the same magnitude.

The situation is not that simple for Timor-Leste,
partly because of the use of the US dollar, and
partly because the oil sector has historically
provided such a large source of foreign revenue,
through taxes and royalties paid by international
petroleum companies. However, a major
imbalance between exports and imports still
poses some major long term challenges for Timor-
Leste's economic development.

Although the figures from 2018 show a large trade
imbalance, the Timor-Leste economy is not yet
suffering high levels of inflation. This is because
at this paoint, the foreign income from oil revenues
is more than enough to cover the cost of this
heavy reliance on imports. However, as oil revenue
declines, this trade imbalance will not be
sustainable. In effect, Timor-Leste will face two
challenges: less overall revenue for the
government to spend, coupled with rising prices
that the population will have to deal with.
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Below is a summary of the export-import equation
from 2018:
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[ S million '] source: Timor-Leste Trade Statistics 2018

In 2018, Timor-Leste lost $518.9m to the import
market, earning $46.3m from exports, but spen-
ding $565.2m on imports. Coffee was the only
other substantial export earner, but at only
S19.2m per annum it is tiny compared to oil and
Petroleum Fund revenues of S672.8min 2018
(RDTL Budget Book 1, 2019). The only other
source of foreign funds is income from remit-
tances (with Timorese working overseas and
sending money home), which in recent years has
grown to exceed coffee, bringing in an estimated
$88m per annum (World Bank Data, 2019,

A number of civil society and government stake-
holders expressed their concern about Timor-
Leste’s high dependency on imports. As they
explained, it is important for the government to
reduce imports by encouraging ‘import substi-
tution” whereby local products can be produced
and sold in Timor-Leste, reducing the reliance

on imported products. Some imports such as
vehicles and machinery would be difficult to
manufacture in Timor-Leste, requiring high levels
of investment. However, other items such as rice
and other related cereals are already being grown
locally. In 2018 Timor-Leste imported $38.5m of
rice and other related cereals alone. Possible
products for import substitution would need to

be carefully selected and strategically supported,
so that producers can effectively compete against
foreign businesses, keeping the money in the
country.

As a senior government official explained, added-
value products need to be identified that would
earn more money for the country. This could be
achieved via greater production for exports, or
production to substitute imports, or both. Many
stakeholders noted the possibility for Timor-
Leste to position itself by focussing on niche,
organic produce, which could be sold locally and
internationally. There are some examples already,
but many of these are being supported by NGOs
and itis unclear if they will be competitive on the
global market. However, some Timorese
businesses have been successfulin breaking into
the export market. For example, local business
ACELDA has been exporting local organic products
to Hawaii for ten years, and more recently over
the past two years exporting to Macau. Such
success stories demonstrate the potential of
organic produce serving international markets.

Approaches to Development: Top Down or Bottom Up?

Macro-economic indicators can tell us a lot
about how an economy is progressing, which
sectors are growing, and which sectors are
stagnating. By analysing where the growth is
taking place against employment trends, we can
also see who in the population is mainly
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benefiting from economic growth, who is missing
out, and (to some extent] the impact that growth
is having on reducing poverty across different
sectors in the country.
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In the same way, we can analyse government
priorities for economic growth by examining their

macrobudget allocations across different sectors.

Budget allocations across different Ministries are
important because they show how much money
is being allocated overall. But what they don't
show is how that money is spent by each Ministry
(which programs they will implement], or how the
Ministry programs are linked together as part of a
strategy to promote different sectors of the
economy.

In developing a strategy for economic develop-
ment, a major question for government policy-
making is whether it should take a "top down” or
"bottom up” approach to the economy. While
government decision-making is extremely
important to shaping the economy, it is still the
private sector that undertakes most economic
activity. The role of the government is to develop
a good enabling environment for the private
sector to flourish: developing necessary physical
infrastructure, building legal frameworks and
institutions of government, and establishing
strong service delivery processes. Government
policy-making in any country tends touse a
mixture of top down and bottom up approaches,
but with a bias towards one or the other.

In Timor-Leste, the bias towards economic
development has been to take a largely top down
approach. This is not surprising, given the high
dependency on oil revenues which the
government is able to control directly. The top
down approach is built on the assumption that if
you create the necessary (large-scale)
infrastructure for a particular industry, then there
is a great deal of what is referred to as ‘latent
economic activity” at the community level which
is waiting to burst into existence.

This assumes, for example, that community
members are already sufficiently educated and
primed to pursue their private enterprises, that
they are ready and able to make the transition
from subsistence to market-based economy, and
that they have the necessary entrepreneurial
resources and mindset to be able to analyse and
identify a gap in the market, and take the risk to
develop a business. It also presumes that they are

ready and able to compete with foreign
businesses, many of whom have had access to
betterhealth, education and other basic services.
The top down assumption is that the only thing
holding back the emergence of a wide range of
new businesses, or the creation of new jobs, or
the diversification of the economy, is the lack

of large infrastructure such as a high quality
transportation network or reliable electricity
network.

Built into the top down approach is the linked
presumption that if sectors are to be considered
viable, they should show relatively quick return
on investment from government budget
allocations. Some civil society and private sector
respondents noted government statements that
sectors such as tourism are very small because
there is insufficient infrastructure to draw in
foreign investment and encourage tourists to
visit. As aresult, the government concludes that
this sector won't show adequate return on
investment, making it a better proposition to
invest in the petroleum sector and/or large
infrastructure such as roads and airports. This
was openly acknowledged by one senior
government official, who explained that they are
taking a ‘front loading policy approach to
creating basic infrastructure for the identified
sectors, which are expected to bring results

in the next few years. This is classic top down
thinking: taking the view that efforts to build
sectors such as tourism and agriculture must
address these large-scale needs first, before
looking at what other diverse resources and
support people might need to become more
productive.

