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PRESS RELEASE

PR21/215

IMF Executive Board Concludes 2021 Article IV Consultation
with Timor-Leste

FOR IMMEDIATE RELEASE

WASHINGTON, DC — July 14, 2021: The Executive Board of the International Monetary Fund
(IMF) concluded the Article IV consultation’ with Timor-Leste.

Timor-Leste has been severely affected by the pandemic and by recent floods. Despite early
success in containing the propagation of COVID-19, the recent surge in cases combined with
the floods in early April will result only in @ modest economic recovery in 2021. Real non-oil
GDP growth in 2021 is projected at 1.8 percent, driven by higher government spending,
rebounding private consumption, and the vaccination rollout that began in April. The current
account deficit will continue to increase as oil revenues decline. Inflation is projected to pick
up, reflecting the increase in government spending and in energy prices. Real non-oil GDP
growth is projected to stabilize at around 3 percentin the medium term, as structural
constraints weigh on growth potential.

In the near term, the focus should be on accelerating the ongoing rollout of vaccines and on
providing relief to the most vulnerable. Once the pandemic is well contained, regaining a more
solid fiscal footing should be a priority in order to preserve fiscal and external sustainability.
Expenditure rationalization and revenue mobilization should underpin fiscal reforms. Structural
reforms to improve the business environment, strengthen governance, raise labor productivity,
and increase financial deepening, including through harnessing digitalization, would help
promote private sector development, create jobs, and diversify the economy. Strengthening
disaster risk management and preparedness is also crucial, given the country’s vulnerability to
climate shocks.

Executive Board Assessment?

Executive Directors welcomed the authorities’ response to mitigate the impact of the shocks
from the COVID-19 pandemic and floods. Directors noted that while a modest recovery is
expected, significant challenges prevail, including the uncertainty from the pandemic. They
emphasized that the immediate focus should be on accelerating the ongoing vaccine rollout
and supporting the most vulnerable. In the medium and long term, policies are needed to
support fiscal sustainability, develop the non-oil private sector economy, and generate jobs.

Directors welcomed the strong fiscal package to mitigate the adverse impact of the pandemic
and floods and emphasized the need to report government spending in a transparent manner.
They noted that once the pandemic abates, priority should be given to putting the fiscal

"Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually every year. A staff
team visits the country, collects economic and financial information, and discusses with officials the country's economic developments
and policies. On return to headquarters, the staff prepares a report, which forms thebasis for discussion by the Executive Board.

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of Executive Directors,
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position ona more solid footing. Given the drying up of active oil fields, fiscal consolidation
should be underpinned by revenue mobilization and expenditure rationalization. This should
help reduce excess withdrawals from the Petroleum Fund and secure fiscal sustainability .
Directors encouraged that a medium-term fiscal reform strategy should be laid out in the 2022
budget.

Directors emphasized that ongoing reforms to strengthen public financial management are
necessary to improve the quality of spending and enhance the fiscal framework. They
recommended that public investment projects focus on high-return projects by making them
subject to thorough cost-benefit analysis, including the Greater Sunrise project, and that the
basic public financial management law is aligned with international best practices.

Directors underscored that structural reforms are needed to promote economic diversification,
develop the private sector, and create jobs. In this context, they called for measures to
improve the business environment, strengthen governance, raise labor productivity, increase
financial deepening, including through harnessing digitalization. They also noted that
strengthening disaster risk management is crucial to mitigate the impact of climate shocks and
that improving data quality is vital to support policy making. Directors agreed that continued
technical assistance by the Fund will be helpful.



Table 1. Timor-Leste: Selected Economic Indicators, 2016-22

Non-oil GDP at current prices (2019): US$1,674 billion

Population (2019): 1.293 million
Non-oil GDP percapita (2019): US$1, 295
Quota: SDR 25.6 mllion

2016 2017 2018 2019 2020 2021 2022
Est. Proj. Proj.
(Annual percent change)
Real sector
Real Non-oil GDP 3.4 4.1 -1.1 1.8 -7.6 1.8 3.8
CPI (@annualaverage) -1.5 0.5 2.3 0.9 0.5 1.6 2.5
CPI (end-period) 0.0 0.6 2.1 0.3 1.2 2.0 3.0

(In percent of Non-oil GDP, unless otherwise indicated)
Central government operations

Revenue 56.1 53.0 58.5 52.5 58.2 58.8 56.1
Domestic revenue 12.1 11.9 12.2 11.2 11.6 1.7 11.7
Estimated Sustainable Income (ESI) 33.0 30.1 35.3 31.6 34.8 35.4 32.7
Grants 11.0 11.0 11.0 9.7 11.8 11.8 11.8

Expenditure 111.5 86.6 86.7 83.4 84.3 1049 110.0
Recurrent 64.0 59.2 53.1 54.9 62.3 74.6 60.5
Net acquisition of nonfinancial assets 36.5 16.3 22.6 18.8 10.2 18.6 37.8
Donor project 11.0 11.0 11.0 9.7 11.8 11.8 11.8

Net lending/borrowing -55.4 -33.6 -28.2 -30.9 -26.1 -46.1 -563.9

(Annual percent change, unless otherwise indicated)
Money and credit

Deposits 141 12.3 2.8 -7.5 10.1 3.8 6.9
Credit to the private sector -1.8 24.8 -3.8 5.5 10.1 6.6 6.9
Lending interest rate (percent,end of
period) 14.5 12.5 14.5 16.3 11.3
(In millions of U.S. dollars, unless otherwise indicated)
Balance of payments
Currentaccount balance 1/ -544 -284 -191 133 -302 -513 -719
(In percent of Non-oil GDP) -33 -18 -12 8 -19 -32 -41
Trade balance -546 615 -589 -566 -510 -558 -657
Exports 2/ 20 17 25 26 17 29 33
Imports 567 631 613 592 527 587 691
Services (net) -569 -343 -349 -357 -269 -318 -370
Primary Income 544 735 843 1,126 620 328 320
Secondary Income 26 -61 -96 -70 -143 -74 -79
Overallbalance -157 263 129 -18 0.2 -177 144
Public foreign assets (end-period) 3/ 16,125 17,343 16,477 18,348 19,647 19,265 18,964
(In months of imports) 160 195 187 212 280 241 198
Exchange rates
NEER (2010=100, period average) 130.0 129.7 130.9 134.1 135.8
REER (2010=100, period average) 143.5 140.7 141.7 1434 1433
Memorandum items
Nominal Non-oil GDP (in millions of U.S.
dollars) 1,651 1,599 1,560 1,674 1,565 1,625 1,738
Nominal Non-oil GDP per capita (in U.S.
dollars) 1,354 1,286 1,230 1,295 1,187 1,210 1,269
(Annual percent change) 1.6 -5.0 -4.4 5.2 -8.3 1.9 4.9
Crude oil prices (U.S. dollars perbarrel,
WEO)4/ 43 53 68 61 41 59 55
Petroleum Fund balance (in millions of
U.S. dollars) 5/ 15,844 16,799 15,803 17,692 18,991 18,785 18,340
(In percent of Non-oil GDP) 960 1,050 1,013 1,057 1,213 1,156 1,055
Public debt (in millions of U.S. dollars) 77 106 145 193 218 279 330
(In percent of Non-oil GDP) 4.7 6.6 9.3 11.5 13.9 17.2 19.0
Population growth (annual percent
change) 1.9 2.0 2.0 2.0 2.0 1.9 1.9

Sources: Timor-Leste authorities; and IMF staff estimates and projections.

1/ Excludes trade in goods and srvices of entities located in the Joint Petroleum Development Area which are
considered non-residententities until August 2019.

2/ Excludes petroleum exports, the income of which is recorded under the income account.

3/ Includes Petroleum Fund balance and the central bank’s official reserves.

4/ Simple average of UK Brent, Dubai, and WTI crude oil prices based on April2021 WEO assumptions.

5/ Closing balance.
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KEY ISSUES

Context. Although Timor-Leste has made considerable progress in many areas since its
independence in 2002, it faces significant medium-term challenges. The nation has
pressing development needs, young institutions, and is highly dependent on oil. Qil
revenues from active fields, which have been the main source of funding for
government spending, are drying up. The non-oil private sector economy remains
underdeveloped and lack of good jobs and high youth unemployment are serious
concerns.

Recent developments and outlook. The economy has been severely affected by the
pandemic and by recent floods. Despite early success in containing the propagation of
COVID-19, the recent surge in cases and floods in early April will mean only a modest
economic recovery in 2021.

Themes of the Article IV. Against this background, the discussions focused on: (1) the
short-term challenges of dealing with the twin shocks—COVID-19 outbreak and floods,
(2) the need to put fiscal policy on a sustainable footing amid the drying up of active oil
fields, and (3) structural reforms to support the development of the non-oil private
sector economy and generate jobs.

Policy recommendations. In the near term, the focus should be on accelerating the
ongoing rollout of vaccines and on providing relief to the most vulnerable. Once the
pandemic is well contained, regaining a more solid fiscal footing should be a priority to
preserve fiscal and external sustainability. Expenditure rationalization and revenue
mobilization should underpin fiscal reforms. Structural reforms to improve the business
environment, strengthen governance, raise labor productivity, and increase financial
deepening, including through harnessing digitalization, would help promote private
sector development, create jobs, and diversify the economy. Strengthening disaster risk
management and preparedness is also crucial, given the country’s vulnerability to
climate shocks.
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DEMOCRATIC REPUBLIC OF TIMOR-LESTE

I PRE-COVID-19 CONTEXT

1. Timor-Leste has made significant progress in many areas since its independence in
2002. After decades of conflict, it is a stable Timor-Leste: Poverty Headcount

democracy with a young and fast-growing ey s one
population. Remarkable achievements include

conducting transparent elections with smooth
transitions in government; rebuilding basic public |
infrastructure, including roads, ports, airports, 30
and water and sanitation systems; reducing
poverty; and saving a significant fraction of oil
revenues in the Petroleum Fund. Moreover,
institutional progress has been steady, with a

50

Overall Rural Urban

network of functional public institutions built Source: Timor-Leste Survey Living Standards.

from scratch quickly.

2. However, Timor-Leste faces significant medium-term challenges compounded by a
drying up of oil revenues. They include large

and pressing development needs, wide-ranging Timor-Leste: Oil Revenues

institutional capacity building gaps, and high (i e

dependence on oil revenues. Oil revenues from 35

active fields, which have been the main source of 3
funding for government spending, are drying up. 25
Fiscal policy needs to adjust to the new reality to 2
preserve fiscal and external sustainability. The 15
country's young public sector institutions and !
H H 0.5
incipient governance structure also need to be I-..I-___

' 0
further dEVEI()ped to overcome the COUntry s 2010201120122013 201420152016 2017 2018 2019 2020 2021 2022 2023
frag”'ty- One'thlrd Of the pOPUIatlon SUfferS Sources: Central Bank of Timor-Leste and IMF staff estimates.

chronic food insecurity and significant gaps exist
in health and education. The non-oil private sector economy remains underdeveloped and lack of
good jobs and high youth unemployment are serious concerns.

M RECENT DEVELOPMENTS

3. Timor-Leste was highly effective in containing the spread of COVID-19 in 2020,
however, recent developments have made it much more challenging. Just 44 confirmed cases of
COVID-19 and no deaths occurred in 2020 amid severe restrictions imposed on contact with the
outside world. From a low of 113 on February 28, the cumulative number of infections, however, has
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been increasing fast since early March 2021
reaching 8,728 cases on June 21, and is yet to
show a clear sign of slowing. Moreover, heavy
rains resulting in nationwide floods in early April
2021 left about 16,000 people without homes
and sheltering in refugee centers, complicating
efforts to contain the spread of the pandemic.

4. Although Timor-Leste adopted a
strong package to mitigate the impact of
COVID-19, economic growth contracted
sharply in 2020. The government spent 12.3
percent of non-oil GDP in COVID-19-related
spending, including cash transfers to 334,000
households. However, with the pandemic-related
disruptions to mobility and activity, real non-oil
GDP is estimated to have declined 7.6 percent in
2020, the largest output contraction since
independence in 2002. Government revenues
remained broadly unchanged and current
spending spiked driven by COVID-19 related
spending. Together with a fall of public
investment following long delays in passing the
2020 budget, they drove the fiscal deficit to
decline to 26 percent of non-oil GDP (from 31

DEMOCRATIC REPUBLIC OF TIMOR-LESTE
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Source: University of Oxford, COVID-19 Government Response Tracker.

Timor-Leste Covid-19 Related Spending 2020
(percent of 2020 non-oil GDP)
Program Spending
Adequate quarantines 03
Contact tracing 0.1
Isolation and treatment 13
Social support to affected population 8.7
o.w. cash transfers to households 42
o.w. transfers to social security 2.7
o.w. basic consumption basket 0.5
o.w. wage subsidy for private sector 0.4
o.w. electricity subsidy 0.2
o.w. credit moratorium 03
Prevention and mitigation of COVID 0.5
Food production 0.1
Rice purchase for food security 1.1
Total 12.3
Source: Ministry of Finance.

percent of non-oil GDP in 2019). Inflation pressures remained muted and private sector credit
growth doubled to more than 10 percent year over year in 2020.

5. The external sector position in 2020 is estimated to be substantially weaker than
implied by medium-term fundamentals and desirable policy settings. The current account
balance moved from a surplus in 2019 to a deficit in 2020 against declining oil revenues. The
underlying current account, defined as the actual current account deficit adjusted for temporary

factors, is estimated at -23 percent of non-oil GDP in 2020, about 7 percent of non-oil GDP below

the "norm" backed out from setting consumption as an annuity of total wealth (Annex Ill). Likewise,
the real exchange rate is estimated to be overvalued by about 32 percent.

6. Timor-Leste has joined the "COVAX Facility” mechanism and will have free access to
the COVID-19 vaccine for 20 percent of its population. The inoculations started on April 7 and

127,074 people (17 percent of the adult population) were vaccinated by June 20. The vaccine rollout

will be sequenced as follows: in the first phase (April), frontline workers, immigration officers, and

people with comorbidities; in the second phase (July) people over 60 years old, healthcare workers,
community leaders, teachers, and market workers; in the third phase (October), the remaining adult

population.

INTERNATIONAL MONETARY FUND
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7. Although credit growth
accelerated during the (In percent)

pandemic, financial stability has Dec-17 Dec-18 Dec-19 Dec-20
been maintained. Credit growth Asset Quality

Timor-Leste: Selected Financial Soundness Indicators, 2017-20

Capital adequacy ratio ' 329 27.7 28.6 27.9
dOUbled to 10 percent year over Non-performing loans to total gross loans 135 5.6 5.6 2.0
year in 2020’ driven by hlgh Provision for loan losses to total gross loans 16.7 8.1 6.4 2.1
. . .. . . Earnings and Profitability
|end|n9 to individuals in pUb||C Return on assets 14 1.1 1.7 23
. . . . . 1
admlnlstratlon JObS, and to a Return on equity 13.9 6.8 5.1 4.3
Liquidity
|esser extent by Ioans to Liquid assets to total assets 80.5 80.5 91.1 79.5
businesses. The authorities
. . . Memorandum items (In millions of U.S. dollars):
introduced a credit moratorium Total assets 1170 1,240 1384 1474
fOf 3 months in AUgUSt 2020[ Total loans 227 222 250 281
. Source: Central Bank of Timor-Leste.
which led to 23 percent of total 1 Covers BNCTL only.

bank loans being restructured.

This scheme has been reintroduced for 2021, with an extended duration of 9 months. Moreover, the
credit guarantee scheme was extended to cover micro enterprises in addition to small and medium
enterprises. Capital adequacy and liquidity ratios remain comfortably above the regulatory
threshold, and nonperforming loan ratios remain low at 2 percent in end-2020.

OUTLOOK AND RISKS

8. Fiscal policy support will underpin a modest recovery in 2021 that will gain more
momentum in the medium term. Real non-oil GDP growth in 2021 is projected at 1.8 percent,
driven by higher government spending, a gradual rebound in private consumption, and the
vaccination rollout that began in April. The 2021 budget was passed without delay in December and
was followed by a revision in April 2021 aiming to respond to rising COVID-19 infections and the
recent floods. The fiscal deficit is projected to increase from 26 percent of non-oil GDP in 2020 to 46
percent in 2021, 52 percent in 2022, and to stabilize around 35 percent in the medium term. The
current account deficit will continue increasing as oil revenues decline. Under current policies, fiscal
and external sustainability are at risk in the long term. With the drying up of oil revenues and current
fiscal plans, the Petroleum Fund will be fully depleted in 21 years and the external sector position
will remain weak for long. Inflation is projected to pick up, reflecting the increase in government
spending and in energy prices. Real non-oil GDP growth is projected to stabilize at around 3 percent
in the medium term, as structural constraints weigh on growth potential. The baseline does not
include the development of the Greater Sunrise fields."

9. The uncertainty around the outlook is exceptionally high. An intensification of the
pandemic or delays in the vaccination program could derail the recovery in the near term (Annex ).
A sustained increase in the number of COVID-19 cases would hurt economic activity, as the planned
resumption of infrastructure projects and activity in the services sector are further delayed. The
inability to reach political consensus to implement the structural reforms needed to promote private

' There are no approved development plans for the Greater Sunrise fields.
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sector development could undermine growth prospects over the medium term. The development of
the Greater Sunrise fields could be an upside risk over the medium term. Yet, it could also be a
downside risk if the project does not attract private investment for its development and the
government makes big investments (Annex I).

Authorities’ Views

10. The authorities broadly agreed with staff’s outlook and risks. They project real non-oil
GDP growth in 2021 at 2.0 percent, driven by public investment and a rebound in coffee exports. In
the medium term, growth will be supported by (1) political stability (government coalitions were
fragile in recent years); (2) improved budget execution underpinned by the new public financial
management law; (3) many public-private partnership investment projects. They are still evaluating
options for developing the Greater Sunrise fields and acknowledged the uncertainty around it. A
prolonged pandemic is the main risk to the outlook since it would affect private investment,
construction, household consumption, and the incipient tourism sector. Natural disasters are a risk
to infrastructure and agricultural production. The evolution of international food prices is a risk to
the inflation outlook.

2 POLICIES TO SECURE THE RECOVERY AND STRENGTHEN
THE MEDIUM-TERM OUTLOOK

Against this background, policy discussions focused on: (1) the short-term challenge of dealing with a
surge in COVID-19 cases and recovering from the devastating floods in early April, (2) the need to put
fiscal policy on a sustainable footing amid the drying up of active oil fields, and (3) structural reforms
to support the development of the non-oil private sector economy and generate jobs.

A. Providing Relief and Supporting the Recovery

11. The revised 2021 budget approved in late April includes an unprecedented fiscal
response to deal with the recent twin shocks—COVID-19 and floods. Fiscal deficit is projected to
expand. The COVID-19 Fund was increased to 17.7 percent of non-oil GDP while the Contingency
Reserve Fund for response against natural disasters to 4 percent of non-oil GDP. The funds will be
used to purchase vaccines, protective equipment, and more material for testing and treatment. They
will also finance employment support, internet connections for students, a supplement for front-line
workers, and a basic consumption basket.

12. In the near term, providing relief to mitigate the impact of the pandemic and the
floods is appropriate with adequate transparency arrangements. The large increase in spending
should prioritize the execution of measures aiming to protect the most vulnerable, support testing
and tracing, strengthen the health system, and rehabilitate basic community infrastructure. While
the authorities relaxed procurement safeguards in April 2021 to procure emergency medical
supplies in a timely manner, they are doing procurement with the assistance of UNDP and World
Health Organization as a safeguard (Annex V). The online procurement portal functions

INTERNATIONAL MONETARY FUND 7
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intermittently and has no information on many important contracts. Amid that background, COVID-
19-related spending and procurement processes should be reported in a full and more timely
manner to mitigate vulnerabilities to corruption. The Anti-Corruption Commission intends to
undertake audits of COVID-19-related spending. Given capacity constraints, the Anti-Corruption
Commission could consider risk-based audits in coordination with the Supreme Audit Institution. It
will also be important to ensure that the logistical, administrative, and financial requirements of the
vaccine rollout are in place.

13. It would be important to intensify banking supervision to preserve financial stability.
The supervisors should have an accurate and timely picture of the financial system’s health. This is
particularly important in the context of the COVID-19-related credit moratorium scheme to avoid a
spike in credit costs and nonperforming loans when the scheme expires. Early recognition of
potential problems is also important—financial institutions should assess the borrower’s capacity of
repayment and performance of the loan under the revised terms, and be required to properly
classify, provision, and monitor loans, including restructured loans.2 In this regard, we welcome the
introduction of an online reporting system for all financial institutions.

