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Economic Diversification: Timor-Leste’s Context

* It has been an overarchin g develo pme nt VISION: TIMOR-LESTE TO BE AN UPPER-MIDDLE INCOME COUNTRY
goa |l for more than a decade WITH EDUCATED AND HEALTHY POPULATION IN 2030

* Strategic Goals: DIVERSIFICATION OF THE

. . ECONOMY
* Reducing petroleum dependency and job
creation, via attracting private investment

AGRICULTURE TOURISM PETROLEUM MANUFACTURING

* Key Strategic Sectors
* Agriculture
* Tourism

, PREREQUISITES: PROPER AND ADEQUATE INFRASTRUCTURE, HUMAN
* Manufacturing CAPITAL & LEGAL FRAMEWORK. AND EFFICIENT INSTITUTION




Frontloading Fiscal Policy

* The key Instrument to achieving Economic Budget Growth Historical ($M)
Diversification 200
* High Spending and Low Taxation

* Withdrawal beyond Estimated (ESI) at the initial stage 2000
to finance public investment in Infrastructure sector.

e Government’s withdrawal from Petroleum Fund is
intended to decline once domestic revenues increase.

* Investmentin Infrastructure is the key to attracting
private investment 1000

* Private Investment will fuel economic growth and the
economic diversification strategy

1500

500

0.||II|||||||||“‘

200820092010201120122013201420152016201720182019202020212022202320242025

I Salary and Wage Goods and Services Public Transfers
Capital Minor Capital Development Contigency Spending

e Total



Assessing the Impacts of Frontloading
Fiscal Policy



Government’s Spending on Infrastructure

* The core reason for a Frontloading Fiscal Policy

“The future of our country depends upon the building of basic
infrastructure. We need basic infrastructure to develop a modern and
prosperous Timor-Leste and to achieve the dreams we have for our
country” (Xanana Gusmao, 2010 Budget Discussion, 2009).

* Unlocking the potential of private sector investment

“A macroeconomic supply side rationale is used to justify the
development of infrastructure throughout the SDP is that construction
of high quality infrastructure - roads and electricity - will drive double-
digit rates of economic growth in the short to medium term and
contribute to high economic growth” (Ministry of Finance & World
Bank, Public Expenditure Review, 2015).
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Government Spending on Infrastructure
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Spending on Infrastructure
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Infrastructure Projects

A. Diversification Benefits of Government’s Spending on
Infrastructure
 Temporary Jobs in the Construction Sector
» Skills acquisition
* A new class of private sector emerges

* Emerging Dili-based middle class creating demand for services and
consumer goods

B. Longterm Impacts
* Reducing the Cost of transportation
* Knowledge and skills bring ongoing benefits

* Some emerging private sector businesses diversify their investment
portfolio

* National Electrification network
* Road Connectivity, with many social and economic benefits



Growing Size of Public Sector

* This is indicated in term of:
* Size of Public Spending (% of GDP)

* Spending on salary and wage (% of Budget and
GDP)

* The Share of Public Employment

* The share of public administration in overall
economic structure.

* Compared to its peer countries, Timor-
Leste’s Public Sector is extremely large.
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Government’s Spending on Salaries and Wages

Salaries and Wages (M$)

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Cambodia

Indonesia

Thailand

Vietnam

Timor-Leste

Government Wage
Bill as a % of GDP

8.0%
5.5%
6.1%
8.9%

32.4%



The diversification impacts of a Growing Public Sector

* Growing public sector demands for
consumer goods and services

* Emerging private sector that are directly
connected to public sector consumption

* Growing Middle Class in Dili; associated
with Public Sector Employment

* Growing Demands for Certain Service, . —
particularly in Dili associated with growing S s
middle Class y sl |

* Culinary |
* Coffee Shops or Kafe

* Beauty Shops

* |International School



The diversification impacts of a Growing Public Sector

* Growing demand for consumer
goods and services. Thisincludes:
» Office Supplies
* Vehicles and Fuel
* Catering
* Renting Space for Government Office
* Travel and Ticket Agencies

* These have had some impacts on
private sector activities and
employment in the private sector.
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Implications for Economic Diversification

* Although Economic Diversification is a policy goal of
Frontloading Fiscal Policy, the approach can also
undermine its very intention.

* How?
 Drives Public sector expansion and crowds out Private Sector

* Creates short-term or artificial demand, which is often satisfied by
imported goods and services

* Economic Incentives prioritise Consumption over Production, leading to
higher imports
* When the Government’s focus is on spending, it pays less attention to the

institutional settings. Institutional Constraints are the critical issue for
Economic Diversification.



Are We building the Right Infrastructure?

* While having good quality of infrastructure is
iImperative; but not all types of infrastructure.

* Several infrastructure projects incurs high
financial cost to maintain and operate.

* Diesel-powered electricity network relies on
Government’s Subsidy up to $150m (8-9 % of non-
oil GDP) to maintain.

* Highway in Suai (South Coast)
e Airports in Suai (South Coast) and in Oecusse

* Political Economy of Infrastructure

* Procurement Process
e Capacity of the domestic market to absorb

* White Elephant Projects

“The Political Economy of Public
Infrastructure Provision Resource-
dependent countries face the
fundamental challenge of how to reinvest
part of the large rents they receive from
extractive industries into productive
assets that replace the depleted
nonrenewable natural capital, while at the
same time smoothing spending across
price cycles and minimizing the negative
effects of resource revenues on other
sectors” (Naazneen H. Barma, et all,
2012).



Political Economy of a Frontloading Fiscal Policy

* Big Size of Public Spendingis a common
feature of Rentier State

* Challenges faced by Timor-Leste as a
Petroleum-Dependent Country
* Easy money and temptation to spend easily
* Spending Without Thinking
* Weak Institutional Capacity

* Public Pressure from interests groups to
Distribute benefits

* Weak Accountability and control
Mechanism from the Legislative Body

“The major competing considerations in

the short run have been, on one hand,
cyclical, on the other hand, primarily
distribution-related considerations
(pressures to immediately redistribute
oil revenues to the general population),
and physical and social infrastructure,
which calls for fiscal expansion”
(Sturm, Gurtner & Algre, 2009).

Bureaucratic Overstretch:
government’s revenues expand more
quickly than its capacity to efficiently

manage them.; overwhelming the
bureaucratic capacity and the risk of
mismanagement of Windfall revenues
(Michael Ross, 2012).



Timor-Leste as a Rentier State: Some Data

* 80% - 90% of the state’s revenues are
externally derived
* Petroleum Income
* Investment Return from Petroleum Fund

 Transfers from Petroleum Fund
represents 85% of state’s annual
budget

e Domestic Revenues contributes less
than 20% of state’s annual budget

e Tax-to-GDP Ratio is less than 10% of
non-oil GDP

Rentier States are “those
countries that receive on a
regular basis substantial
mounts of external rents....
Paid by foreign individuals,
concerns or government to
individuals, concerns, or
government of a given
country” (Mahdavy)



Timor-Leste is a Rentier State

Comparing Petroleum Revenues and non-oil
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Frontloading Fiscal Policy is the result of
inability to contain temptation posed by
easy money, the pressure coming from
the bottom to deliver the dividend of
independence as quickly as possible,
and the post-conflict settlement.
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