The success of such a top down approach to
economic development depends on whether

the large-scale investments are essential first
steps to development, and whether economic
activity will 'naturally’ emerge once these
investments in transportation, electricity, and
other such infrastructure have been completed.
For example, it could be true to say: "why support
establishing a tourism destination if the road to
that place is poor and the airport is substandard?
No tourist will want to come. We must fix the road
first.” Or it could be true that "Once we have good
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rural and main roads, farmers will finally have
access to markets in Dili, and productivity will
start to increase quickly.”

It is worth highlighting that in one interview with
a key government leader, there was a very real
hope that the economy would diversify through
the emergence of a strong private sector. The
government's role would be limited to creating
the infrastructure and the institutions that
support the private sector. The key question
here is whether this private sector will emerge
without further intervention / stimulus / support.
Another government official suggested that
stronger intervention would be needed, possibly
through government-owned businesses.

The alternative view, in contrast to the top down
approach as described above, is that large-scale
investments are not enough to create sustained,
broad-based inclusive growth in different
sectors. Rather, what is needed is ‘getting our
hands dirty’ with the grassroots creation of

firms and businesses, improving agricultural
productivity, and providing the right enabling
environment for entrepreneurship to flourish.
Such a bottom up approach would involve far
greater investment in education and training,

in agricultural research and extension work, in
business training and supporting entrepreneurs,
in developing sector plans and investing heavily
in tourism, agriculture and manufacturing. As
opposed to the top down approach, the bottom
up approach is built on the assumption that
there may not be much of this latent economic
activity that is ready to burst forth. What actually
needs to happen is some proactive work to
nurture that kind of economic activity.

Overwhelmingly, respondents interviewed for
this assessment subscribed to this alternative,
bottom up view. As many explained, they could
not imagine an economic future thatis
sustainable if there continued to be insufficient
attention paid to basic health and education for
the people. Many respondents also pointed out
that there is great potential in non-petroleum
areas of the economy, but that the problem has
been an ongoing lack of investment, particularly
from the government. A number of respondents
also observed that compared to the investment
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needs of petroleum, investment in non-petroleum
sectors such as agriculture is significantly
cheaper and (they believed) could obtain relatively
quick results. All of these points bring us back to
the question of opportunity cost. What is the cost
to the economy overall, and to different sectors
of the economy, if there continues to be such
under-investment in areas such as agriculture?
This needs to be measured in terms of people’s
lives. Given the growing poverty gap between
urban and rural populations, it is unclear whether
the rural poor will have the resilience to
withstand additional shocks or pressures such

as increasing inflation. In addition, and as noted
previously, opportunity cost should not only be
considered in monetary terms: a decline in the
economy may also lead to instability and/or
conflict.

As well as actively supporting entrepreneurship,
there are obstacles that the government could
address to help promote business activity.
Private sector respondents pointed out that
there is a great need for reduction of government
bureaucracy, or red tape’. Some also noted that
sometimes there was inappropriate political
interference in activities of the private sector. A
number of private sector and civil society
respondents noted that there was insufficient
harmonisation between different Ministries,
limited information for private businesses, and
that bureaucratic procedures are toorigid. The
finance sector also needs to be improved. As a
senior government official explained, one of the
challenges has been to attract foreign direct
investment, and this needs in-country access
to finance.

These factors combine to make Timor-Leste
less business-friendly for local businesses, and
make it less attractive to foreign investors who
are seeking to make a ‘real’ investmentin the
private sector (as opposed to foreign
contractors who are simply trying to win
government contracts).

Sectors identified by respondents for their
potential for economic diversification, if given
greater policy and budgetary importance
included: tourism, agriculture (including fisheries
and horticulture), and basic food and other
manufacturing. Particularly for agriculture,
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a number of respondents noted the potential for
Timor-Leste products to occupy niche markets as
organic produce, both locally and internationally.
This is a strategy which has been successfully
employed by local company ACELDA, which for
the past ten years has sold organic produce
through partnering with a major company in
Hawaii. For the past two years, they have taken

a similar strategy with a Chinese company in
Macau, also focussing on the export of organic
produce. These and other such success stories
are worth learning from, to encourage growth in
the agricultural and manufacturing sector, in a
manner that appropriately reflects the Timor-
Leste context.

Of course, infrastructure and other elements
emphasised by the top down approach are still
important. There is a clear need for some large-
scale infrastructure projects - roads, ports, and
electricity netwaorks, along with direct business
support services such as financial institutions
that give greater access to funds.

However, the key point of the bottom up approach
is that these basic foundations, by themselves,
will not be enough. It is also worth asking whethe
there is a genuine commitment from government
to their own infrastructure-led strategy - for
example, an investment of only $2.5m in
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current agriculture-related infrastructure in 2019
is goingto make virtually no impact on the sector.

As Inder et. al. (2018] describe, taking a bottom
up approach to developing individual (and
interlinked) sectors requires a more detailed
strategy, where selected key industries are
actively nurtured, based on their strengths and
weaknesses.

This requires getting a lot more specific than the
top down approach tends to allow. Each sector
requires different types of activities and support
from the government in order to grow. For example,
while the oil sector and agriculture both need
roads, the roads that they each need are very
different, with the oil sector needing major roads
between economic hubs, and farmers needing
smaller roads connecting farms to marketplaces.
Similarly, while tourism and manufacturing may
both need better links to international markets
to help them grow, the types of government
support and policies they need to reach their
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