Authorities’ Views

14. Their priority in 2021 is to strengthen pandemic- and flood-related economic relief
measures and support the recovery. They underscored that the budget revision in April 2021
successfully refocuses spending on relief and mitigation, and its execution is on track. Concurrently,
providing relief to the most vulnerable continues to be challenging as many of them are unbanked
and the government lacks information on them. In this regard, they pointed out delays in the new
census and poverty survey which are now planned for 2022 and 2023, respectively, and will help
better target transfers in the future. They underscored the strong support to their vaccination
program from Australia and China that will provide 630,000 and 100,000 vaccines, respectively.

15. They acknowledged potential risks from the COVID-19-related financial sector easing
measures, but also reiterated that supervision of financial institutions remains adequate. They
underscored the strong stability of Timor-Leste's banking system, while noting potential weaknesses
in one of the two other deposit taking institutions operating in rural areas which have been
disproportionately impacted by the pandemic. They were confident that the reintroduction of the
credit moratorium will help provide economic relief while agreeing with staff that the most
vulnerable will not benefit much as they do not have access to formal credit. While acknowledging
the risk that credit costs and nonperforming loans could spike once the credit moratorium expires,
the authorities underscored recent efforts to improve the regulatory and supervisory framework,
including enhanced reporting standards for the insurance sector.

2 See IMF Special Series Note on COVID-19 “Banking Sector Regulatory and Supervisory Responses to Deal with
Coronavirus Impact”.
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B. Ensuring Fiscal Sustainability

16. Timor-Leste has had a framework to manage its oil revenues that provides a
benchmark for sustainable spending, but withdrawals in excess of the basic benchmark have
been the norm. The framework (Annex IV) could be interpreted to be closer to the modified
permanent income hypothesis approach under which frontloading of public investment financed
with “excess withdrawals” from the Petroleum Fund is allowed for a temporary period to support
economic growth. Although high public investment financed with excess withdrawals has been the
norm since 2010, the growth dividend has been tepid, and government wealth has been eroded.
Sustained excess withdrawals are possible because there are no limits to them (Annex V), which may
undermine the viability of the framework over time.

17. The authorities’ medium-term fiscal plans, published in the 2021 budget, envisage
sustained government expenditure and persistent fiscal deficits that would deplete the
Petroleum Fund and undermine the fiscal framework. The priority is on public infrastructure

Timor-Leste: Withdrawals from Petroleum Fund Public Investment Efficiency Gap
(Transfers to the budget; percent of non-oil GDP) (2008-14)

140 5] sustainable withdrawals excess withdrawals Timor-Leste _ Efficiency gap of 54 percent
120
=
S
\\

ke

All countries

100

Efficiency score

T e

Emerging &
developing Asia

Emerging market
economies

-20 0 0.2 04 0.6 0.8 1
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 Source: 2016 Public Investment Management Assessment.
Note: The efficiency of public investment s the relationship between the value of the public sector capital and the indicators
) ) . of access to and the quality of infrastructure assets. Effciency gap is measured as the distance between the average country
Sources: Central Bank of Timor-Leste and IMF staff estimates. and the frontier for a given level of public capital stock and income per capita.

projects, especially in electricity, airports, and

roads, that help promote private sector development. The baseline fiscal scenario assumes capital
spending in line with historical project average implementation rates of 70 percent and that the
Petroleum Fund will remain the main source of financing, in line with the current fiscal framework.
Excess withdrawals go hand in hand with a declining Petroleum Fund balance and with moderate
risks of debt distress, downgrading the low risk rating in the 2019 Article IV (Debt Sustainability
Analysis Supplement).? The 2021 budget also suggests that large fiscal imbalances (averaging 31.2
percent of non-oil GDP in 2027-41) will persist in the long term and that the Petroleum Fund
balance will be depleted by 2042. This will lead to a fiscal cliff that will force a reduction of the fiscal

3 The revised risk rating reflects worse initial conditions and a downgrade in debt carrying capacity from medium to
weak.

4 This assumes an annual nominal investment return of the Petroleum Fund at 5 percent, in line with the historical
average return. If the investment return is 4 percent, then the Petroleum Fund is depleted in 2039. The lower the
investment return, the sooner the Petroleum Fund is depleted (Annex I).
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deficit by 27 percent of non-oil GDP, and hence Petroleum Fund Balance and Fiscal Deficit

($ billion; in percent of non-oil GDP)
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18. Once the pandemic is over, putting 3
the fiscal position on a more solid footing
should be a priority. The goal should be to
stop relying on excess withdrawals from the
Petroleum Fund to secure fiscal sustainability,
underpinned by fiscal consolidation. Given that
eliminating excess withdrawals would warrant a reduction of the fiscal deficit of about 30 percent of
non-oil GDP, there should be a transition period allowing a gradual fiscal consolidation to contain
the adverse impact on growth (and on development needs). A fiscal strategy to stop relying on
excess withdrawals should be laid out in the 2022 budget and should be supported by more
impediments to authorize excess withdrawals (e.g., requiring a special majority from Parliament

rather than a simple one).
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Source: IMF staff estimates.

19. The sooner the exit from excess withdrawals, the higher the sustainable sources of
income preserved, but the larger the fiscal consolidation (and growth costs) during the
transition. If excess withdrawals are eliminated in 5/10/15 years, the Estimated Sustainable Income
reaches 26.7/25.8/25.1 percent of non-oil GDP in 2026 and the average annual growth during 2022-
26 is 1.8/2.4/2.6 percent. It is important to note that the growth cost differential across the

three scenarios will widen as the fiscal multiplier increases. Similarly, the Estimated Sustainable
Income differential across the three scenarios will widen as the investment return of the Petroleum
Fund lowers. Hence, the case for a faster fiscal consolidation is stronger for a lower fiscal multiplier
and for a lower investment return of the Petroleum Fund. The trade-off between preserving
sustainable sources of income and the growth costs from fiscal consolidation could be improved by
accompanying fiscal consolidation with structural reforms to tap the country’s growth potential
(Section Q).

Fiscal Deficit Petroleum Fund Balance
(in percent of non-oil GDP) ($ billions)
35 20
—10years 198 —10 years to halt excess withdrawals
30 ---5years 196 ---5 years to halt excess withdrawals P
— 15 years ' —15 years to halt excess withdrawals ,//

194 -
19.2 -

19
188

15 ~
Ssae 186 \

10 Y 184
5 \\\ 182
S 18
0 17.8
2022 2023 2024 2025 2026 2022 2023 2024 2025 2026
Source: IMF staff estimates. Source: IMF staff estimates.
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Real GDP Growth Estimated Sustainable Income
(in percent) (percent non-oil GDP)
35 —10 years 35
5 years 34 ——10 years to halt excess withdrawals
3 —15 years - 33 = =-5 years to half excess withdrawals
25 32 —15 years to halt excess withdrawals
31
2 30
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15 28
1 27
26
0.5 25
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Source: IMF staff calculations. Source: IMF staff estimates.

20. Staff’s illustrative fiscal consolidation scenario shows a gradual reduction of excess
withdrawals from the Petroleum Fund until they are halted in a period of 10 years. In this way,
fiscal deficit (in percent of non-oil GDP) declines much faster than under the baseline, averaging

3 percent of non-oil GDP in 2027-41. The reduction in the fiscal deficit is supported by revenue
mobilization and expenditure rationalization (paragraph 21). Public investment averages 16 percent
of non-oil GDP in 2022-26, requiring a better selection of investment projects than in the baseline.
Non-oil GDP growth is lower than in the baseline, averaging 2.4 percent in 2022-26, owing to the
output costs of fiscal consolidation.> The Petroleum Fund balance is higher than under the baseline,
averaging $21.4 billion in 2027-41, which generates higher sustainable sources of revenue both in
the medium and long term to support government expenditures, thus putting fiscal and debt
sustainability on a solid footing.

Timor-Leste: lllustrative Fiscal Consolidation Scenario vs. Baseline Scenario 1/
Baseline scenario Fiscal consolidation scenario
2020 2021 2022-26 2027-41 2022-26 2027-41
Est. Proj. Proj. Proj. Proj. Proj.
Total revenue 46.4 471 393 221 43.0 345
Domestic revenue 11.6 1.7 1.7 12.0 135 17.5
Estimated Sustainable Income 348 354 27.5 10.1 29.5 171
Total expenditure 725 93.1 81.6 53.2 64.2 375
Recurrent spending 62.3 746 574 42.5 48.1 28.2
Capital spending 10.2 18.6 24.2 10.8 16.0 9.4
Net lending -26.1 -46.1 -42.3 -31.2 -21.2 -3.0
Financing
PF excess withdrawal 245 43.2 394 30.6 18.3 24
Borrowing 16 29 29 0.6 29 0.6
Outstanding public debt 139 17.2 21.9 19.3 21.9 20.0
Petroleum Fund balance ($ million) 18,991 18,785 17,553 10,415 18,880 21,392
Real non-oil GDP growth -7.6 18 2.8 3.0 24 29
Current account balances -19.3 -31.6 -394 -32.2 -314 -229
1/ In percent of non-oil GDP, unless otherwise specified.

> The fiscal multiplier is the change in real non-oil GDP growth induced by a change in the primary balance of 1
percent of non-oil GDP. It is estimated at 0.1 suggesting that much of government spending leaks into imports
and/or is low quality to address supply side constraints (Timor-Leste Economic Report: Towards a Sustained
Recovery, October 2020, World Bank).
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21. Fiscal consolidation should be supported by revenue mobilization and expenditure
rationalization.
e Domestic revenues are low compared to Tax Revenue in Fragile States

Other Countries, averaging 12 percent Of (percent of GDP, during the period of tax increases)

40

non-oil GDP during 2015-19. Tax revenues,
which account for about two thirds of
domestic revenues, are also low. Domestic
revenue mobilization should be

35
30
25

20

underpinned by a revised tax procedure 15

code and the adoption of a Value-Added 10

Tax. A revision of the excise tax rates is s "l“‘“ |“ “““ ‘
warranted (as they have been unchanged 0 I

Liberia Malawi Nepal Solomon Islands
(2003-2012) (2002-2013) (2007-2019) (2002-2014)

Source: IMF staff estimates.

since 2008, and many are set as value per
unit). The statutory income tax rate is
among the lowest in the world (so there could be some scope to increase). Strengthening tax
administration to improve tax compliance with technical assistance from PFTAC should also be a
priority. In staff's fiscal consolidation scenario, domestic revenues average 13.5 percent of non-
oil GDP in 2022-26 and 17.5 percent of non-oil GDP in 2027-41. This is in line with the actual
increases in tax revenues—between 7-20 percentage points of GDP over a decade—in four
fragile states that introduced tax reforms.®

Expenditure rationalization should aim to General Government Expenditure Low-Income Countries
gradually put the level of government e o GOP medion 201519

expenditure in line with sustainable sources of 3

revenue. Government expenditure in Timor- 30

Leste averaged 74 percent of non-oil GDP in »
2015-19, an outlier compared to other

countries. The ongoing public expenditure :Z

review conducted by the World Bank will 5 IIIIIII

provide useful information to identify large T

ticket expenditures that could be cut. For - :
example, expenditure in goods and services Source: IMF Staff estimates.

averaged 22 percent of non-oil GDP in 2015-19, mainly driven by spending on professional
services. These include expenses related to temporary job contracts with the government, as well
as payments to consultants and advisors that could be rationalized. Expenditures in transfers
averaged 25 percent of non-oil GDP in 2015-19. These include pensions to veterans, old-age
and disability pensions, capitalization of banks, and support to state-owned enterprises. These
transfers should be reviewed and prioritized. Better selection of investment projects will allow
improvement in the efficiency of public investment (paragraph 23). In staff's fiscal consolidation
scenario, government expenditure remains broadly constant in nominal terms at the 2019 level

6 See IMF Working Paper WP/20/143.
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during 2022-32 and averages 64.2 percent of non-oil GDP in 2022-26 and 37.5 percent of non-
oil GDP in 2027-41, close to 15 percentage points lower than in the baseline.

22. Addressing public financial management weaknesses is essential to strengthen the
current fiscal framework and improve the quality of government spending.

e The budget has limited credibility, as there are significant adjustments to budget allocations,
budget revisions, and systematic under execution (Figure 2, middle-right). Moreover, medium-
term expenditure projections are not anchored by fiscal sustainability considerations. This
hampers fiscal discipline and the quality of government spending. Against this background,
improving the annual budget process by strengthening the strategic top-down elements,
tightening expenditure controls, and enhancing fiscal reporting and transparency with technical
support from IMF FAD and PFTAC is recommended.

e The budget for public investment is prepared by the Ministry of Planning and the budget for
current spending by the Ministry of Finance. This separation leads to fragmentation and lack of
consistency between different parts of the budget, including unfunded recurrent costs of capital
projects. Projects are not subject to rigorous appraisal, and cost-benefit analysis and risk
assessments are not systematically carried out. According to the 2016 Public Investment
Management Assessment, the average public investment efficiency gap in Timor-Leste is about
54 percent, well below the average of 24 percent for emerging market economies and 30
percent for emerging and developing Asia. A full project appraisal to get the most out of the
public investment program and consolidating capital and current budget preparations, including
projection selection, in the Ministry of Finance is essential.

e The authorities developed a draft law, which is currently in Parliament, to replace the 2009
Budget and Financial Management Law (Law 13/2009). The draft law should be upgraded in line
with international best practices to support improved macro-fiscal management, introduce a
strategic planning phase and strengthen the various accountability arrangements, besides
ensuring coherence with the entire budget management cycle. IMF FAD and PFTAC stand ready
to provide technical support.

e Since 2015, several autonomous agencies were created to support line ministries aiming to
make public services delivery more efficient. The resources transferred to those agencies are not
scrutinized with the same degree of detail and their spending is not subject to the same
reporting requirements as are line ministries, undermining governance and accountability. Staff
recommended stemming the proliferation of autonomous agencies and channel government
spending through the budget.

23. Adoption of digital fiscal tools offers significant upside potential through higher
revenues, more efficient public spending, and greater transparency. The recent implementation
of an online tax payments platform through the P24 system (paragraph 27) will help improve
efficiency of tax collection and compliance. Plans to implement a unique digital ID for all citizens is
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also welcome, which could help improve the ability to properly target social assistance, reduce fraud,
and eliminate duplication of payments.

Authorities’ Views

24. They concurred with staff recommendations on the need to shift focus towards fiscal
sustainability once the pandemic is over. While they underscored that frontloading government
spending is warranted to build basic infrastructure and diversify the economy, they also
acknowledged the tradeoffs and the adverse consequences of depleting petroleum wealth and
putting fiscal sustainability at risk. The authorities plan to adopt fiscal reforms to mobilize domestic
revenue through introduction of the Value-Added Tax and a revised tax procedure code. In addition,
the recent implementation of program-based budgeting will facilitate the prioritization of
government spending. The Ministry of Finance also agreed on the need to improve the cost-benefit
analysis of public investment projects, and to review the autonomous agencies that do not generate
their own revenue.

25. They emphasized ongoing efforts to improve public financial management. Ongoing
reforms aim to: (1) increase the stability of the budget by introducing a strong multi-year element
and connecting it to the Multiannual Strategic Plan; (2) increase predictability by establishing a
Medium-Term Fiscal Framework, approved and revised annually by Parliament; (3) increase
transparency by overhauling budgeting and reporting and make it more frequent; and (4) increase
comparability by adopting a chart of accounts and budget classifications based on international
standards.

C. Structural Reforms to Bolster Medium-Term Growth Prospects

26. A number of structural barriers need to be lifted to unleash the country’s growth
potential. Human capital gaps in terms of the contribution of health and education to the next
generation of workers are significant. The agriculture sector employs a large fraction of the labor
force, but its productivity is low (Figure 5, bottom right) and the country relies heavily on food
imports. There are several impediments to private investment, including restricted access to credit,
obstacles to doing business, weak governance, and limited digital infrastructure (Figures 5 and 6).
Low female labor force participation (Figure 7, bottom right) limits the contribution from labor.

27. Government policies should prioritize strengthening human capital formation and
higher productivity in the agricultural sector.

e Spending in health and education accounts for only 16 percent of the 2021 budget and should
be expanded in future budgets. Investing in human capital is essential to develop a labor force
able to adapt to future job opportunities and achieve economic diversification. In 2020, the
Human Capital Index for Timor-Leste stood at 0.45, which means that a worker of the next
generation in the country, will be only 45 percent as productive compared to what would be the
case under the benchmark of complete education and full health.
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e Spending in agriculture accounts for 2 percent of the budget and more than half of the
population lives from agriculture. Low agricultural productivity is a key cause of food insecurity
among rural households and contributes to high rates of child malnutrition. Although it is a key
sector for poverty reduction and economic diversification, agriculture’s share in non-oil GDP
declined from 28 percent in 2000 to 17 percent in 2019. Hence, increasing public investment to
improve the productivity of agriculture, including in climate resilient agricultural practices and
technology, should be a priority.’

28. Continued efforts to strengthen institutions, the business environment, and
governance are important to limit corruption vulnerabilities and lower obstacles to job-
creating investment. Governance in the petroleum sector is strong, as documented in the 2019
Article IV staff report. The new anti-corruption law adopted in September 2020 is also a step in the
right direction (Annex V). Significant improvements in the justice system are nonetheless warranted.
One critical gap is the lack of well-trained lawyers and judges, especially on commercial issues. This
complicates contract enforcement and discourages private investment. Further efforts should
continue to simplify licensing requirements and improve property rights, land registration, contract
enforcement, and insolvency frameworks.

29. Labor market reforms should be prioritized to create good jobs and close gender gaps.
Significant challenges remain in creating jobs for youth entering the labor force—45 percent of
young people are neither employed nor studying in the education/training system. Growth in wages
(likely driven by the public sector) has been outpacing growth in labor productivity, discouraging
formal employment. Moreover, gender gaps in the labor market remain high—women have lower
labor force participation, higher unemployment and share in informal jobs, and lower wages. Closing
labor skills and gender gaps and raising labor productivity through strengthening worker skills and
training remains key. There is also a need to assess the impact of public employment and wage
setting on the private sector.

Wages, Productivity and Employment Gender Gaps in the Labor Market
(Indexes: 2013=100) (in percent)
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Sources: Timor-Leste Business Activity Survey, 2018 and IMF staff estimates. Source: Timor-Leste Labor Force Survey 2016.

7 See Timor-Leste Economic Report: Moving Beyond Uncertainty (April 2019), World Bank Group.
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30. The tourism sector is underdeveloped but could make a significant contribution to
diversifying the economy. Tourism is relatively labor intensive, and with the right mix of products,
services, and supporting infrastructure it could bring widespread economic benefits and create jobs
for a burgeoning youth population. The national tourism policy should be reviewed and aligned with
the post-COVID new normal focusing on eco-sustainable tourism services with lower density, higher
value-added, and greater digitalization. A recent survey of Timor-Leste’s tourism firms also identified
the need for better connectivity and digital enhancement of tourism marketing to support the
sector’'s recovery post COVID.8

31. Significant progress has been achieved in development of the payments system and
the implementation of the financial inclusion agenda. The establishment of R-TIMOR (an
electronic system of platforms that allows individuals and entities to make electronic payments) and
the P24 system (connects the core banking system and payment networks) are remarkable
achievements. In addition, the central bank authorized two electronic money wallet services in 2018—
19 to help expand access to financial payments services in the villages and rural areas given the low
accessibility to bank branches. This has contributed to a substantial improvement in financial
inclusion—the share of population excluded from financial services has decreased from close to

40 percent in 2018 to 16 percent in 2020.

Access to Traditional and Digital Financial Services (2019) Usage of Digital Payments Services (2019)
(per 100,000 adults) (mobile money accounts per 100,000 adults)
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Source: IMF Financial Access Survey. Source: IMF Financial Access Survey.

32. Nonetheless, limited access to credit for small and medium enterprises remains an
important challenge reported by the private sector. Private sector credit to GDP ratios remain
significantly lower than regional peers. Lending rates by commercial banks are usually higher than
10 percent and banks are reluctant to lend, despite the implementation of the credit guarantee
scheme in 2019. Lending rates are expensive because property cannot be used as collateral in that
there is no land registration. Digitalization could help generate alternative information to assess a
borrower’s creditworthiness and help expand credit to those with no collateral or limited credit
history.

8 See "Timor-Leste Tourism Reboot Initiative: A Productive Plan for the After COVID Era”, USAID's Tourism for All
Project (May 2020).
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33. Upgrading the financial sector regulatory and supervisory framework and expanding
digital financial literacy should be a priority. Timor-Leste's prudential standards and risk
assessment methodologies are still basic and need to be enhanced to capture the risk emerging in
the financial sector, including those related to cybersecurity and data/consumer protection.
Increasing digital financial literacy will also be crucial to expand the safe use of financial services. The
central bank has already initiated some work on drafting a few prudential standards and credit risk
management regulation including treatment of expected credit losses under IFRS 9 and this work
should continue, with support from PFTAC.

34. To tap digitalization’s potential, Timor-Leste should invest in information and
communication technology. While significant progress has been made in expanding the mobile
phone network (more than 95 percent coverage), Timor-Leste has the second slowest internet speed
in the world and the slowest in the region, which is an impediment for private sector development.
Moreover, with less than 30 percent of the population using the internet, the digital divide is
widening (Figure 6, bottom charts).

35. Staff's reform scenario illustrates the combined impact of fiscal consolidation with
structural reforms to promote growth. It shows the gradual fiscal consolidation (paragraph 20)
combined with structural reforms including higher quality of government spending, progress in
facilitating doing business, addressing digital infrastructure and connectivity bottlenecks, increasing
financial access, building human capacity, closing labor skill gaps, and strengthening the justice
sector to improve governance. Real non-oil GDP growth is broadly similar to the baseline in the
medium term (2021-26) as structural reform compensates for the growth cost of fiscal
consolidation. With sustained improvement in productivity and competitiveness, the economic
impact of structural reforms is higher over the long-term, where growth is projected to hover
around 5-6 percent, significantly higher than under the baseline®, driven by higher private
investment and the development of the non-oil private sector, reduced imports, and a larger exports
base.

Real Non-Oil GDP Growth Current Account Balance
(in percent) (percent of non-oil GDP)
8 20 ——Baseline

-~ Fiscal consolidation

—Fiscal consolidation & Structural reforms

-20

—Baseline

-~ Fiscal consolidation -30

—rFiscal consolidation & Structural reforms 20

-10 -50
2018 2020 2022 2024 2026 2028 2030 2032 2034 2036 2038 2040 2018 2020 2022 2024 2026 2028 2030 2032 2034 2036 2038 2040
Source: IMF staff calculations. Source: IMF staff calculations.

% This growth performance would be closer to the average one by emerging and developing countries in 2010-19.
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36. Strengthening disaster risk Deforestation
management and preparedness Should aISO (percentage change in forest coverage, 1990-2018)

be prioritized. Although natural disasters such South Asia -

as floods and landslides are quite common, the

floods triggered by Tropical Cyclone Seroja on East Asia & Pacific
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plantations were also destroyed. There were no
early warnings and, more importantly, no
building codes preventing people from
constructing precarious houses along riverbanks. Deforestation is also a problem in that it results in
landslides.

-10 -5 0 5 10 15 20

Source: World Bank World Development Indicators.

37. The U.S. dollar as legal tender continues to serve Timor-Leste well. Use of the U.S. dollar
can reduce external competitiveness when the currency appreciates against trading partners.
However, dollarization remains appropriate given Timor-Leste's limited financial sector
development, low institutional capacity, and its U.S. dollar-denominated major exports (coffee and
petroleum).

38. Further efforts are required to improve statistical capacity. We commend the authorities
for shortening the time lag in the release of the annual GDP data. Staff considers that data provision
to the IMF is broadly adequate for surveillance, an upgrade compared to the 2019 Article IV. Yet,
efforts to strengthen statistics should continue. Main areas of concern include inconsistencies
between national accounts and balance of payments on petroleum-related transactions, unreliability
of trade statistics, weaknesses in compilation and dissemination of government financial statistics,
and delays in releasing financial soundness indicators data. The IMF is ready to provide technical
assistance.

Authorities’ Views

39. They noted recent efforts to prioritize investment in the people, especially the young.
The increase of public expenditures in 2021 for health and education and the adoption of the
Economic Recovery Plan (Annex VI) reflects a continued commitment to raise labor productivity. In
addition, efforts to provide job opportunities abroad have continued, including through worker
programs with Australia and Korea. However, they pointed out the need to expand the number of
worker vocational training centers across the country.

40. They acknowledged that agriculture has been below potential, despite its economic
importance. The 2021 budget will support the operation of irrigation schemes, water supply, and
harvesting storage. The Economic Recovery Plan prioritizes the renewal of coffee plantations with
new techniques enhancing productivity and the quality of coffee produced.
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41. They are confident that the new anti-corruption law will help strengthen their fight
against corruption. Efforts to conduct anti-corruption campaigns to raise public awareness,
including in schools, are ongoing. However, the Anti-Corruption Commission highlighted human
and financial resource constraints as key impediments to effective oversight and enforcement. They
are implementing the second cycle of its United Nations Convention Against Corruption and expect
to complete it by end-2021.

42, They acknowledged the need for improving the business environment, including
through digitalization. They plan to: (1) streamline business registration and licensing, including by
moving towards electronic certification; (2) strengthen the judicial system by developing
extrajudicial means of dispute resolution, such as arbitration and mediation; and (3) transform
internet connectivity by installing a submarine fiber-cable through Australia’s northern territory to
replace slow connection via satellite.

43. They agreed that structural reforms combined with fiscal consolidation are warranted
to strengthen the external sector position. They nonetheless emphasized that improving
competitiveness and diversifying the economy would take time. They underscored the importance
of a stronger agricultural sector to increase commodity exports such as coffee and reducing food
imports, to help close the current account gap.

44. They will promote the development of the tourism sector to support the economic
recovery. In 2021, they will develop a new tourism policy and master plan and want to develop eco-
tourism, combining accommodation with coffee and rice fields.

45. They emphasized that the modernization of the payment system, including via
digitalization, has enhanced access to financial payments services and promoted a stable
financial sector. The central bank is simultaneously focusing on financial literacy programs in
elementary schools and launched the "Digital Village Program” to enhance safe financial inclusion.
However, weaknesses in the collateral regime, contract enforcement and in credit registry
information were noted as significant obstacles to credit expansion, especially to businesses.

46. They acknowledged that recent floods point to the need to enhance their disaster
management strategy. They see a case for shifting towards climate-resilient infrastructure,
strengthening the contingency fund, and starting territorial planning to identify and develop an
integrated plan for urban and housing development, especially along riverbanks.

47. The regime of official dollarization has contributed to macroeconomic stability.
Nonetheless, the central bank will review the advantages and disadvantages of the current regime
versus alternative regimes.

48. The central bank is taking steps to strengthen the AML/CFT framework. The central
bank introduced a new threshold for money transfer operators and e-wallet providers to report cash
transactions over $1,000 to the Financial Information Unit. The central bank has also implemented
new supervisory tools to assess financial institutions’ compliance with AML/CFT requirements.
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49. The authorities expressed appreciation for ongoing IMF technical assistance and
agreed on the need to strengthen statistics. They appreciated the ongoing technical assistance on
the public financial management draft law and on balance of payments statistics. They conveyed
interest in continued IMF support in the above-mentioned areas as well as Value-Added Tax
implementation, and tax administration. They recognized that improved statistics are essential for
better policy formulation, and plan to change the General Directorate of Statistics, currently under
the Ministry of Finance, into a public institute with autonomy.

I STAFF APPRAISAL

50. Timor-Leste has made significant progress in many areas since its independence, but
faces significant near- and medium-term challenges. The most pressing issue in the near term is
containing the adverse impact from the COVID-19 pandemic. Although the country was highly
effective in limiting the spread of infections during 2020, the number of cases has been increasing
fast since March 2021. Moreover, heavy floods in early April 2021 left many people without homes
and sheltering in refugee centers, complicating efforts to halt the spread of the virus.

51. In the near term, the focus should be on accelerating the ongoing rollout of vaccines
and on providing relief to the most vulnerable. The government appropriately responded to the
twin shocks—COVID-19 outbreak and floods—uwith a strong fiscal package aiming to mitigate the
adverse impact on the most vulnerable. A key priority should be to vaccinate the adult population as
soon as possible and to provide financial relief to the most vulnerable people affected by the
pandemic and the recent floods.

52. Post COVID, with oil revenues coming to a halt, fiscal consolidation is warranted to
ensure long-term fiscal and debt sustainability. The 2021 budget envisages a frontloading of
government spending in the medium term, large fiscal imbalances persisting in the long term, and
depletion of the Petroleum Fund balance. This fiscal cliff scenario, the associated macroeconomic
instability and adverse social impact should be avoided. A fiscal reform strategy aiming to put the
fiscal position on a sustainable footing should be laid out in the 2022 budget.

53. Addressing public financial management weaknesses will help improve the quality of
government spending and strengthen the fiscal framework. Public investment projects should
focus on high-return projects by making them subject to thorough cost-benefit analysis. The basic
public financial management draft law should be aligned with international best practices, with
technical support from the IMF. Budget credibility should be enhanced and fiscal transparency
improved to limit corruption vulnerabilities.

54. Structural reforms should underpin the diversification of the economy. Efforts to
improve the business environment, strengthen governance, raise labor productivity, and increase
financial deepening, including through harnessing digitalization, would help promote private sector
development, create jobs, improve competitiveness, and support the external position. Improving
the productivity of the agriculture sector is important given the large fraction of the population
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dedicated to that activity. Strengthening disaster risk management and preparedness is also crucial,
given the country’s vulnerability to climate shocks. Likewise, improving data quality is vital to
support policy making.

55. It is proposed that the next Article IV consultation take place on the standard 12-
month cycle.
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Oil production is part of GDP since September 20719
following the treaty on maritime boundaries signed with
Australia.
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Figure 1. Timor-Leste: Real Sector Developments

The pandemic has hit hard when the economy was still
slowly recovering from recession in 2017—2018.
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...reflecting increase in both domestic and international
rice prices.
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Sources: General Directorate of Statistics; and IMF staff estimates.
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Figure 2. Timor-Leste: Fiscal Sector Developments

Non-oil domestic revenue has been financing a small
fraction of government spending.
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...recurrent spending has been increasing steadily since
2018

Recurrent Spending
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With oil and gas receipts depleting in 2023, there is a
greater need to increase domestic revenues...
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While the share of capital spending has continued to fall...

Expenditure Shares
(In percent of Non-Oil GDP, excl. donor projects)
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There has been a significant gap between capital spending
plans and execution.

Capital and Development Expenditure: Budget and

Execution Rate
(In millions of US dollars (LHS) and percent (RHS))
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...and to reduce excess withdrawals to avoid depleting the
PF.

Petroleum Fund Balance
(In millions of US dollars)
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Sources: Ministry of Finance of Timor-Leste; IMF staff calculations and estimates.
Notes: ESI= Estimated Sustainable Income; PF= Petroleum Fund.
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Figure 3. Timor-Leste: External Sector Developments

The current account weakened due to lower oil/gas
revenues.
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Non-oil exports rose in 2020 but remain volatile...
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Fuel and food account for more than one-half of total
goods import.

Goods Imports
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Current account deficits have largely been financed by
withdrawals from the PF (portfolio investment).

Financial Account Balance
(In millions of US dollars)
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...reflecting fluctuations in coffee exports, the single-largest
export item dfter oil/gas.

Coffee Exports Value
(In millions of US dollars)
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The REER appreciated in 2020H1 and since then has been
depreciating, mainly due to the U.S. dollar weakening vis-a-vis
trading partners.

Real Effective Exchange Rate: Contribution to Change
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Sources: Central Bank of Timor-Leste; General Directorate of Statistics; and IMF staff estimates.
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Private sector credit growth has been growing since 2019
and deposit growth has started to rise after the pandemic.
Credit and Deposit Growth

(In percent, year-on-year)
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Deposits by the private sectors rose in 2020 while those of
the public sector remained broadly stable.
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Overseas placement of assets constitutes a significant share
of the assets of the banking sector.

Banking Sector Balance Sheet
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Figure 4. Timor-Leste: Monetary and Financial Sector Developments

The banking sector is highly liquid with a large overseas
placement of bank assets.
Liquidity Ratios
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Recent private sector credit has been growing driven by
loans to individuals.

Loans to Private Sector: Contribution to Growth
(In percent, y/y)
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The impact on NPLs by the pandemic related recession
might be observed with a lag.
NPL Ratio and Private Sector Credit Growth
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Sources: Central Bank of Timor-Leste; General Directorate of Statistics; and IMF Statistics Department.
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The governance of the Timor-Leste’s Petroleum Fund is strong
by international standards, and...
Resource Governance Index

(Index ranges from 0-100, higher is better; 2017)
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Agriculture and services absorb a large fraction of
employment, despite their small share in GDP...
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Figure 5. Timor-Leste: Business Environment and Governance

Sources: Labor Market Survey, 2016; Worldwide Governance Index, 2019; Natural Resource Governance Institute, Resource Governance
Index 2017; the World Economic Forum Global Competitiveness Index 2014-2015; World Bank Enterprise Survey, 2015 and World Bank

...the governance of the public sector is improving but lagging
somewhat behind peers.
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Political instability, governance and limited financial access
are among the major business constraints perceived by firms.
Top ten business environment constraints
(percent of firms, 2015)
M Timor-Leste « East Asia & Pacific
Access to land >
Customs and trade regulations
Electricity *
Courts
Tax rates *
Crime, theft and disorder
Business licensing and permits
Access to finance
Corruption

Political instability

...so labor productivity in agriculture is very low.
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Figure 6. Timor-Leste: Challenges to Growth—Comparison with Regional Peers

Access to electricity improved considerably and electricity
tariffs are largely subsidized...
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The perceived quality of infrastructure is lower than
regional peers.
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Access to internet is low...

Individuals using the Internet

(Percent of population, 2019)
80
70
60
50
40
30
20
10
0

& & & & & & &L &
3 e @o°‘>’b %oq <$ O‘Ve Qﬁé\ (,'béo i Q@QQ\ bo(\ \\\é@
e °
& °

...but the losses due to electrical outages are high.
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Mobile penetration is high but digital adoption in business

is at low level.

Digital Adoption Index
(Rank out of 183, 2016)
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...and the service has poor quality.
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Sources: World Bank Development Indicators; World Economic Forum Global Competitiveness Index 2014-2015; Statista,

and IMF staff calculations.

Note: CLMV denotes Cambodia, Lao PDR, Myanmar, and Vietnam.
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Figure 7. Timor-Leste: Social Economic Development

Timor-Leste’s human development had improved steadily ...reflecting lags among peers in average years of
until mid-20170s but has been stagnating recently... schooling.
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Improved completion rates of basic education achieved in ...and increasing the level and quality of public spending
recent years will help to raise the literacy rate... on health would help strengthen human capital.
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...while raising female participation in the labor market is

Poverty remains high... a challenge.

Poverty Headcount Ratio at $1.90 a Day Female Labor Force Participation Rate
(Percent of population, 2011 PPP) (In percent of female population ages 15+, 2018)
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Sources: United Nations, Human Development Report, 2020; World Bank, World Development Report, 2020; and World
Bank, World Development Indicators.
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Table 1. Timor-Leste: Selected Economic Indicators, 2016-22

Non-ocil GDP at current prices (2019): US$1.674 billion
Population (2019): 1.293 million

Non-cil GDP per capita (2019): US$1,295

Quota: SDR 25.6 million

2016 2017 2018 2019 2020 2021 2022
Est. Proj. Proj.

(Annual percent change)
Real sector

Real Non-oil GDP 34 -4.1 -1.1 1.8 -7.6 1.8 38
CPI (annual average) -1.5 0.5 2.3 0.9 0.5 1.6 2.5
CPI (end-period) 0.0 0.6 2.1 0.3 1.2 2.0 3.0

(In percent of Non-oil GDP, unless otherwise indicated)
Central government operations

Revenue 56.1 53.0 585 52.5 582 58.8 56.1
Domestic revenue 121 11.9 12.2 11.2 11.6 11.7 1.7
Estimated Sustainable Income (ESI) 33.0 30.1 353 31.6 34.8 354 327
Grants 11.0 11.0 11.0 9.7 11.8 11.8 11.8

Expenditure 111.5 86.6 86.7 834 843 104.9 110.0
Recurrent 64.0 59.2 53.1 54.9 62.3 74.6 60.5
Net acquisition of nonfinancial assets 36.5 163 22.6 18.8 10.2 18.6 378
Donor project 11.0 11.0 11.0 97 11.8 11.8 118

Net lending/borrowing -55.4 -336 -28.2 -309 -26.1 -46.1 -53.9

(Annual percent change, unless otherwise indicated)
Money and credit

Deposits 14.1 123 2.8 -7.5 10.1 38 6.9
Credit to the private sector -1.8 248 -38 5.5 101 6.6 6.9
Lending interest rate (percent, end of period) 14.5 125 14.5 163 113

(In millions of U.S. dollars, unless otherwise indicated)
Balance of payments

Current account balance 1/ -544 -284 -191 133 -302 -513 -719
(In percent of Non-oil GDP) -33 -18 -12 8 -19 -32 -41
Trade balance -546 -615 -589 -566 -510 -558 -657

Exports 2/ 20 17 25 26 17 29 33
Imports 567 631 613 592 527 587 691
Services (net) -569 -343 -349 -357 -269 -318 -370
Primary Income 544 735 843 1,126 620 328 320
Secondary Income 26 -61 -96 -70 -143 -74 -79

Overall balance -157 263 129 -18 0.2 -177 144

Public foreign assets (end-period) 3/ 16,125 17,343 16,477 18,348 19,647 19,265 18,964
(In months of imports) 160 195 187 212 280 241 198

Exchange rates
NEER (2010=100, period average) 130.0 129.7 1309 134.1 135.8
REER (2010=100, period average) 143.5 140.7 141.7 1434 1433

Memorandum items

Nominal Non-oil GDP (in millions of U.S. dollars) 1,651 1,599 1,560 1,674 1,565 1,625 1,738

Nominal Non-oil GDP per capita (in U.S. dollars) 1,354 1,286 1,230 1,295 1,187 1,210 1,269
(Annual percent change) 1.6 -5.0 -4.4 5.2 -8.3 1.9 49

Crude oil prices (U.S. dollars per barrel, WEQ) 4/ 43 53 68 61 41 59 55

Petroleum Fund balance (in millions of U.S. dollars) 5/ 15,844 16,799 15,803 17,692 18,991 18,785 18,340

(In percent of Non-oil GDP) 960 1,050 1,013 1,057 1,213 1,156 1,055

Public debt (in millions of U.S. dollars) 77 106 145 193 218 279 330

(In percent of Non-oil GDP) 4.7 6.6 93 11.5 13.9 17.2 19.0
Population growth (annual percent change) 1.9 2.0 20 2.0 20 1.9 1.9

Sources: Timor-Leste authorities; and IMF staff estimates and projections.

1/ Excludes trade in goods and services of entities located in the Joint Petroleum Development Area which are considered non-
resident entities until August 2019.

2/ Excludes petroleum exports, the income of which is recorded under the income account.

3/ Includes Petroleum Fund balance and the central bank's official reserves.

4/ Simple average of UK Brent, Dubai, and WTI crude oil prices based on April 2021 WEQ assumptions.

5/ Closing balance.
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Table 2. Timor-Leste: Summary of Central Government Operations, 2017-26 1/

2017 2018 2019 2020 2021 2022 2023 2024 2025 2026
Est. Proj. Proj. Proj. Proj. Proj. Proj.
(In millions of U S. dollars)
Revenue 848 912 879 910 956 975 988 998 1,020 1,046
Domestic revenue 190 191 188 182 189 203 217 231 247 265
Taxes 127 128 122 119 121 130 139 147 158 169
Non-tax revenue 57 63 65 63 68 73 78 83 89 96
Estimated Sustainable Income 482 550 529 544 576 568 553 536 526 516
Donor Projects 177 171 162 184 191 204 218 231 247 265
Expenditure 1,385 1,352 1,396 1,319 1,705 1,911 1,906 1,741 1,766 1,835
Expenditure excluding donor projects 1,208 1,181 1,234 1,135 1,514 1,707 1,688 1,510 1,519 1,570
Expense 1,124 1,000 1,081 1,159 1,403 1,255 1,308 1,363 1,422 1,484
Recurrent 947 829 920 975 1212 1,051 1,090 1,132 1,175 1,220
Compensation of employees 197 197 203 202 209 217 225 234 243 252
Goods and services 344 317 374 378 392 407 422 439 455 472
Current transfers 405 312 339 387 406 420 436 451 467 484
Interest payment 1 2 3 2 5 6 7 8 10 11
Donor projects 177 171 162 184 191 204 218 231 247 265
Net acquisition of NFA 261 352 314 160 302 656 598 378 344 351
Gross operating balance -276 -88 -203 -249 -447 -280 -320 -365 -402 -438
Net lending/borrowing -537 -440 -517 -409 -749 -936 -918 -743 -746 -789
Statistical discrepancy 36 -27 -170 -76 0 0 0 Q 0 0
Net financial transactions -573 -412 -347 -333 -749 -936 -918 -743 -746 -789
Net acquisition of FA -544 -373 -299 -308 -688 -886 -867 -689 -688 =727
Foreign [¢] 0 0 0 0 0 0 0 [¢] 0
Domestic (net) -544 -373 -299 -308 -688 -886 -867 -689 -688 -727
Equity -597 -432 -440 -342 -688 -886 -867 -689 -688 -727
of which, Excess withdrawal from PF -597 -432 -440 -342 -688 -886 -867 -689 -688 -727
Change in cash/deposit 53 59 141 34 0 0 0 0 [¢] 0
Net incurrence of liabilities 29 39 48 25 61 51 51 54 58 62
Foreign 29 39 52 29 70 66 69 72 76 80
Domestic [¢] 0 0 0 0 0 0 0 [¢] 0
Amortization 33 38 89 15.2 181 182 183 184
(in percent of nominal non-oil GDP)
Revenue 53.0 58.5 52.5 58.2 58.8 56.1 53.3 50.7 48.5 46.4
Domestic revenue 119 12.2 1.2 11.6 11.7 1.7 1.7 1.7 117 11.8
Taxes 80 8.2 73 76 74 7.5 7.5 7.5 7.5 7.5
Non-tax revenue 3.6 4.0 3.9 4.0 4.2 4.2 4.2 4.2 42 4.3
Estimated Sustainable Income 30.1 353 31.6 348 354 32.7 29.8 27.3 250 22.9
Expenditure 86.6 86.7 83.4 84.3 104.9 110.0 102.8 88.5 84.0 81.5
Expenditure excluding donor projects 756 75.7 737 725 93.1 98.2 91.0 76.7 722 69.7
Expense 703 64.1 64.6 74.0 86.3 722 70.6 69.3 67.6 65.9
Recurrent 59.2 53.1 54.9 62.3 746 60.5 58.8 57.5 559 54.1
Compensation of employees 123 12.6 121 129 12.9 12.5 122 1.9 116 11.2
Goods and services 215 203 223 241 241 234 228 223 216 21.0
Current transfers 253 20.0 203 247 25.0 242 235 229 222 215
Donor projects 11.0 11.0 9.7 118 118 118 11.8 11.8 118 118
Net acquisition of NFA 163 22.6 188 102 18.6 37.8 322 19.2 163 15.6
Gross operating balance -17.3 -5.6 -12.1 -15.9 -27.5 -16.1 -17.3 -18.6 -19.1 -19.5
Net lending/borrowing -33.6 -28.2 -30.9 -26.1 -46.1 -53.9 -49.5 -37.8 -35.4 -35.0
Statistical discrepancy 23 -1.8 -10.1 -4.8 0.0 0.0 0.0 00 00 0.0
Net financial transactions -358 -26.4 -20.7 -213 -46.1 -53.9 -49.5 -37.8 -354 -35.0
Net acquisition of FA -340 -239 -17.9 -19.7 -42.3 -51.0 -46.8 -35.0 -327 -323
Domestic (net) -340 -23.9 -17.9 -19.7 -42.3 -51.0 -46.8 -35.0 -32.7 -32.3
Equity -37.3 -27.7 -26.3 -21.8 -42.3 -51.0 -46.8 -35.0 -32.7 -32.3
of which, Excess withdrawal from PF -373 277 -26.3 -21.8 -42.3 -51.0 -46.8 -35.0 -32.7 -32.3
Change in cash/deposit 33 38 8.4 22 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities 18 25 29 16 38 29 27 27 27 27
Memorandum item
Nominal Non-oil GDP 1,599 1,560 1674 1,565 1,625 1,738 1,854 1,967 2,103 2,253
Petroleum Fund
Opening balance 15,844 16,799 15,803 17,692 18,991 18,786 18,340 17,869 17,537 17,200
Comprehensive investment income 2,033 -13 2,858 2,185 1,058 1,007 950 893 877 860
Oil and gas receipts 421 447 756 326 109 68 33 ] [¢] 0
Investment returns incl. valuation gain/ loss 1,636 -435 2,102 1,859 950 939 917 893 877 860
(Minus ) Expenses and withholding tax 24 25 0 0 0 0 0 0 [¢] 0
Withdrawal 1,079 983 969 886 1,263 1,453 1,420 1,225 1,214 1,243
ESI 482 550 529 544 576 568 553 536 526 516
Excess withdrawal 597 432 440 342 688 886 867 689 688 727
Closing balance 16,799 15,803 17,692 18,991 18,786 18,340 17,869 17,537 17,200 16,817
(In percent of non-oil GDP) 1,050 1,013 1,057 1213 1,156 1,055 964 892 818 746

Sources: Timor-Leste authorities; IMF staff calculations.

1/This table is in accordance with the GFS format, with some modifications, to facilitate policy discussion and analysis.
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Table 3. Timor-Leste: Monetary Sector Developments, 2016-21

2016 2017 2018 2019 2020 2021
Est. Proj.
(In millions of U.S. dollars)
Banking system 1/

Net foreign assets 2/ 1,096 1,251 1,412 1,542 1,574 1,254
Gross reserves 271 533 663 646 645 479
Other foreign assets 876 783 823 980 1,045 890
Foreign liabilities 50 65 74 84 116 116

Net domestic assets -362 -428 -563 -754 -705 -284
Net credit to central government -420 -472 -531 -672 -707 -707
Net credit to state and local government 0 -12 -1 -1 -1 0
Net credit to public nonfinancial corporations -1 -1 -50 -51 -51 0
Credit to private sector 208 260 250 264 290 309
Other items (net) -149 -202 -221 -293 -236 113

Broad money 734 823 849 788 869 970
Narrow money 464 465 525 432 496 553

Currency in circulation 3/ 15 15 18 20 23 26

Transferable deposits 450 450 507 411 473 527

Other deposits 270 358 323 357 373 416
Central Bank

Net foreign assets 2/ 271 533 663 646 645 479
Gross reserves 271 533 663 646 645 479
Foreign liabilities 0 0 0 0 0 0

Net domestic assets -179 -359 -486 -516 -494 -394
Net credit to central government -215 -279 -342 -397 -446 -446
Net credit to other depository corporations 90 12 17 15 86 106
Other items (net) -54 -92 -161 -134 -135 -55

Monetary Base 91 174 177 130 151 85
Currency in circulation 15 15 18 20 23 26
Other liabilities to depositary corporations 77 159 159 109 128 59
Others 3/ 0 0 0 0 0 4

Commercial banks 4/

Net foreign assets 825 717 749 897 928 774
Foreign assets 876 783 823 980 1,045 890
Foreign liabilities 50 65 74 84 116 116

Net domestic assets -106 91 82 -130 -83 110
Net credit to central government -204 -193 -190 -275 -261 -261
Net credit to public nonfinancial corporations 0 0 0 0 0 0
Credit to private sector 203 256 246 259 288 309
Capital accounts 67 93 102 129 144 144
Other items (net) -38 121 127 14 34 34

Deposits 719 808 830 768 845 878
Transferable deposits 450 450 507 411 473 491
Other deposits 270 358 323 357 373 387

(12-month percentage change)

Broad money growth 143 121 3.1 -7.1 10.2 11.6

Reserve money growth -57.2 90.7 1.9 -26.9 16.6 -43.6

Credit to the private sector growth -1.8 24.8 -3.8 55 10.1 6.6

Memorandum items (In percent, unless otherwise indicated)

Credit/GDP 126 16.2 16.0 15.7 185 19.0

Broad money/GDP 44.5 51.5 54.4 47.1 555 59.7

Credit/deposits 4/ 289 321 30.1 343 343 352

Amounts of non-perfoming loans (in millions of U.S. dollars) 28.0 31.0 123

Non-performing loans/total loans 15.4 13.5 5.6

Loan rate 5/ 145 125 14.5 16.3 113

Deposit rate 6/ 1.0 0.6 0.6 0.7 06

Sources: Central Bank of Timor-Leste; and IMF staff estimates.

1/ Includes the Central Bank, four commercial banks (including three branches of foreign banks).

2/ An oil fund was created in September 2005 and the deposits were moved off-shore and onto the Government balance sheet.

3/ Includes only coinage issued by the Central Bank. No data is available for notes due to dollarization of the financial system.

4/ Excludes government deposits.

5/ Rate charged by other depository corporations on loans in U.S. dollars. The rate is weighted by loan amounts.

6/ Rate offered by other depository corporations on three-month time deposits in U.S. dollars. The rate is weighted by deposit amounts.
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Table 4. Timor-Leste: Balance of Payments, 2017-26

2017 2018 2019 2020 2021 2022 2023 2024 2025 2026
Est. Proj. Proj. Proj. Proj. Proj. Proj.
(In millions of U.S. dollars)
Current account balance 1/ -284 -191 133 -302 -513 -719 -768 -774 -794 -831
Trade balance -615 -589 -566 -510 -558 -657 -673 -666 -684 -710
Exports 2/ 17 25 26 17 29 33 39 45 49 54
of which: Coffee 15 23 25 17 23 25 28 3 34 37
Imports -631 -613 -592 -527 -587 -691 -712 -711 -733 -765
Services (net) -343 -349 -357 -269 -318 -370 -352 -315 -300 -293
Receipts 93 97 91 46 55 a1 105 115 127 140
of which: Travel 73 78 70 26 43 72 83 a1 100 110
Payments -436 -447 -448 -315 -372 -461 -458 -429 -426 -433
Income (net) 735 843 1,126 620 328 320 306 292 281 268
of which: Investment income 312 330 372 292 330 322 308 295 283 271
Other primary income (oil/gas) 3/ 422 510 756 324 109 68 33 0 0 0
Current transfers (net) -61 -96 -70 -143 -74 -79 -82 -86 -91 -96
Capital and financial accounts 532 301 5 275 336 863 827 709 804 852
Official capital transfers 34 52 26 12 38 38 38 38 38 38
Financial account 498 249 -21 263 298 825 789 672 766 814
Direct investment 7 48 75 -621 77 79 81 84 86 100
Portfolio investment 340 196 -269 916 210 745 707 584 672 701
Other investment 151 6 174 -32 1 1 1 4 8 13
Assets 113 -32 54 -29 -50 -50 -50 -50 -50 -49
Liabilities 38 38 120 -2 61 51 51 54 58 62
Government Debt 38 37 116 -7 61 51 51 54 58 62
Errors and omissions (net) 15 20 -155 27 0 0 0 0 0 0
Overall balance 263 129 -18 0.2 -177 144 58 -65 10 21
Financing
Change in net foreign assets -263 -129 18 -02 177 -144 -58 65 -10 -21
(In percent of Non-oil GDP)
Current account balance 1/ -17.7 -123 79 -193 -316 -41.4 -414 -393 -37.7 -36.9
Trade balance -384 -377 -338 -32.6 -343 -37.8 -36.3 -339 -325 -315
Exports 2/ 1.0 16 1.6 1.1 1.8 1.9 2.1 23 23 24
Imports -395 -393 -354 -337 -36.1 -39.7 -384 -36.1 -34.8 -339
Services (net) -21.5 -224 -21.3 -17.2 -19.5 -213 -19.0 -16.0 -14.3 -13.0
Income (net) 46.0 54.0 67.3 396 20.2 184 16.5 149 133 119
Current transfers (net) -3.8 -6.1 -4.2 -9.1 -4.6 -45 -4.4 -4.4 -43 -43
Capital and financial accounts 333 193 03 176 207 497 446 36.1 382 37.8
Overall balance 16.5 83 -1.1 0.02 -10.9 83 3.1 -3.3 0.5 09
(In millions of U.S. dollars, unless otherwise indicated)

Memorandum items:
Public foreign assets (end-period) 17,343 16,477 18,348 19,647 19,265 18,964 18,551 18,155 17,828 17,466
(In months of imports of G&S) 195 187 212 280 241 198 190 191 185 175
(In percent of Non-oil GDP) 1,084 1,056 1,096 1,255 1,185 1,091 1,000 923 848 775
of which: Central bank reserves 545 674 656 657 479 624 682 618 628 649
Petroleum Fund balance 4/ 16,799 15,803 17,692 18,991 18,785 18,340 17,869 17,537 17,200 16,817
(In percent of Non-oil GDP) 1,050 1,013 1,057 1,213 1,156 1,055 964 892 818 746
NIIP 17,698 16,805 18,673 19,647 19,265 18,964 18,551 18,155 17,828 17,466
(In percent of Non-oil GDP) 1,107 1,077 1,115 1,255 1,185 1,091 1,000 923 848 775
Nominal Non-oil GDP 1,599 1,560 1,674 1,565 1,625 1,738 1,854 1,967 2,103 2,253
Nominal Total GDP 1,599 1,560 2,018 1,777 1,696 1,782 1,876 1,967 2,103 2,253

4/ Closing balance.

Sources: Data provided by the Timor-Leste authorities; and IMF staff estimates.

1/ Excludes trade in goods and services in the Joint Petroleum Development Area which are considered non-resident entities until August 2019.
2/ Excludes petroleum exports, the income of which is recorded under the income account.
3/ Since September 2019, the authorities have recorded income from the Joint Petroleum Development Area as export, but in this table, it is other primary income.
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Table 5. Timor-Leste: Medium-Term Scenario, 2017-26

Non-oil GDP per capita (2019): US$1,295

Real sector
Nominal Non-oil GDP (in millions of U.S. dollars)
Nominal Qil GDP (in millions of U.S. dollars)
Nominal Total GDP (in millions of U.S. dollars)
Real Non-oil GDP growth (percent change)
CPI (percent change, period average)

CPI (percent change, end-period)

Money and credit

Private sector credit (annual percent change)

Central government operations
Revenue
Domestic revenue
Estimated Sustainable Income (ESI)
Grants
Expenditure
Recurrent expenditure
Capital expenditure
Donor project

Net lending/borrowing

Balance of payments
Current account balance 1/
Trade balance
Exports 2/
Imports
Services (net)
Primary Income

Secondary Income

Memorandum items
Current account balance 1/
Trade balance
Exports 2/
Imports
Services (net)
Primary Income

Secondary Income

Public external debt
(In millions of U.S. dollars)

(In percent of Non-oil GDP)

Petroleum Fund balance {in millions of U.S. dollars) 3/

(In months of imports)
(In percent of Non-oil GDP)
Crude oil prices (U.S. dollars per barrel, WEO) 4/

2017 2018 2019 2020 2021 2022 2023 2024 2025 2026
Est. Proj. Proj. Proj. Proj. Proj. Proj.
1.599 1.560 1.674 1.565 1.625 1,738 1.854 1,967 2,103 2,253
0 0 344 212 71 44 22 0 0 0
1,599 1,560 2,018 1,777 1,696 1,782 1,876 1,967 2,103 2,253
-4.1 -1.1 1.8 -7.6 1.8 3.8 2.6 2.0 2.8 3.0
0.5 2.3 0.9 0.5 1.6 2.5 2.8 2.3 2.0 2.0
0.6 21 0.3 1.2 2.0 3.0 25 2.0 2.0 2.0
24.8 -3.8 55 10.1 6.6 6.9 6.1
(In percent of Non-Oil GDP)
53.0 58.5 525 58.2 58.8 56.1 533 50.7 48.5 46.4
119 12.2 11.2 11.6 1.7 1.7 1.7 1.7 1.7 11.8
30.1 353 31.6 348 354 32.7 29.8 27.3 25.0 22.9
11.0 11.0 9.7 11.8 11.8 11.8 11.8 11.8 11.8 11.8
86.6 86.7 83.4 84.3 104.9 110.0 102.8 88.5 84.0 81.5
59.2 53.1 54.9 62.3 74.6 60.5 588 57.5 55.9 54.1
16.3 22.6 18.8 10.2 18.6 37.8 32.2 19.2 16.3 15.6
11.0 11.0 9.7 11.8 11.8 11.8 11.8 11.8 11.8 11.8
-33.6 -28.2 -30.9 -26.1 -46.1 -53.9 -495 -37.8 -354 -35.0
(In millions of U.S. dollars, unless otherwise indicated)
-284 -191 133 -302 -513 -719 -768 -774 -794 -831
-615 -589 -566 -510 -449 -589 -640 -666 -684 -710
17 25 26 17 29 33 39 45 49 54
631 613 592 527 587 691 712 711 733 765
-343 -349 -357 -269 -318 -370 -352 -315 -300 -293
735 843 1,126 620 328 320 306 292 281 268
-61 -96 -70 -143 -74 -79 -82 -86 -91 -96
(In percent of Non-oil GDP, unless otherwise indicated)
-17.7 -12.3 7.9 -19.3 -31.6 -414 -414 -39.3 -37.7 -36.9
-384 -37.7 -33.8 -32.6 -27.6 -339 -345 -33.9 -325 -31.5
1.0 1.6 1.6 1.1 1.8 19 2.1 2.3 2.3 24
39.5 39.3 354 33.7 36.1 39.7 384 36.1 34.8 33.9
-21.5 -224 -21.3 -17.2 -19.5 -21.3 -19.0 -16.0 -14.3 -13.0
46.0 54.0 67.3 39.6 20.2 184 16.5 14.9 133 119
-3.8 -6.1 -4.2 -9.1 -4.6 -4.5 -44 -4.4 -4.3 -4.3
106 145 193 218 279 330 381 435 493 554
6.6 9.3 115 139 17.2 19.0 205 221 234 24.6
16,799 15803 17,692 18991 18785 18340 17869 17,537 17,200 16,817
189 179 204 271 235 191 183 185 178 169
1050 1013 1057 1213 1156 1055 964 892 818 746
53 68 61 41 59 55 53 51 51 51

Sources: Timor-Leste authorities; and IMF staff estimates and projections.

1/ Excludes trade in goods and services of entities located in the Joint Petroleum Development Area which are considered non-resident entities until August 2019.

2/ Excludes petroleum exports, the income of which is recorded under the income account.

3/ Closing balance.

4/ Simple average of UK Brent, Dubai, and WTI crude oil prices; April 2021 WEO assumptions.
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Table 6. Timor-Leste: Sustainable Development Goals Monitoring

Goals 2014 2016 2018
Poverty
Income share held by lowest 20% 94
Poverty gap at $1.90 a day (2011 PPP) (%) 6.7
Poverty headcount ratio at $1.90 a day (2011 PPP) (% of population) 30.7
Poverty headcount ratio at national poverty lines (% of population) 41.8
Hunger 1/
Prevalence of overweight, weight for height (% of children under 5) 16
Prevalence of stunting, height for age (% of children under 5) 51.7
Prevalence of undernourishment (% of population) 26.3 254 249
Prevalence of underweight, weight for age (% of children under 5) 375
Prevalence of wasting, weight for height (% of children under 5) 9.9
Good Health and Well-being
Births attended by skilled health staff (% of total) 56.7
Mortality rate, under-5 (per 1,000 live births) 52.8 492 45.8
Mortality rate, neonatal (per 1,000 live births) 22.3 21.3 204
Demand for family planning satisfied by modern methods (% of married women with demand for family planning) 46.9
Adolescent fertility rate (births per 1,000 women ages 15-19) 36.8 348 324
Smoking prevalence, males (% of adults) 80.7 781
Source data assessment of statistical capacity (scale 0 - 100) 60.0 70.0 60.0
Gender Equity
Proportion of women subjected to physical and/or sexual violence in the last 12 months (% of women age 15-49) 346
Women who were first married by age 15 (% of women ages 20-24) 2.6
Women who were first married by age 18 (% of women ages 20-24) 149
Clean Water and Sanitation 2/
People using at least basic drinking water services (% of population) 723 76.7 783
People using at least basic sanitation services (% of population) 50.2 524 535
Affortable and Clean Energy
Access to electricity (% of population) 62.4 76.5 85.6
Access to clean fuels and technologies for cooking (% of population) 6.0 6.9

Decent Work and Economic Growth 3/
Number of depositors with commercial banks per 1,000 adults 450.7 495.8 510.6
Peace, Justice and Strong Institutions
Completeness of birth registration (%) 60.4
Global Partnerships for the Sustainable Development 4/
Individuals using the Internet (% of population) 17.5 252 275
Source: World Bank's World Development Indicators
1/ 2014 data as of 2013.
2/ 2018 data as of 2017
3/ Source: IMF's Financial Access Survey
4/ 2018 data as of 2017
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Annex l. Risk Assessment Matrix’

Source of Risk

Relative
Likelihood

Source

Time
Horizon

Expected
Impact

Direction
of Impact

Main Impacts = Recommended Policy
Actions

Prolonged rise in
COVID-19 infections
and delays with vaccines

External

ST, MT

High

.

This would restrict mobility and economic activity.
— Provide relief to vulnerable households and
intensify public health measures.

Large swings in energy
prices

External

ST, MT

it

Oil revenues from active oil fields are projected to
decline fast amid lower oil production. The
magnitude of potential oil revenues from untapped
oil fields will depend on future oil prices.

— Contain government spending pressures, mobilize
domestic revenue, and align spending with
sustainable revenues.

Risk asset prices fall
sharply

External

ST, MT

The Petroleum Fund invests its assets in equities (40
percent) and bonds (60 percent). Although the
investment portfolio is well diversified, a decline in
risk asset prices caused by a reassessment of market
fundamentals (e.g., in response to pandemic
developments) could result in big losses.

— Mobilize domestic revenue to reduce the reliance
on the PF to finance government spending.

Political fragmentation

High

Domestic

ST, MT

Lack of political consensus could impede reforms
warranted to strengthen medium-term growth
prospects.

— Prioritize reforms to improve the business
environment and help diversify the economy.

Development of Greater
Sunrise or other oil
fields

Domestic

MT

High

it

Significant oil revenues could support higher social
spending and inclusive growth. Large public
investment could deplete the PF more quickly.

— Carefully assess benefits, costs, and risks from
various development options before making
investment decisions.

Over investment in

projects with low returns

Domestic

ST, MT

High

Large capital-intensive projects could yield low
economic and social benefits and have large
opportunity costs.

— Strengthen project appraisal by developing a
standard methodology and verifying that it is
consistently applied across line ministries.

Higher frequency and
severity of natural
disasters related to

climate change

Domestic

MT

Floods have resulted in lower agricultural production,
damage to roads, and displacement of communities.
— Invest in infrastructure helping to limit the adverse
impact of floods, establish contingency plans, and
early warnings systems.

T The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most likely to
materialize in the view of IMF staff). The relative likelihood of risks listed is the staff's subjective assessment of the risks surrounding
the baseline (“L" (low) is meant to indicate a probability below 10 percent, “M” (medium) a probability between 10 percent and 30
percent, and “H" (high) a probability of 30 percent or more). The RAM reflects staff views on the source of risks and overall level of
concern as of the time of discussions with the authorities. Non-mutually exclusive risks may interact and materialize jointly.
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Annex ll. The Greater Sunrise Project

1. The maritime boundary treaty between Timor-Leste and Australia removed a key
impediment for the development of the Greater Sunrise fields. The agreement was ratified by
both governments in August 2019. The Greater Sunrise fields in the Timor Sea were discovered in
1974 but have remained undeveloped in part because of maritime boundary disputes. The
agreement set a stable legal framework for both countries to jointly develop the fields and share the
associated revenue.

2. The Greater Sunrise fields could yield substantial oil revenues for Timor-Leste for
several years. The Greater Sunrise fields have more gas reserves than the Bayu Undan fields, which
have helped rebuild Timor-Leste since independence. Estimates from Timor Gap suggest that
Greater Sunrise holds 6.6 trillion cubic feet of gas and 273 million barrels of oil/condensate,
estimated at a value of $56 billion. The Bayu Undan fields had 3.4 trillion cubic feet of gas, 350
million barrels of oil/condensate, and yielded $23 billion in cumulative oil revenues to Timor-Leste
during 2006-20. Oil revenues were deposited in the Petroleum Fund, invested overseas, and
gradually withdrawn to finance the budget. The Petroleum Fund was worth $19 billion by end-2020.
Oil revenues from Bayu Undan are expected to vanish after 2023.

3. The 2011 Strategic Development Plan envisaged a different development strategy for
Greater Sunrise compared to Bayu Undan. While the gas from Bayu Undan was extracted from
beneath the Timor Sea and piped directly to an export plant in Australia, the view in the Strategic
Development Plan was to shift away from the extraction-only model to a more diversified one that
would help attract other manufacturing activities and create more jobs. Specifically, the plan was to
build a new $12 billion liquefied natural gas plant and a petrochemical plant as part of the industrial
complex, called Tasi Mane, to be built along the southern coast of Timor-Leste. In addition to the
energy plants, Tasi Mane would include a renovated airport and a 160-kilometer highway.

4. The best option to develop the Greater Sunrise fields is unclear. No credible
independent studies exist with a thorough cost-benefit analysis of the different options, which
include:

1) Pumping the gas to Timor-Leste, entailing huge investments costs, 70 percent of the
upstream revenue, and the benefits from developing a refining industry.

2) Pumping the gas to an existing liquefied natural gas plant in Darwin, Australia, under which
Timor-Leste would get 80 percent of the upstream revenue.
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Annex lll. External Sector Assessment

The external sector position in Timor-Leste in 2020 was substantially weaker than implied by
fundamentals and desirable policies. This weak external sector position reflects large fiscal imbalances
and the underdevelopment of the non-oil economy. Fiscal consolidation and structural reforms to
promote private sector development and the diversification of the economy should help improve
competitiveness and reduce the current account gap.

Foreign Assets and Liabilities

1. Background. The net international investment position was $20 billion (1,277 percent of non-
oil GDP) by end-2020, $1.3 billion higher than by end-2019." External assets and liabilities were
$20.7 billion (1,326 percent of non-oil GDP) and $0.8 billion (49 percent of non-oil GDP),
respectively. External assets mainly consist of portfolio investment for $18.3 billion (1,168 percent of
non-oil GDP) and direct investment for $0.7 billion (45 percent of non-oil GDP) held by the
Petroleum Fund, but they also include currency and deposits for $1 billion (65 percent of non-oil
GDP) and foreign reserves held by the central bank for $0.7 billion (42 percent of non-oil GDP).
Foreign direct investment liabilities were $0.4 billion (26 percent of non-oil GDP), loans were $0.24
billion (15 percent of non-oil GDP), and other liabilities (8 percent of non-oil GDP). About 36 percent
of the assets of the Petroleum Fund are in stocks, 60 percent in bonds, and 4 percent in the Greater
Sunrise fields. The net international investment position increased by $3.1 billion during 2015-20,
explained by $1.7 billion flows from the financial account and $1.4 billion from valuation effects.

Timor-Leste: Net International Investment Position Timor-Leste: Petroleum Fund Asset Composition
(end 2020; percent of total assets)
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Source: Central Bank of Timor-Leste. Source: Central Bank of Timor-Leste.

2. Assessment. The net international investment position is projected to decline in 2021 and in
the medium term under current policies as large and persistent current account deficits will steadily
erode the net international investment position.

" Non-oil GDP is estimated at about $1.6 billion in 2020.

INTERNATIONAL MONETARY FUND 37



DEMOCRATIC REPUBLIC OF TIMOR-LESTE

Current Account

3. Background. The current account balance improved steadily from -33 percent of non-oil GDP
in 2016 to 8 percent in 2019, driven by growing oil revenues. In contrast, the current account
balance excluding oil revenues was more stable, averaging -43 percent of non-oil GDP during 2016-
19. The current account balance declined to -19 percent of non-oil GDP in 2020 amid significantly
lower oil revenues. The current account excluding oil revenues was -40 percent of non-oil GDP in
2020, around 3 percentage points higher than the 2016-19 average of -43 percent of non-oil GDP.
Oil revenues from active fields are expected to decline fast in coming years before vanishing in 2023.

Timor-Leste: External Accounts Timor-Leste: Oil Revenue
(percent of non-oil GDP) (percent of non-oil GDP)
20 —Current account  ==-Current account excluding oil revenue 25
10
20
0
210 15
-20 -19 10
-30
m——— 5
-0 et T -40 .
-50 i} 0 [
2016 2017 2018 2019 2020 2020 2021 2022 2023 2024
Source: Central Bank of Timor-Leste. Sources: Central Bank of Timor-Leste and IMF staff estimates.
4. Assessment. The current account gap in 2020 was estimated at -7 percent of non-oil GDP.

This suggests that the external sector position was substantially weaker than fundamentals and
desirable settings. The underlying current account was -23 percent of non-oil GDP and the current
account norm was estimated at -16 percent of non-oil GDP. The current account gap is the
difference between the underlying current account and the current account norm. This weak
external sector position reflects large fiscal imbalances and the limited development of the non-oil
economy. Fiscal consolidation and structural reforms to promote private sector development and
the diversification of the economy should help improve competitiveness and reduce the current
account gap.

5. Due to the very large sovereign wealth holdings that are not well captured by EBA-Lite's
regression model, this (preferred) estimate of the current account norm was backed out from setting
a norm for consumption as an annuity of total wealth. In turn, total wealth was equal to the sum of
net foreign assets (above-ground wealth) and the present value of oil revenues (below-ground
wealth).

6. Net foreign assets by end-2019 were $18.7 billion and the present value of oil revenues by
end-2019 was $0.5 billion. Hence, total wealth was $19.1 billion. Assuming that the implicit real
return on total wealth is 3 percent, then the current account deficit (excluding oil revenues) norm in
2020 was around $574 million (37 percent of non-oil GDP). Since oil revenues were $326 million (21
percent of non-oil GDP), then the estimated current account norm was -16 percent of non-oil GDP.
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The actual current account balance in 2020 was -19 percent of non-oil GDP but this was higher than
in more normal circumstances because of the large contraction in economic activity. The underlying
current account balance in 2020 is estimated at about -23 percent of non-oil GDP and it is equal to
the actual current account balance (-19 percent of non-oil GDP) plus the deviation of the current
account balance excluding oil revenue from recent trends (-3 percent of non-oil GDP).

7. The current account gap
estimated using the EBA-Lite
regression model also suggests that
the external sector position was
substantially weaker than
fundamentals and desirable policy
settings. The current account gap was
estimated at -43.0 percent of non-all
GDP, the current account norm at 25.0
percent of non-oil GDP, and the policy
gap at -8.6 percent of non-oil GDP. But
the EBA-Lite regression does not
provide a good fit of the current
account in Timor-Leste as can be seen
from the large unexplained residual
equal to 34.3 percent of non-oil GDP.

Timor-Leste: Model Estimates for 2020

(in percent of non-oil GDP)

CA model
CA-Actual -19.3
Cyclical contributions (from model) (-) 03
COVID-19 adjustor (+) 1/ 0.3
Additional temporary/statistical factors (+) 0.0
Natural disasters and conflicts (-) -13
Adjusted CA -18.0
CA Norm (from model) 2/ 25.0
Adjustments to the norm (+) 0.0
Adjusted CA Norm 25.0
CA Gap -43.0
o/w Relative policy gap -8.6
Elasticity -0.22
REER Gap (in percent) 199.8

1/ Additional cyclical adjustment to account for the temporary impact of the pandemic on
tourism (-0.5 percent of GDP) and on remittances (0.8 percent of GDP).
2/ Cyclically adjusted, including multilateral consistency adjustments.

Source: IMF staff estimates.

Given its residual mean squared error from the regression during 2006-20 of 224 percent, the 90-
percent confidence band around EBA-Lite’s current account norm of 25.0 percent of non-oil GDP
encompasses the preferred estimate of a current account norm of -16 percent of non-oil GDP.

Real Exchange Rate

8. Background. The real effective

exchange rate (REER) appreciated by about

1 percent during 2016-19 amid an
appreciation of about 3 percent in the

nominal effective exchange rate. Consumer

price index inflation in Timor-Leste was
lower relative to its trading partners,

Timor-Leste: Effective Exchange Rates
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Sources: Central Bank of Timor-Leste and IMF staff estimates.

REER and the nominal effective exchange

rate appreciated 1.0 and 1.4 percent year over year, respectively, in 2020.
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Assessment. Using a standard trade elasticity of -0.22, a current account gap at -7 percent of GDP is
equivalent to a REER gap of about 32 percent.

Capital and Financial Accounts

9. Background. Portfolio inflows have been the main source of financing of current account
deficits since 2016. They consist of withdrawals from the Petroleum Fund. FDI inflows since 2016
have been small, averaging 2 percent of non-oil GDP.

10. Assessment. No major vulnerabilities exist related to capital flows in the short and medium
term, given the large size of the Petroleum Fund. Nonetheless, the current account deficit projected
under the baseline is unsustainable in the long term.

FX intervention and Reserves Level

11. Background. Reserves were at $645 million at end-2020, amounting to about 8 months of
imports of goods and services, 74 percent of broad money, 296 percent of external debt, and 41
percent of non-oil GDP.

12. Assessment. According to the template to Assess Reserve Adequacy in Credit-Constrained
Economies, the optimal level of reserves for Timor-Leste is around 12 months of imports, much
higher than the traditional metric of 3 months of imports. The benefits from holding reserves in the
template are a function, among other variables, of the fiscal deficit, which for Timor-Leste is very
large. However, the template neglects that Timor-Leste has a Petroleum Fund worth 238 months of
imports.
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Annex IV. The Fiscal Framework in Timor-Leste

1. The two main components of the fiscal framework in Timor-Leste are the Petroleum
Fund and a guideline focused on long-term fiscal sustainability. The Petroleum Fund was
established in 2005 and invests its assets abroad. All oil revenues go into the fund.

2. Transfers from the fund to the budget are guided by the principle of maintaining the
real value of government wealth. Specifically, annual transfers from the Petroleum Fund to the
budget are equal to the Estimated Sustainable Income (ESI), set at 3 percent of government wealth.’
Government wealth is defined as financial assets in the fund plus the net present value of petroleum
wealth under the ground. This formulation is in line with the permanent income hypothesis
approach and the ESl is updated annually. In fiscal accounting, the ESI is considered a revenue item
above the line and excess withdrawals are considered financing below the line.

3. The ESI is a benchmark, not a legal obligation. Transfers in excess of the ESI are allowed,
but only after the government provides a justification that has to be approved by Parliament. The
spirit of the framework was to put reasonable impediments on the ability of government to spend
government wealth. This flexibility is a departure from the standard permanent income hypothesis
framework and is justified by the fact that low-income countries have large investment upfront
needs and very limited financing sources.

Timor-Leste: Withdrawals from Petroleum Fund Timor-Leste: Petroleum Fund Balance
(Transfers to the budget; percent of non-oil GDP) (US$ billions)
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Sources: Central Bank of Timor-Leste and IMF staff estimates. Source: Central Bank of Timor-Leste.
4. Withdrawals from the Petroleum Fund averaged around 5.2 percent of government

wealth during 2010-20, much higher than the 3 percent under the ESI. Although excess
withdrawals have been the norm since 2008, the Petroleum Fund balance has so far kept increasing
steadily, driven by large oil revenues and strong investment returns.?

' The Greater Sunrise fields do not have approved development plans yet. Hence, they are not part of the baseline.

2 Parliament has yet to reject a request for excess withdrawals.
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Annex V. Governance Issues in Timor-Leste: Macroeconomic
Implications

Corruption was a key concern in Timor-Leste even before the COVID-19 crisis given the economic
importance of public services and contracts, but the pandemic has further heightened the importance
of stronger governance. While additional budget has been allocated for COVID-19, bottlenecks in
public financial management, procurement, and supply chains have hindered a faster response.
Continued efforts to strengthen institutions, the business environment, and governance are important
to limit corruption vulnerabilities and lower obstacles to job-creating investment.

1. Although the governance of

Governance Indicators Timor-Leste, 2016
Timor-Leste’s public sector is improving, (Index rescaled: 0 = worst, 5 = best) —Timor-Leste, 2019
it continues to lag behind regional peers, Voice and =~ Developing Asia Avg. (excl. TLS)
with some vital areas of weaknesses. Accguht“akkbility
Governance in Timor-Leste's petroleum :

Political Stability
. and Absence of
Violence

Control of

sector is strong’, and steps have been taken Corruption
to improve the institutional framework to |
combat corruption, including through the
establishment of the Anti-Corruption
Commission. However, the institutional
framework suffers from fragmentation and
weak coordination, further exacerbated by
the formation of autonomous agencies, and
a deficit of technical, human, and financial resources. The lack of corruption awareness and
understanding of published budget documents amongst the public is also a challenge. Timor-Leste
continues to rank much lower than comparator countries in budget transparency and oversight, with
no significant improvements over recent years.2 Moreover, governance vulnerabilities in fiscal areas
(e.g., procurement in practice), regulatory framework (doing business) and rule of law (e.g., contract
enforcement and property rights) remain

. Government

Rule of Law ~ Effectiveness

Regulatory Quality

Source: Worldwide Governance Indicators (WGI).

Top Ten Business Environment Constraints

key areas of concern. (percent of firms, 2015)
Access to land *
2. cOrruption and difficulty in Customs and trade regulations M Timor-Leste # East Asia & Pacific

obtaining business licensing and permits Flectricly

are among the major constraints to
businesses. According to the latest World
Bank Enterprise Survey, private sector

Courts
Tax rates
Crime, theft and disorder

Business licensing and permits

players argue that laws and regulations are Access to finance
not well-coordinated, that renewing Corruption
licenses is very time consuming, and that Political instability
corruption is a serious issue. Corruption is o 5 0 1520 25 30 35 40

Source: World Bank Enterprise Survey.

! See the 2019 Article IV staff report.
2 See Timor-Leste Open Budget Survey 2019.
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especially acute in the fiscal sector which discourages private investment—e.g., potential bribery in
securing government contracts, in the procurement process, in getting construction permit, an
electrical connection and obtaining an operating license.?

3. The new anti-corruption law is a step in the right direction.* Adopted in September
2020, it describes the general measures to prevent corruption and the income, assets, and interests
declaring regime.> The law includes: publicity and transparency in public procurement procedures
(see Box 1); an online declaration of income, assets, and interests for all individuals in public service
and their household members; prohibition for public officials to exercise any activity in the private
sector directly related with roles performed in office for a period of two years after the end of the
term as public official; prohibition from taking or being in public offices for a period of 5-10 years
for those convicted of a crime enshrined in this law, punishable by imprisonment.

4. However, enforcement and punishment should be further strengthened. Lack of
sufficient human and financial capacity constraints enforcement, including the investigative capacity
of the Anti-Corruption Commission. While this new law strengthens prevention measures, there is
still scope for strengthening punishment and the asset recovery process. Moreover, asset
declaration is limited to the Court of Appeals—and thus could be expanded to be made more
accessible to the general public.

5. Improving public governance framework requires efforts on multiple fronts including
strengthening institutions to promote integrity and accountability. Timor-Leste should start
with areas of key weaknesses and higher risk—such as procurement and business licensing—as well
as effective internal controls and independent external scrutiny. Concurrently, the legal and
institutional oversight framework needs to be strengthened, the capacity of the Anti-Corruption
Commission and court system raised to ensure effective implementation of the new anti-corruption
law, and corruption awareness and public understanding of accountability and effectiveness of
public spending enhanced to tackle public governance from all angles. The heads of agencies,
ministries, and public enterprises must also promote ethical behavior by setting a clear tone at the
top.

6. The IMF stands ready to provide technical support on the implementation of the new anti-
corruption law and provide specific recommendations on how to strengthen the public financial
management framework.

3 See October 2019 Timor-Leste Economic Report: Unleashing the Private Sector

4 See http://timor-leste.gov.tl/?p=25518&lang=en

> It also changes the penal code with the creation of the new categories of illegal acts and the concentration of all
corruption crimes in a single legal diploma. Police and judicial authorities may accept anonymous complaints, with
protection for the identity of whistle-blowers and protection against reprisals.
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Box 1. Procurement Process in Timor-Leste

Currently the Decree Law on the Procurement (Law No. 10/2005) provides the framework for the
procurement regime in Timor-Leste. The Ministry of Finance also launched an online Procurement Portal
in 2011, intended to increase transparency by providing equal access to information on government tenders
and procurement contracts. The Audit Chamber, under the Court of Appeals, is responsible for reviewing
government procurements above $5 million.

However, recent assessments indicate that the current procurement process is lengthy and inefficient,
which hinders budget execution, and thus the delivery of services. Moreover, the online procurement
portal functions intermittently and has no information on many important contracts, including the largest
ones in the last few years.

Inefficiencies in the procurement process have been especially problematic in the public health sector
delivery, including during the pandemic. Bottlenecks in public financial management and in the
procurement process has hindered a faster health response to the COVID crisis. To address these challenges,
procurement safeguards were relaxed in April 2021 to procure emergency medical supplies in a timely

manner, which is being done with the assistance of UNDP and World Health Organization.

Further upgrades to the procurement process could facilitate public spending, increase
competitiveness and transparency, and lower vulnerabilities to corruption. While the Decree Law on the
Procurement provides the framework for the procurement regime in Timor-Leste, transparency and
reporting provisions may be strengthened in the ongoing reforms to public financial management.
Particularly, procurement plans should be included in the budget cycle and presented in the budget books.
Also, the transparency requirements should be clearly laid out in the public financial management law, e.g.,
requiring that government procurement data on resolution of complaints and annual procurement statistics
will be published.

Digitalization should be harnessed to increase transparency. While Timor-Leste already established an
electronic procurement system, ensuring that it is updated frequently and that it reflects full and accurate
information (including publishing the contracts and the beneficial ownership information of awarded
companies on a regular basis) is key."

" https://www.state.gov/reports/2020-investment-climate-statements/timor-leste/.
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Annex VI. Economic Recovery Plan 2020-23

1. In August 2020, the government approved a plan to support the economic recovery in
the short and medium term. The plan includes short- and medium-term measures that will be
implemented in 2020-23 as follows: a first stage aiming to mitigate the adverse impact from the
COVID-19 pandemic through short-term response (mainly in the second half of 2020), and a second
stage with medium-term measures aimed at addressing pre-existing structural weaknesses for long-
term growth (covering a period of 2-3 years).

2. The first stage aims to avoid job losses and provide financial support with households
and businesses to sustain consumption and production levels and people’s living standards.
Short-term measures include the distribution of a basic food basket (or voucher), recovery subsidy
for firms that resume economic activity, and social security contribution exemption for employers.

3. The second stage seeks “recovery with transformation” addressing not only challenges
caused by the COVID-19 pandemic but also pre-existing structural weaknesses. Medium-term
measures focus on private economic sectors (agriculture and tourism); housing; human capital
(education, health, and social protection); and institutional reforms.

e Private economic sectors. In agriculture, the focus is on renewal of coffee plantations through a
subsidy and implementing import substitution policy, particularly for rice. In tourism, the
measures include creating a state-owned company to boost the sector, improving vocational
education and training, rehabilitating infrastructure such as former administrator residences and
rural roads, and promoting eco-tourism by combining accommodation with coffee or rice
plantations.

e Housing. The government aims to implement a social housing program and to achieve universal
provision of basic sanitation, water, and electricity across the country.

e Human capital. In education, the government will increase the proportion of the state budget
allocated to the area. The measures include increasing the number of Centers for Learning and
School Training, extending the network of secondary schools, pre-school and vocational training
centers, and promoting the maintenance and recovery of school buildings. In health, their goals
are to increase recurrent spending for improvement of health services, strengthen financial and
technical support to key programs, invest in infrastructure, and improve health personnel
training. In social protection, the focus is on creating alternative payment mechanisms or
instruments for social benefits payment to reduce costs of social benefit measures,
implementing active employment programs, and study the feasibility of a universal basic income
system.

e Institutional reforms. The government will make all legislations related to land issues, prepare
necessary regulatory framework for business such as access to credit, improve the functioning of
the courts, and proceed with reform in the public administration. The measures also include
optical fiber installation and promotion of renewable energy such as solar, hydro and wind.
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DEMOCRATIC REPUBLIC OF TIMOR-LESTE

I FUND RELATIONS

(As of May 31, 2021)

Membership Status: Joined July 23, 2002; Article VIII.

General Resources Account:

SDR Million % Quota
Quota 25.60 100.00
IMF Holdings of Currency (Holdings rate) 21.25 83.01
Reserve Tranche Position 435 17.00

SDR Department:
SDR Million % Allocation
Net Cumulative Allocation 7.73 100.00
Holdings 3.39 43.86

Outstanding Purchases and Loans: None
Latest Financial Commitments: None

Projected Payments to Fund:

(SDR Million; based on existing use of resources and present holdings of SDRs)
Forthcoming

2021 2022 2023 2024 2025
Principal
Charges/Interest 0.00 0.00 0.00 0.00 0.00
Total 0.00 0.00 0.00 0.00 0.00

Exchange Rate Arrangements:

The exchange rate arrangement (de jure and de facto) is an exchange arrangement with no separate
legal tender. On January 24, 2000, the U.S. dollar was adopted as the official currency of then East
Timor by the United Nations Transitional Administration in East Timor (UNTAET). This arrangement
has been maintained after Timor-Leste's independence on May 20, 2002. At present, the monetary
authority does not undertake foreign exchange transactions; they are handled by commercial banks
on the basis of rates quoted in the international markets. Timor-Leste has accepted the obligations
under Article VIII, Sections 2(a), 3 and 4, and maintains an exchange system that is free of
restrictions on the making of payments and transfers for current international transactions.
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Article IV Consultations:

The last Article IV consultation was concluded on March 27, 2019. The associated Executive Board
assessment is available at https://www.imf.org/en/News/Articles/2019/05/07/pr19149-democratic-
republic-timor-leste-imf-executive-board-concludes-2019-article-iv-consultation and the staff
report at https://www.imf.org/en/Publications/CR/Issues/2019/05/07/Democratic-Republic-of-
Timor-Leste-2019-Article-1V-Consultation-Press-Release-Staff-Report-46874. Timor-Leste is on the
standard 12-month consultation cycle.

Resident Representative:
The resident representative office in Dili, established in August 2000, closed at end-June 2009.
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DEMOCRATIC REPUBLIC OF TIMOR-LESTE

N INFORMATION ON THE ACTIVITIES OF OTHER
INTERNATIONAL FINANCIAL INSTITUTIONS

Information on the activities of other international financial institutions in Timor-Leste can be found

at:

e World Bank: http://www.worldbank.org/en/country/timor-leste

e Asian Development Bank: https://www.adb.org/countries/timor-leste/main
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W STATISTICAL ISSUES

(As of May 2021)

I. Assessment of Data Adequacy for Surveillance

General: Data provision to the IMF is broadly adequate for surveillance. Areas of concern include
inconsistencies between national accounts and balance of payments on petroleum-related
transactions, weaknesses in compilation and dissemination of government finance statistics, and
no public reporting of financial soundness indicators. The plan to change the General Directorate
of Statistics, which is currently under the Ministry of Finance, into a public institute with autonomy
is a good enhancement.

National Accounts: GDP is compiled annually by production, expenditure and income using a
contemporary base period (2015) and using methods that are reasonably consistent with the 2008
System of National Accounts. There was significant improvement in shortening the time lag for
publishing national accounts—the 2019 national accounts were published in October 2020 and
the first preliminary 2020 GDP estimates were published timely in April 2021. The national
accounts assume that oil production at the Joint Petroleum Development Area is resident in
Timor-Leste since September 2019 as a result of the Maritime Boundary Treaty signed in August
2019 between Timor-Leste and Australia.

Price Statistics: The monthly, national CPI uses expenditure weights derived from 2014-15 Living
Standard Survey. Data are also released monthly for Dili, Baucau, and regions. Since August 2018,
the basket weights were updated, and the CPI was rebased with an August 2018 reference period
(i.e., August 2018 = 100).

Government Finance Statistics: Annual Government Finance Statistics (GFS) is compiled and
disseminated, with 2019 central government data submitted as the latest for the Government
Finance Statistics database. Compilation and dissemination of quarterly Government Finance
Statistics has been deferred due to data discrepancies and challenges in resolving the source of
those discrepancies. The last publication of quarterly Government Finance Statistics data was
undertaken in Q3/2016. Timor-Leste does not report to the Quarterly Public Sector Debt
database, jointly developed by the World Bank and IMF.

Monetary and Financial Statistics: The central bank compiles monetary statistics generally
following the methodology of the Monetary and Financial Statistics Manual.

The central bank reports detailed monthly monetary data for the central bank and other
depository corporations using the standardized report forms. Timor-Leste uses the U.S. dollar as
the official currency, and official data on currency holdings are difficult to compile under the
current currency regime. Data for other financial corporations, mainly insurance companies, are
not compiled. The central bank reports data on some series and indicators of the Financial Access
Survey, including mobile money and the two indicators (commercial bank branches per 100,000
adults and ATMs per 100,000 adults) adopted by the United Nations to monitor Target 8.10 of the
Sustainable Development Goals (SDGs).
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Financial Sector Surveillance: Only basic market-based indicators are available, and their
coverage, valuation and timeliness vary across such indicators. Data are not sufficiently available
to conduct stress tests of the banking system or Balance Sheet Approach analysis. Cross border
exposure data for financial corporations are not available.

External Sector Statistics: While progress has been made, measuring non-Petroleum Fund-
related current account transactions accurately remains a work in progress. Monthly merchandise
trade data are now published regularly. Data on monthly merchandise exports and imports are
based on the Automated System for Customs Data. Service transactions are largely estimated with
data collection largely limited to the official and tourism sectors. Interest revenue from oil and gas
is recorded as primary income.

Quarterly balance of payments and international investment position data compiled by the central
bank is available for 2006-Q4/2020 and 2008-Q1/2021, respectively, according to the Balance of
Payments and International Investment Position manual, sixth edition. While methodology to
produce basic annual estimates of the balance of payments statistics are in place, further
development is needed to address limitations of existing data sources, in particular, merchandise
trade statistics and service transactions. This includes work to ensure consistency between current
account data and the new national accounts statistics, particularly related to the exports of
commodities and imports of services as well as to ensure consistency between the balance of
payments and the international investment position.

Currently, publicly available information on remittances from Timorese working abroad is limited
and improvement in the estimation and compilation procedures of such remittances should be
pursued. The TA mission by CDOT in June 2019 provided some guidance to fine-tuning
estimation models for remittances and collecting data from the money transfers operators.

The External Sector Statistics TA mission in October 2015 found that important improvements had
been made on the integrated international investment position, namely the classification of
components; the treatment of changes in prices and changes in exchange rates; and the
treatment of positions of the Petroleum Fund and IMF-related accounts (reserve position in the
IMF, SDR allocations, and SDR holdings). Progress was also verified on actions toward Timor-
Leste’s participation in IMF's Coordinated Direct Investment (CDIS). However, the
recommendation on improving the coverage of the direct investment survey to include Joint
Petroleum Development Area companies’ equity valued at own funds at book value was not
implemented. In addition, the treatment in External Sector Statistics of the Joint Petroleum
Development Area companies’ activities as well as the Greater Sunrise project consistent with
national accounts, is still pending, especially with the implementation of the new Maritime
Boundary Treaty. According to the central bank officials, this is due to the difficulty of obtaining
source data from the National Petroleum Authority.

Il. Data Standards and Quality

Timor-Leste began participating in the IMF's General Data Dissemination System (now the
enhanced GDDS) in 2012, marking a major step forward in the development of its statistical
system. On February 15, 2019, Timor-Leste implemented e-GDDS by publishing the National
Summary Data Page.
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Table of Common Indicators Required for Surveillance
(As of June 15, 2021)

Date of latest - Frequency of Frequency of Frequency of
observation Date received Data’ Reporting’ Publication’
Exchange Rates 06/14/2021 06/15/2021 D D D
International Reserve Assets and
Reserve Liabilities of the 04/2020 05/2021 M M M
Monetary Authorities'
Reserve/Base Money 04/2020 05/2021 M M M
Broad Money 04/2020 05/2021 M M M
Central Bank Balance Sheet 04/2020 05/2021 M M M
Consolidated Balance Sheet of
the Banking System 04/2020 05/2021 M M M
Interest Rates? 04/2021 05/2021 M M M
Consumer Price Index 04/2021 05/2021 M M M
Revenue, Expenditure, Balance
and Composition of Financing® - 2019 01/2021 A A A
General Government*
Revenue, Expenditure, Balance
and Composition of Financing®- 2019 01/2021 A A A
Central Government
Central Government and Central
Government-Guaranteed Debt® 2019 01/2021 A A A
External Current Account Balance Q4/2020 03/2021 Q Q Q
Exports and Imports of Goods
and Services Q4/2020 03/2021 Q Q Q
GDP/GNP 2019 10/2020 A A A
Gross External Debt Q1/2021 06/2021 Q Q Q
Ln;sei;?s;lsonal Investment Q1/2021 06/2021 Q Q Q

T Any reserve assets that are pledged or otherwise encumbered should be specified separately. Also, data should comprise short-
term liabilities linked to a foreign currency but settled by other means as well as the notional values of financial derivatives to pay
and to receive foreign currency, including those linked to a foreign currency but settled by other means.
2 Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and

bonds.

3 Foreign, domestic banks, and domestic nonbank financing.
4The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds)

and state and local governments.

> Includes only goods. There are significant gaps in the series. No information on services is available.
®Includes external gross financial asset and liability positions vis-a-vis nonresidents.
" Daily (D), Weekly (W), Monthly (M), Quarterly (Q), Annually (A); NA: Not Available.
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Timor-Leste: Joint Bank-Fund Debt Sustainability Analysis
Risk of external debt distress | Moderate

Overall risk of debt distress Moderate
Granularity in the risk rating Limited space to absorb shocks
Application of judgement Yes. Petroleum sovereign wealth fund is a strong

mitigating factor for the country’s debt
sustainability.

The debt sustainability analysis indicates that Timor-Leste is at moderate risk of overall
and external debt distress, with application of judgement, reflecting a projected increase
in: (i) debt service payments as existing loan grace periods come to an end; and (ii)
concessional borrowing to finance a large increase in public investment in infrastructure.
This represents a downgrade from a low risk of debt distress at the time of the 2019
Article IV debt sustainability analysis, reflecting worse initial conditions and a downgrade
in its debt carrying capacity from medium to weak. The present value of external debt-to-
exports ratio and the debt service-to-exports ratio under the baseline are projected to
breach their respective critical thresholds, triggering a high-risk mechanical rating for
external and overall debt. However, the Petroleum Fund is large relative to projected debt
levels and debt service requirements; and its assets are liquid and accessible, prompting
the use of judgment to upgrade the risk assessment. Fiscal plans under the baseline are
nonetheless unsustainable in the long term. Staff projects that the Petroleum Fund, which
is the main source of funding of fiscal deficits, will be gradually depleted. Staff's
alternative scenario illustrates how fiscal and structural reforms can ensure both fiscal
and debt sustainability.

' The debt sustainability analysis follows the IMF and World Bank Staff Guidance Note on the Application of the
Joint Fund-Bank Debt Sustainability Framework for Low-Income Countries (February 2018). Timor-Leste's debt-
carrying capacity is assessed to be “weak” with composite indicator score of 2.669, which is based on the 2021
April World Economic Outlook and the 2019 Country Policy and Institutional Assessment.
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0 PUBLIC DEBT COVERAGE

1. The coverage of public sector debt used in this report is public and publicly
guaranteed debt. Timor-Leste's public and publicly guaranteed external debt is held entirely by the
central government. The coverage of public sector debt includes state-owned enterprise debt.
Under the Public Debt Regime Law?, state-owned enterprises are not allowed to borrow for
themselves and can only obtain financing via on-lending from the Ministry of Finance. The public
sector only borrows externally, given a lack of domestic financing sources. The debt definition of the
debt sustainability analysis is currency-based and the legal tender is the U.S. dollar.?

Text Table 1. Timor-Leste’s Coverage of Public Debt

Subsectors of the public sector

1 Central government X
2 State and local government

3 Other elements in the general government

4 ofw: Social security fund

5 o/w: Extra budgetary funds (EBFs)

6 Guarantees (to other entities in the public and private sector, including to SOEs) X
7 Central bank (borrowed on behalf of the government)

8 Non-guaranteed SOE debt

I BACKGROUND ON DEBT

2. Timor-Leste’s net public asset position is currently strong due to oil-related savings
accumulated in Petroleum Fund assets and low levels of public debt.

e The Petroleum Fund balance at end-2020 stood m:‘ﬂguret Petroleum Fund Balance
at $19 billion (1,213 percent of non-oil GDP), 20
covering 271 months of goods and services ?
imports. The Petroleum Fund balance increased 17
by $1.3 billion in 2020 as investment income ($1.9
billion) and oil revenues ($0.3 billion) more than 14
compensated for transfers to the budget ($0.9
billion).* The average return on Petroleum Fund 1

assets during 2016-20 was 7.2 percent.

2018 2019 2020

Source: Cenfral Bank of Timor-Leste.

2 According to the Public Debt Regime Law No. 13/2011, the Government of Timor-Leste, in particular, the Ministry
of Finance, is the only entity that may engage in borrowing, motivated by financing needs generated by the need to
execute the State's priority tasks relating to the building of strategic infrastructures for the country’s development.

3 Domestically issued local currency-denominated debt held by non-residents and/or locally-issued FX-denominated
debt held by residents are insignificant and data is not available.

4 The Petroleum Fund constitutes the main financing source for the budget. The amount is guided by the estimated
sustainable income, which is set at 3 percent of total petroleum wealth (sum of the Petroleum Fund balance and the

(continued)
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e The fiscal deficit fell from 31 percent of non-oil Text Figure 2. External Debt by Creditors 2020
GDP in 2019 to 26 percent in 2020 due to delays
in passing the 2020 budget. Outstanding public
external debt has steadily increased to $218
million (13.9 percent of non-oil GDP) in 2020 from
$145 million (9.3 percent of non-oil GDP) in 2018. b
External loans signed since 2012 to mid-2020 >
totaled $475 million—all consisting of
concessional loans from the Asian Development
Bank, the World Bank Group, and Japan
International Cooperation Agency to finance
mainly road infrastructure projects. The Asian Development Bank has the largest share of total
external debt, comprising nearly 60 percent of total external debt in 2020.

15%

57%

Source: Ministry of Finance.

2 BACKGROUND ON MACRO FORECASTS

3. This debt sustainability analysis is based on the macroeconomic projections underlying
the 2021 Article IV consultation. To illustrate the impact of different policy options on debt
sustainability, two scenarios—baseline and reform—are considered.

Text Table 2. Macroeconomic and Fiscal Assumptions: Current and 2019 Article IV
Current (2021 Article IV) Previous (2019 Article IV)
2020 2021 2021-26  2027-41 2017 2018 2018-23  2024-38

Real non-oil GDP growth (in percent) 786 1.8 27 3.0 4.6 08 42 48
CPlinflation (eop, percent) 08 20 23 20 06 21 32 40
Revenue (excl. grants, percent of non-oil GDP) 46.4 471 406 221 391 40.0 28.4 14.7
Government expenditure (percent of non-oill GDP) 725 931 8358 532 691 B68.7 58.4 289

Recurrent 62.3 746 60.2 425 53.9 47.3 440 258

Capital 10.2 18.6 233 10.8 15.2 214 14.4 31
Net lending/ borrowing (percent of non-oil GDP) -26.1 -46.1 -43.0 312 -30.0 287 -30.0 -142
Net incurrence of liabilities (percent of non-oil GDP) 16 38 29 05 11 20 23 26
Petroleum Fund balance (USD million) 18991 18785 17758 10415 16,799 16,803 14,943 7,902
Current account balance (percent of non-oil GOP) -18.3 316 -38.1 -32.2 -16.4 -15.0 50 6.5
Sources: Timor-Leste authorities; IMF staff estimates and projections.

4. The macro-fiscal outlook has worsened compared to the 2019 Article IV debt
sustainability analysis. Macroeconomic and fiscal projections were revised for several reasons. First,
the COVID-19-related disruptions to mobility and activity combined with the delays in passing the
2020 budget are estimated to have generated the largest output drop since independence in 2002,
at 7.6 percent in 2020. The outbreak in COVID-19 infections since March combined with the floods
in early April suggest only a modest recovery in 2021. The floods have caused significant economic

net present value of expected future petroleum revenue). Withdrawals in excess of the estimated sustainable income
can be made with the approval of Parliament. According to the Constitution, the President has the right to veto a
budget that has been approved by the Parliament.
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damage to public infrastructure, private homes and businesses, and have left about 16,000 people
without homes and sheltering in refugee centers, further complicating efforts to contain the spread
of the pandemic. Second, GDP growth performance in 2017-19 was worse than estimated
previously. This was driven by difficulties in reaching political consensus on policies (e.g., the
adoption of the 2018 budget was delayed several months) and by a steady decline in the dynamism
of the economy in 2010-19 (e.g., the 2019 budget was adopted in time and the economy only grew
1.8 percent). Third, an analysis of the historical growth performance and the sources of growth
suggests a less favorable long-term growth outlook. Fourth, the 2021 budget envisages larger and
persistent fiscal deficits in the medium and long term mainly financed by withdrawals from the
Petroleum Fund.

Text Table 3. Main Macroeconomic Projections, 2017-26

2017 2018 2019 2020 2021 2022 2023 2024 2025 2026

Est. Proj. Proj. Proj. Proj. Proj. Proj.
Real sector

Nominal Non-oil GDP (in millions of U.S. dollars) 1,599 1,560 1674 1,565 1,625 1,738 1,854 1,967 2,103 2,253

Real Non-oil GDP growth (percent change) -4.1 -1.1 18 -7.6 1.8 3.8 2.6 2.0 28 3.0

CPI (percent change, period average) 0.5 2.3 09 0.5 1.6 2.5 2.8 23 2.0 2.0

MNon-oil GDP deflator growth (percent change) 1.0 -1.4 54 1.2 2.0 3.0 40 40 4.0 4.0

Central government operations (In percent of Non-oil GDP)

Revenue 53.0 58.5 52.5 58.2 588 56.1 53.3 50.7 485 46.4
Domestic revenue 119 12.2 11.2 11.6 1.7 1.7 1.7 1.7 1.7 11.8
Estimated Sustainable Income (ESI) 30.1 353 31.6 3438 354 32.7 29.8 27.3 25.0 229
Grants 11.0 11.0 9.7 11.8 11.8 11.8 11.8 1.8 11.8 11.8

Expenditure 86.6 86.7 834 843 104.9 110.0 102.8 88.5 84.0 815
Recurrent expenditure 59.2 53.1 54.9 62.3 746 60.5 588 575 559 541
Capital expenditure 16.3 22.6 188 10.2 186 37.8 322 19.2 16.3 15.6
Donor project 11.0 11.0 9.7 11.8 118 118 118 118 11.8 11.8

Net lending/borrowing -336 -28.2 -30.9 -26.1 -46.1 -53.9 -48.5 -37.8 -354 -35.0

Balance of payments (In percent of Non-oil GDP, unless otherwise indicated)

Current account balance 1/ =177 -12.3 79 -19.3 -316 -414 -41.4 -39.3 -37.7 -36.9

Trade balance -384 -37.7 -338 -326 -27.6 -339 -345 -339 -325 -315
Exports 2/ 1.0 16 16 1.1 1.8 1.9 2.1 2.3 2.3 24
Imports 39.5 39.3 354 337 36.1 39.7 384 36.1 348 339

Services (net) -215 -22.4 -21.3 -17.2 -19.5 -21.3 -18.0 -16.0 -14.3 -13.0

Primary Income 46.0 540 67.3 39.6 20.2 184 16.5 149 133 11.9

Secondary Income -3.8 -6.1 -4.2 -9.1 -4.6 -4.5 -4.4 -44 -4.3 -4.3

Memorandum items
Public external debt (In millions of U.S. dollars) 106 145 193 218 279 330 381 435 493 554
(In percent of Non-cil GDP) 66 9.3 11.5 13.9 17.2 19.0 20.5 22.1 234 24.6
Petroleum Fund balance (in millions of U.5. dollars) 3/ 16,799 15803 17692 18991 18785 18340 17,869 17537 17200 16817
(In months of imports) 189 179 204 271 235 191 183 185 178 169
(In percent of Non-oil GDP) 1050 1013 1057 1213 1156 1055 964 892 818 746
Crude oil prices (U.S. dollars per barrel, WEQ) 4/ 53 68 61 41 59 55 53 51 51 51

Sources: Timor-Leste authorities; and IMF staff estimates and projections.

1/ Excludes trade in goods and services of entities located in the Joint Petroleum Development Area which are considered non-resident entities until August 2019,
2/ Excludes petroleum exports, the income of which is recorded under the income account.

3/ Closing balance.

4/ Simple average of UK Brent, Dubai, and WTI crude oll prices; April 2021 WEO assumptions.
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Macroeconomic Assumptions:

Real non-oil GDP is projected to recover modestly at 1.8 percent in 2021, underpinned by a
large increase in public spending, rebounding private consumption and the vaccination rollout
that began in April.> Growth is projected to hover in the range of 2—4 percent in the medium
term (2021-26), mainly driven by the changes in government spending. Over the long term
(2027-2041), growth is projected to stabilize at around 3 percent as structural constraints weigh
on growth potential, significantly lower than 4.8 percent projected in the previous debt
sustainability analysis, but closer to historical growth performance. Oil production from active
fields is projected to cease in 2023.°

Inflation is expected to gradually pick up in 2021-23 hand in hand with strong fiscal stimulus
and higher oil prices and then converge to 2 percent over the medium and long term. This is a
lower level of inflation compared to the previous debt sustainability analysis.

The fiscal balance is projected to remain in a deficit of about 43 percent over 2021-26,
reflecting larger spending. The fiscal deficit is projected to increase from 26 percent of non-oil
GDP in 2020 to 46 percent in 2021 aiming to respond to rising COVID-19 infections and the
recent floods. The fiscal deficit is projected to narrow gradually to about 31 percent on average
over 2027-41, at a level significantly higher than the previous debt sustainability analysis.

Text Figure 3. Fiscal Deficit Text Figure 4. Non-oil Fiscal D eficit
(percent of non-cil GDP) [percent of non-oil GDF)
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Source: IMF staff estimates. Source: IMF Staff estimates.

The current account balance is expected to remain in deficit over 2021-26, reflecting lower oil
and gas receipts and higher imports of goods and services generated by higher public
investment. Overall, the current account balance deficit over the medium and long term is

> The vaccine inoculations started on April 7 and 127,074 people (17 percent of the adult population) were vaccinated
by June 20. The vaccine rollout will be sequenced as follows: In the first phase (April), frontline workers, immigration
officers, and people with comorbidities; in the second phase (July) people over 60 years old, healthcare workers,
community leaders, teachers, and market workers; in the third phase (October), the remaining adult population.

6 The baseline does not include the development of the Greater Sunrise fields as there are no approved development
plans.
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projected to be higher compared to the previous debt sustainability analysis, mainly driven by
larger imports in line with higher fiscal spending.

External financing consists of concessional loans from official creditors. Private external
borrowing is assumed to remain negligible. Timor-Leste does not have exceptional financing
such as accumulation of arrears.

The grant element of loans is assumed to decline moderately over the medium term as the
economy develops. Other assumptions include that no off-budget debt is accumulated

including by state-owned enterprises in line with existing legislation.

5. The baseline fiscal scenario assumes lower spending than planned under the 2021
budget, reflecting historical execution rates. Specifically, capital spending in 2021-25 is assumed,
on average, to be 70 percent of the planned amount in the 2021 budget.

e Government revenues are projected to decline from 46 percent of non-oil GDP in 2020 to 41
percent on average over 2021-26 and to 22 percent on average over 2027-41. Under current
policies, domestic revenues, currently at 12 percent of non-oil GDP, are assumed to grow in line
with nominal non-oil GDP. The decline in government revenues is driven by erosion of the
Petroleum Fund, which in turn reduces the estimated sustainable income.

Text Figure 5. Recurrent Spending
(percent of non-oil GDP)
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Text Figure 6. Capital Spending

(percent of non-oil GDP)
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e Recurrent spending is projected to increase by 3.8 percent each year in line with historical
trends, and capital spending in 202741 is projected to increase in line with inflation. This is in
line with long-term projections under the 2021 budget, which assumes a continuing policy of
frontloading public investment.” On the other hand, the previous debt sustainability analysis
envisaged a very significant decline in government spending (in percent of non-oil GDP) over
the medium term, broadly in line with the 2019 budget.

7 Although high public investment financed with excess Petroleum Fund withdrawals has been the norm since 2010,
the growth dividend has been declining and tepid, implying that public investment managements needs to be
improved (see forthcoming World Bank Public Expenditure Review).
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e Net external borrowing is projected at about 2.9 percent of non-oil GDP each year during 2021-
26 broadly in line with recent trends and with borrowing plans described in the 2021 budget. As
a result, outstanding external debt is projected to increase from 14 percent of non-oil GDP in
2020 to 25 percent in 2026.

e As the government relies on Petroleum Fund withdrawals to meet its financing needs, the
Petroleum Fund falls to $16.9 billion (746 percent of non-oil GDP) by 2026 and to $1.8 billion (28
percent of non-oil GDP) by 2041. This assumes an annual nominal investment return on the
Petroleum Fund of around 5 percent, in line with the average returns since its inception.

6. The realism tools suggest that macroeconomic and fiscal assumptions are reasonable.
No significant differences exist between the past and projected debt creating flows. A smaller
primary deficit in 2015-20 than projected under the previous debt sustainability analysis largely
explains the unexpected changes in debt (Figure 3).% The three-year primary balance adjustment
(between 2021 and 2023) is projected to be 23 percent: this represents significant stimulus to the
economy, and lies near the bottom of the distribution of projections across regional peers. Impact of
the political uncertainty spillovers to private investment which plunged from 11 percent of non-oil
GDP in 2017 to 2 percent in 2019, and is projected to recover gradually from 2021-22 onwards as
the effects of the pandemic subside and the economy makes some progress in diversification in the
long term (Figure 4).

Text Table 4. Macroeconomic Assumptions: Baseline and Reform Scenarios

Baseline Scenario Reform Scenario

2020 2021 2021-26  2027-41 2020 2021 2021-26  2027-41

Real non-oil GDP growth (in percent) 76 1.8 27 3.0 76 1.8 28 55
Government expenditure (percent of non-oil GDP) 725 931 8356 53.2 725 931 68.5 342
Recurrent (percent of non-oil GODP) 62.3 746 60.2 425 62.3 746 522 257
Capital (percent of non-oil GDP) 102 186 233 10.8 10.2 18.6 16.3 86
Revenue (excl. grants, percent of non-oil GDP) 46.4 471 406 221 46.4 471 435 319
Domestic revenue 11.6 1.7 1.7 12.0 1.6 1.7 13.2 175
Estimated Sustainable Income 348 354 288 101 348 354 302 14 4
Net lending/ borrowing (percent of non-oil GDP) -26.1 -46.1 -43.0 -31.2 -26.1 -46.1 -251 2.4
Net incurrence of liabilities (percent of non-oil GDP) 16 38 29 05 16 38 29 05
Petroleurn Fund balance (USD billion) 18,991 18,785 17,758 10,415 18,991 18,785 18,877 21,592
Current account balance (percent of non-oil GDP) -19.3 -31.8 -38.1 -32.2 -19.3 -31.6 -31.2 -11.9

Sources: Timor-Leste authorities; IMF staff estimates and projections.

7. Under staff’s reform scenario, policy actions are adopted to safeguard long-term fiscal
sustainability.

o Domestic revenue mobilization: To achieve a domestic revenue of 15 percent of non-oil GDP
by 2026, a value-added tax (VAT) should be adopted by 2023 to generate additional revenue of
about 3 percent of GDP over the medium term. Strengthening tax compliance through tax
administration reforms, and further tax reforms (e.g., revision of excise tax rates, increase in
statutory income tax rate, adopting a property tax) are warranted in the long term to increase
domestic revenue to about 20 percent of non-oil GDP.

8 The residual in debt-creating flows is financed through excess withdrawals from the Petroleum Fund.

INTERNATIONAL MONETARY FUND 7



DEMOCRATIC REPUBLIC OF TIMOR-LESTE

e Expenditure moderation: The level of government spending should remain broadly constant in
nominal terms at the 2019 level for a decade starting in 2022 to gradually reduce it in percent of
non-oil GDP. The focus should be on enhancing the quality of government spending to
maximize the growth dividend from it. The findings from the ongoing Public Expenditure Review
conducted by the World Bank should help identify spending inefficiencies and prioritize
spending adequately. Public investment projects should be subject to thorough and rigorous
cost-benefit analysis.

* A target to halt Petroleum Fund excess withdrawals by 2032: More moderate levels of
spending coupled with higher domestic revenue should help gradually unwind fiscal imbalances
and the reliance on Petroleum Fund excess withdrawals to secure fiscal sustainability and
preserve Petroleum Fund assets. The Petroleum Fund balance will gradually increase to close to
$24.6 billion in the long run, and the estimated sustainable income will decline more slowly in
percent of non-oil GDP.° Fiscal deficits over the medium-term would be 25 percent of non-oil
GDP, instead of 43 percent under the baseline. Overall, in the reform scenario the Petroleum
Fund is preserved (in real terms) and generates a permanent level of investment income to
support government expenditures, thus putting fiscal and debt sustainability on a solid footing.

e Overall, external borrowing under the reform scenario is projected to be the same as the
baseline scenario because the government's strategy of increasing public external borrowing via
concessional loans to finance public investment in infrastructure projects in the medium-term
and to preserve the Petroleum Fund wealth continues to hold.

Text Figure 7. Petroleum Fund Excess Withdrawals: Text Figure 8. Petroleum Fund Balance:
Baseline vs. Reform Scenario Baseline vs. Reform Scenario
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Source: IMF staff calculations. Source: IMF staff calculations.
8. At the same time, structural reforms are implemented to improve the business

environment, raise productivity, and promote private sector development.’® These include
progress in facilitating the ease of doing business, addressing digital infrastructure and connectivity

9 The dynamic of the Petroleum Fund is such that a lower Petroleum Fund balance will reduce the level of estimated
sustainable income, resulting in higher excess withdrawals to close a given financing gap, highlighting the need to
curb the rapid loss in Petroleum Fund wealth.

10 Staff estimates suggest the external sector position in 2020 was substantially weaker than implied by medium-term
fundamentals and desirable policy settings.
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bottlenecks, increasing financial access, building human capacity, closing labor skill gaps, and
strengthening the justice sector to improve governance and reduce corruption vulnerabilities.

9. The macro-fiscal and external sector outlook is significantly stronger under the reform
scenario:

e Real non-oil GDP is projected to be broadly similar to the baseline in the medium term (2021-
26). Given the low fiscal multipliers,' the growth costs of fiscal consolidation are estimated to be
almost fully offset by the positive impact of reprioritization (towards growth-enhancing sectors
such as health, education, agriculture, tourism, and digitalization) and improvement in the
quality of public spending and structural reforms. With sustained improvement in productivity
and competitiveness, the economic impact of structural reforms is higher over the long term
(2027-2041), where growth is projected to hover around 5-6 percent, significantly higher than
under the baseline, driven by higher private investment and the development of the non-oil
private sector, reduced import dependence, and a larger export base (see Text Figure 9).

Text Figure 9. Real Non-oil GDP Growth Text Figure 10. Current Account Balance
{in percent) (percent of non-oil GDP)
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Source: IMF staff calculations. Source: IMF staff calculations.

e The current account balance deficit over the medium and long term is projected to be
considerably smaller in comparison to the baseline scenario, reflecting both higher exports
(economic diversification and exports of high value-added agricultural exports) and lower
imports of goods and services (in line with lower fiscal spending and lower reliance on food
imports)'? (see Text Figure 10).

" Timor-Leste's fiscal multiplier, measured by the change in real non-oil GDP growth rate induced by a unit change
in the primary balance (% GDP), is estimated to be close to 0.1. This is in line with other estimates in the literature
which estimate it to be in the range of 0.08-0.17. Low multipliers indicate that much of the spending leaks into
imports and/or is low quality to address supply side constraints (Timor-Leste Economic Report: Towards a Sustained

Recovery, October 2020, World Bank Group).
12 Lower public investment contributes to lower excess current account deficits by 2 percent of non-oil GDP by
2031/32.
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COUNTRY CLASSIFICATION AND DETERMINATION OF
SCENARIO STRESS TESTS

10. The debt-carrying capacity is assessed to be weak (Text Table 5). Timor-Leste's debt
carrying capacity is assessed to be weak according to the Composite Indicator index of 2.67 which is
calculated based on the April 2021 World Economic Outlook and the 2019 Country Policy and
Institutional Assessment. The Composite Indicator is based on a weighted average of the country’s
real GDP growth, remittances, international reserves, world growth, and the Country Policy and
Institutional Assessment score. The calculation is based on 10-year averages of the variables, across
5 years of historical data and 5 years of projections, and the corresponding Country Policy and
Institutional Assessment. Accordingly, debt sustainability analysis thresholds applicable for Timor-
Leste are: 30 percent for the present value of external debt-to-GDP ratio, 140 percent for the
present value of external debt-to-exports ratio, 10 percent for the external debt service-to-exports
ratio, 14 percent for the external debt service-to-revenue ratio, and 35 percent for the present value
of public debt-to-GDP ratio. This is a downgrade from the previous debt sustainability analysis
where Timor-Leste was classified as "“medium?”, largely driven by lower 10-year average of real GDP
growth and the world economic growth.

Text Table 5. Timor-Leste Debt Carrying Capacity and Thresholds

Debt Carrying Capacity and Thresholds

Country Timor-Leste

Country Code 537

Debt Carrying Capacity Weak |

Classification based on  Classification based on  Classification based on the two
Final current vintage the previous vintage previous vintage
Weak Weak Weak Medium
2.67 2.67 2.70

APPLICABLE APPLICABLE

EXTERNAL debt burden thresholds TOTAL public debt benchmark
PV of total public debt in

PV of debt in % of percent of GDP

Exports

GDP

Debt service in % of
Exports
Revenue

Sources: 2019 World Bank Country Policy and Institutional Assessment; April 2021 World Economic Outlook.

13 The 10-year average of the Country Policy and Institutional Assessment score deteriorated marginally, whereas the
reserve coverage remained broadly unchanged and that of remittances increased.
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11. The size of the shock to non-debt creating flows foreign-direct-investment-to-GDP
ratio and to exports was customized to account for one-off and structural factors. In the case
of the former, there is a large outflow in foreign direct investment equivalent to $621 million in 2020
due to Petroleum Fund's investment in Timor-Gap to purchase the 56 percent stake in the Greater
Sunrise joint venture.™ To prevent this one-off deviation in foreign direct investment flows from
inflating the foreign direct investment-to-GDP ratio shock, the historical average and the standard
deviation corresponds to 2010-19 (i.e., excludes 2020)."> Moreover, to prevent the structural oil
production cycle from inflating the export shock and to account for the fact that petroleum
production will cease in 2023, the export stress test was customized in line with the 2019 Article IV
debt sustainability analysis.

12. The contingent liability stress test settings were also customized (Text Table 6). The
default shock to contingent liabilities from state-owned enterprises debt and Public Private
Partnerships is reduced to zero. This is because the former is already included in the baseline public
debt, and the latter is negligible (see paragraph 1). Timor-Leste’s domestic banking sector has high
liquidity and capital adequacy ratios, and hence the contingent liabilities from financial market stress
is set at the default value of 5 percent of GDP, consistent with the average cost to the government
of a financial crisis in a low-income country since 1980.

13. The commodity price shocks were introduced in a tailored stress test, with
adjustments made to the default settings. Lack of export diversification has resulted in the
excessive reliance of Timor-Leste's external position on petroleum and gas receipts—the share of
commodity exports in Timor-Leste's total exports was 82 percent on average over 2018-20.
However, this is projected to decline to less than 40 percent on average over 2021-23, as the
petroleum production from active fields comes to an end in 2023. Hence, we tailor the commodity
price shocks by adjusting the share of fuel in total exports of goods and services to match the latter.

14. A stress test on natural disasters is added to the sensitivity analysis given that Timor-
Leste is prone to natural disasters. The natural disaster scenario uses the default settings which
assumes a one-off shock in 2022 of 10 percentage points to debt-GDP ratio with real GDP growth
and exports growth lowered by 1.5 and 3.5 percentage points, respectively. These assumptions are
more severe than the estimates in the literature, which suggests the macroeconomic impact of
natural disasters in Timor-Leste has been much smaller. A recent study estimated the negative
impact of natural disasters on Timor-Leste's real GDP growth in the range of 0.04 percent to 0.12
percent.®

14 Timor Gap is an autonomous government agency with the mandate to conduct oil and gas business on behalf of
the Timor-Leste Government.

15> The customization implied that: (1) the historical average of the net non-debt creating flows foreign-direct-
investment-to-GDP ratio is revised up from -1.5 to 2.5 and the standard deviation is reduced from 13.5 to 2.3; and (2)

the initial standard deviation of 47.3 of the export shock was scaled down to 9.5.
16 See IMF working paper 18/108.
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Text Table 6. Coverage of Public Debt and Design of Contingent Liabilities (tailored) Stress
Tests
1 The country’s coverage of public debt The central government, government-guaranteed debt
Default Used for the lysi for deviations from the default

2 Other elements of the general government not captured in 1. 0 percent of GDP 0

3 SoE's debt (guaranteed and not guaranteed by the government) 1/ 2 percent of GDP 0 Included in the baseline public debt

4 PPP 35 percent of PPP stock 0.00 ‘Negligible PPP stock

5 Financial market (the default value of 5 percent of GDP is the minimum value) 5 percent of GDP 5

Total (2+3+4+5) (in percent of GDP) 5.0

1/ The default shock of 2% of GDP will be triggered for countries whose government-guaranteed debt is not fully captured under the country's public debt definition (1.). If it is already included in the
government debt (1.) and risks associated with SoE’s debt not guaranteed by the government is assessed to be negligible, a country team may reduce this to 0%.

I ASSESSMENT

External Debt Sustainability Analysis

15. Under the baseline scenario, two of Timor-Leste’s external debt indicators breach their
respective debt sustainability analysis thresholds. First, the present value of external debt in
percent of exports breaches the critical threshold of 140 percent between 2023 and 2033. Second,
the debt-service-to-exports ratio also breaches the critical threshold of 10 percent between 2022 and
2035 (Figure 1). All the other indicators remain well below their relevant thresholds for the next 20
years. Debt dynamics reflect the following: (1) increase in debt service payments as grace periods on
existing loans come to an end; and (2) government'’s strategy of increasing public external borrowing
via concessional loans to reduce the need of tapping the Petroleum Fund from the projected
expansion of public investment in infrastructure projects. Over the medium term, the present value
of external debt is projected to increase gradually from 10 percent of non-oil GDP in 2020 to 16.8
percent in 2026, and thereafter decline gradually to reach 9.3 percent by 2041. Although the
increasing use of concessional loans helps to reduce Petroleum Fund withdrawals, the spending
plans combined with very limited domestic sources of revenue make large excess withdrawals from
the Petroleum Fund unavoidable, further eroding Petroleum Fund wealth.

16. Debt dynamics show vulnerability to shocks. Standardized stress tests show that a shock
to the primary balance is the most extreme shock to the debt trajectory, also causing a breach of the
debt-service-to-exports, the present value of debt-to-GDP, and the present value of debt-to-exports
thresholds. Timor-Leste's high vulnerability to shocks is a reflection of its very small exports and
revenue bases, and, therefore, its exposure to high debt services payment risks if its positive
Petroleum Fund assets position is not taken into account. While, historically, the government has
typically not resorted to debt financing, and instead relied on excess withdrawals from the
Petroleum Fund, further use of the Petroleum Fund to meet Timor-Leste's debt servicing needs
would hasten Petroleum Fund depletion.

Public Debt Sustainability Analysis

17. Under the baseline scenario, the present value of total public and publicly guaranteed
debt-to-GDP ratio remains below the threshold level for the next 20 years (Figure 2). However,
this indicator is vulnerable to commodity price shocks and is expected to breach the threshold
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under the stress scenario starting in 2023. Among the other indicators, the present value-to-revenue
ratio and the debt service-to-revenue ratio are most sensitive to the commodity price shocks as well.

Reform Scenario

18.  The staff’s reform scenario Text Figure 11. Petroleum Fund Buffer
demonstrates that fiscal reforms (Present Value of Public External Debt-to-Petroleum Fund balance ratio, in percent)
N 70
coupled with structural reforms can —Baseline  ---Reform Primary balance shock
ensure long-term fiscal and debt 60
sustainability. External concessional 50
loans under the reform scenario are 4
projected to be broadly in line with the
30

baseline. The introduction of reforms
significantly improves the debt 20
dynamics—the paths of debt burden
indicators are better. The size and
duration of the breach of the present 2020 2022 2024 2026 2028 2030 2032 2034 2036 2038 2040
value of external debt in percent of
exports and the debt-service-to-
exports ratio is considerably smaller. Importantly, under the reform scenario, the Petroleum Fund
balance will be preserved, and provide a large and sustainable buffer for debt sustainability in the
long term.

Source: IMF staff estimates.

RISK RATING AND VULNERABILITIES

19. While the debt sustainability analysis assigns Timor-Leste a mechanical rating of
“high” debt distress risk, judgement is applied to upgrade the rating to “moderate”. The
present value of debt-to-exports and debt-service-to-exports breach the benchmark under the
baseline scenario—generating a mechanical debt distress rating of "high”. The judgment reflects the
country's large, liquid, and accessible net foreign assets in the form of the Petroleum Fund, which
serves as a strong mitigating factor in Timor-Leste's ability to carry and service debt in the medium
term. Outstanding public debt was 1.1 percent of the Petroleum Fund balance by end-2020. The
present value of debt does not exceed more than one-third of the projected value of the Petroleum
Fund over the next 20 years under the baseline (see Text Figure 11). Under the scenario of the most
extreme shock case (i.e., primary balance shock) where the present value of debt-to-exports
breaches the threshold, the present value of debt-to-Petroleum Fund assets reaches close to 59
percent towards the end of the projection periods. Moreover, there is time to adopt a sustainable
fiscal strategy (see paragraph 18). The authorities are aware of the challenge and requested
extensive technical assistance from the IMF for ambitious fiscal reforms aiming to secure fiscal
sustainability. With this, the risk of debt distress is assessed as "moderate” with limited space to
absorb shocks (see Figure 5), which is a downgrade from the previous rating of “low" risk. This
change is driven by: (1) worse initial conditions (i.e., higher present value of debt and higher debt
service) and (2) lower debt carrying capacity (i.e., with lower critical thresholds) which result in the
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present value of debt-to-exports ratio and the debt service-to-exports ratio breaching their critical
thresholds under the baseline scenario.

20. Depletion of the Petroleum Fund in the long term under current policies warrants the
need for a reform strategy to ensure long-term fiscal sustainability and preserve the
Petroleum Fund as an endowment fund. Although the Petroleum Fund is a buffer against debt
distress in the short and medium term, it is essential to protect it to secure long-term debt
sustainability. Under current policies, the Petroleum Fund assets will be depleted towards the end of
the 20-year projection horizon, leading to a fiscal cliff and sharp adjustment in the current account,
which reinforces the need for a reform strategy. This would entail a gradual reduction of excess
withdrawals from the Petroleum Fund to zero supported by expenditure rationalization, mobilizing
domestic revenue, and committing to protecting Petroleum Fund wealth. Moreover, fiscal reforms
should go hand in hand with structural reforms to improve the business environment and
governance, to help improve competitiveness and strengthen the external sector position. This will
also help restore Timor-Leste's debt carrying capacity back to medium.

21. At the same time, public debt management needs to be strengthened.!” Greater
external borrowing should be embedded in a suitable institutional framework, supported by best
practice debt management policies and procedures. Strengthening the organization and capacity of
the debt management unit, including preparing a medium-term debt management strategy, and
upgrading debt recording software are key areas for capacity building. However, in the near term,
there is a need to produce comprehensive and realistic debt servicing projections for the existing
debt. The monitoring and reporting of fiscal risks— such as contingent liabilities related to credit
guarantees, pensions, public corporations, and public-private partnerships— should also be
improved.

I AUTHORITIES’ VIEWS

22. The authorities consider the risk of debt distress to be contained and remain
committed to long-term fiscal sustainability. They acknowledged that the Petroleum Fund is a
source of confidence for the economy and should be preserved to ensure intergenerational equity.
Fiscal reform plans in the pipeline—which include the introduction of the value-added tax (VAT) and
a revised tax procedures code—will gradually boost domestic revenue and help to ensure fiscal and
debt sustainability. In addition, recent implementation of program-based budgeting will facilitate
the prioritization of government spending. The authorities have also requested technical assistance
in the design of the VAT implementation plan, tax administration and Public Financial Management.

7 There have not been any noteworthy improvements in data coverage and public debt management since the 2019
Article IV.
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Table 1. Timor-Leste: External Debt Sustainability Framework Baseline Scenario, 2018-2041

(In percent of GDP, unless otherwise indicated)

Actual Projections Average 8/
2018 2019 2020 2021 2022 2023 2024 2025 2026 2031 2041 _ Historical  Projections
15 139 17.2 [EX) 205 221 234 246 m 5.1 227
of which: public and publicly guaranteed (PPG) 11.5 13.9 17.2 19.0 20.5 22.1 23.4 24.6 5.1 227
Change in external debt 2 32 18 15 16 13 12 -09
Identified net debt-creating flows 9. REX 59.8 26.6 36.2 36.6 34.7 33.0 31.8 19.6 25 315
Non-interest current account deficit 12.3 -8.1 19.0 31.3 41.1 41.1 39.0 37.4 36.5 25. -62.3 36.7
Deficit in balance of goods and services 274 100 29.1 472 55.2 53.5 49.8 46.8 446 186 -32.9 445
Exports 405 522 247 11.8 11 95 8.1 84 86 13.0
Imports 67.9 62.1 53.8 59.0 66.3 63.1 58.0 55.1 532 316
Net current transfers (negative = inflow) 6.1 42 9.1 46 45 44 44 43 43 54 -9.3 5.0
of which: official -6.2 -12 -11.8 -11.8 -11.8 -11.8 -11.8 -11.8 -11.8 -19
Other current account flows (negative = net inflow) -21.3 -22.3 -19.2 -20.4 -18.7 -16.8 -15.2 -13.7 -12.3 1.8 -20.1 -12.7
Net FDI (negative = inflow) EX) 45 E 15 5.1
Endogenous debt dynamics 2/ 0.2 -0.5
Contribution from nominal interest rate 0.0 02 02
Contribution from real GDP growth 0.1 -0.2 . -04
Contribution from price and exchange rate changes 0.1 -0.5 -0.1 ..
Residual 3/ -6.7 15.2 -57.4 233 344 -350  -33.1 317 -30.6 | -20.6] 0.6 -30.6
of which: exceptional financing 0.0 0.0 0.0 00 00 0.0 00 0.0 00 0.0
Sustainability indicators
PV of PPG external debt-to-GDP ratio - 10.1 12.2 133 14.2 15.1 16.0 16.8 163 9.3
PV of PPG external debt-to-exports ratio - 41.0 103.4 120.0 148.9 186.8 190.9 194.6 164.6 75
PPG debt service-to-exports ratio 0.1 0.7 21 6.8 10.6 13.7 15.7 148 14.0 1.0 6.8
PPG debt service-to-revenue ratio 0.1 0.8 11 17 2.6 31 33 34 35 4.2 6.4
Gross external financing need (Million of U.S. dollars) 143.8 -2043 927.2 445.0 654.9 705.2 708.5 7255 749.6 9277 1305.4
Key macroeconomic assumptions
Real GDP growth (in percent) -1.1 18 -76 18 38 26 20 28 3.0 30 30 14 238
GDP deflator in US dollar terms (change in percent) -14 54 12 20 30 4.0 40 4.0 40 40 4.0 4.7 37
Effective interest rate (percent) 4/ 0.0 19 22 19 19 18 18 18 18 17 18 0.6 18
Growth of exports of G&S (US dollar terms, in percent) 189 382 -55.7 -50.3 02 -8.2 -9.8 103 10.2 10.1 101 03
Growth of imports of G&S (US dollar terms, in percent) -08 -1.9 -19.0 13.8 201 15 -2.5 17 33 34 36 5.0
Grant element of new public sector borrowing (in percent) 353 353 353 353 353 353 332 332 35.1
Government revenues (excluding grants, in percent of GDP) 475 428 464 471 443 415 390 36.8 347 257 13.8 54.2 35.3
Aid flows (in Million of US dollars) 5/ 171.2 161.8 184.0 2191 2307 2455 260.1 2776 296.9 221.0 136.3
Grant-equivalent financing (in percent of GDP) 6/ 133 13.1 131 13.0 13.0 13.0 69 21 1.2
Grant-equivalent financing (in percent of external financing) 6/ . 826 842 84.4 846 84.8 85.0 87.8 83.9 - 85.6
Nominal GDP (Million of US dollars) 1,560 1,674 1,565 1,625 1,738 1,854 1,967 2,103 2,253 3177 6,321
Nominal dollar GDP growth -25 73 -6.5 38 6.9 67 6.1 69 71 71 71 6.3 6.7
Memorandum items:
PV of external debt 7/ 10.1 122 133 14.2 15.1 16.0 16.8 16.3 93
In percent of exports 410 103.4 120.0 1489 186.8 190.9 194.6 164.6 715
Total external debt service-to-exports ratio 0.1 07 21 6.8 106 137 157 14.8 14.0 11.0 6.8
PV of PPG external debt (in Million of US dollars) 158.6 198.8 2312 2632 298.0 3359 3775 517.2 589.1
(PVt-PVt-1)/GDPt-1 (in percent) 26 20 18 19 19 20 07 00
Non-interest current account deficit that stabilizes debt ratio 9.6 -103 16.6 28.1 393 39.6 374 36.1 353 354 26.7

Sources: Country authorities; and staff estimates and projections.

1/ Includes both public and private sector external debt.

2/ Derived as [r - g - p(1+g))/(1+g+p+gp) times previous period debt ratio, with r = nominal interest rate; g = real GDP growth rate, and p = growth rate of GDP deflator in U.S. dollar terms.
3/ The residual in debt-creating flows is financed through excess withdrawals from the Petroleum Fund. Includes exceptional financing (ie, changes in arrears and debt relief); changes in gross foreign assets; and valuation adjustments. For projections also includes contribution from price and exchange rate changes.

4/ Current-year interest payments divided by previous period debt stock.
5/ Defined as grants, concessional loans, and debt relief.

6/ Grant-equivalent financing includes grants provided directly to the government and through new borrowing (difference between the face value and the PV of new debt).

7/ Assumes that PV of private sector debt is equivalent to its face value.

8/ Historical averages are generally derived over the past 10 years, subject to data availability, whereas projections averages are over the first year of projection and the next 10 years.

9/ The grant element may be overestimated due to debt projections.

Definition of external/domestic debt

Currency-based

Is there a material difference between the two
criteria?

Debt Accumulation 9/

2021 2023 2025 2027 2029 2031

= Rate of Debt Accumulation
= = -Grant-equivalent financing (% of GDP)
—— Grant element of new borrowing (% right scale)

External debt (nominal) 1/

of which: Private
30

25

20

2021 2023 2025 2027 2029 2031
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Table 2. Timor-Leste: Public Sector Debt Sustainability Framework Baseline Scenario, 2018-2041

(In percent of GDP, unless otherwise indicated)

Actual Projections Average 7/
2018 2019 2020 2021 2022 2023 2024 2025 2026 2031 2041 Historical Projections
c sector debt 1/ 15 13.9 17.2 19.0 20.5 22.1 234 24.6 5.1 227
of which: external debt 11.5 13.9 17.2 19.0 20.5 22.1 23.4 24.6 5.1 22.7
Change in public sector debt 2.6 2.2 2.4 32 18 1.5 1.6 13 1.2 -0.8 -0.9
28.3 27.7 26.9 45.5 52.7 48.3 36.5 EEX] 334 26.5 346 373
282 282 25.8 45.8 53.5 49.1 37.4 350 345 ﬂ 32,0 383
Revenue and grants 58.5 524 58.2 58.8 56.1 53.3 50.7 485 46.4 321 15.7 69.6 45.5
of which: grants 11.0 9.7 11.8 11.8 11.8 11.8 11.8 11.8 11.8 6.4 19
Primary (noninterest) expenditure 86.7 80.6 84.0 104.6 109.6 102.4 88.1 83.5 81.0 64.4 42.9 101.7 83.8
Automatic debt dynami
Contribution from interest rate/growth differential -0.1 -0.2 11
of which: contribution from average real interest rate -0.2 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.0 -0.1 0.0
of which: contribution from real GDP growth 0 1 -0.2 0 9 -0.2 -0.6 -0.5 -04 -0.6 -0.7 -0.7 -04
Contribution from real exchange rate depreciation -0.3
00 00
Privatization receipts (negative) 0 0 0 0 0.0 0.0 0.0 0.0
Recognition of contingent liabilities (e.g., bank recapitalization) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Debt relief (HIPC and other) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other debt creating or reducing flow (please specify) 0.0 0.0
257 255 245] 423 511471354330 [ _323] 27 368
Sustainability indicators
PV of public debt-to-GDP ratio 3/ = o 10.1 122 13.3 14.2 15.1 16.0 16.8 16.3 9.3
PV of public debt-to-revenue and grants ratio = 17.4 20.8 23.7 26.6 29.9 329 36.1 50.7 59.3
Debt service-to-revenue and grants ratio 4/ 0.1 0.7 0.9 14 2.1 24 25 2.6 2.6 34 5.6
Gross financing need 5/ 282 284 263 46.6 547 504 386 36.2 357 333 28.1
Key ic and fiscal p
Real GDP growth (in percent) -1.1 1.8 -7.6 1.8 3.8 26 20 2.8 3.0 3.0 3.0 14 2.8
Average nominal interest rate on external debt (in percent) 0.0 19 22 1.9 19 1.8 1.8 1.8 1.8 1.7 1.8 0.6 1.8
Average real interest rate on domestic debt (in percent) 14 -34 1.0 -0.1 -11 -2.1 -2.1 -2.1 -2.1 -2.2 -2.1 -1.1 -1.9
Real exchange rate depreciation (in percent, + indicates depreciation) 39 -35 0.0 -2.6
Inflation rate (GDP deflator, in percent) -1.4 54 1.2 20 3.0 4.0 4.0 4.0 4.0 4.0 4.0 4.7 3.7
Growth of real primary spending (deflated by GDP deflator, in percent) -1.0 -5.3 -3.7 26.8 8.8 -4.2 -12.3 -2.5 -0.1 -14 -0.9 -11 0.8
Primary deficit that stabilizes the debt-to-GDP ratio 6/ 255 26.0 234 426 51.7 476 358 337 334 331 28.1 25.0 374
PV ot contingent liabilities (not included In public sector debt) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Sources: Country authorities; and staff estimates and projections.

1/ Coverage of debt: The central government, government-guaranteed debt. Definition of external debt is Currency-based.

2/ The residual in debt-creating flows is financed through excess withdrawals from the Petroleum Fund.

3/ The underlying PV of external debt-to-GDP ratio under the public DSA differs from the external DSA with the size of differences depending on exchange rates projections.

4/ Debt service is defined as the sum of interest and amortization of medium and long-term, and short-term debt.

5/ Gross financing need is defined as the primary deficit plus debt service plus the stock of short-term debt at the end of the last period and other debt creating/reducing flows.

6/ Defined as a primary deficit minus a change in the public debt-to-GDP ratio ((-): a primary surplus), which would stabilizes the debt ratio only in the year in question.

7/ Historical averages are generally derived over the past 10 years, subject to data availability, whereas projections averages are over the first year of projection and the next 10 years.

Definition of
external/domestic debt

Is there a material difference

between the two criteria?

Public sector debt 1/

of which: local-currency denominated

Currency-
based

B of which: foreign-currency denominated

N

2021 2023 2025

2027

2029

of which: held by residents

B of which: held by non-residents

C OO0 OO0 4 oo

2021 2023 2025

2027

2029

25
0
5
0
0

2031

2031
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Table 3. Timor-Leste: Sensitivity Analysis for Key Indicators of Public and Publicly Guaranteed External Debt, 2021-2041

(In percent)

Projections 1/

2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033 2034 2035 2036 2037 2038 2039 2040 2041
PV of debt-to GDP ratio
Baseline 12 13 14 15 16 17 17 17 17 17 16 16 15 14 14 13 12 1" 1 10 9
A. Alternative Scenarios
A1. Key variables at their historical averages in 2021-2041 2/ 12 -54  -120 -183 -243  -302 -360 -413  -461 -505 -545 -581 -614 -642 -668 -690 -710 -726 -740 -751 -760
B. Bound Tests
B1. Real GDP growth 12 15 17 18 19 20 21 21 21 20 20 19 18 17 17 16 15 14 13 12 "
B2. Primary balance 12 21 30 31 31 32 32 31 30 29 28 27 26 25 24 22 21 20 19 18 17
B3. Exports 12 14 17 18 18 19 20 20 19 19 18 17 17 16 15 14 13 12 12 " 10
B4. Other flows 3/ 12 19 25 26 26 27 27 26 25 24 23 22 21 20 18 17 16 15 14 13 12
BS. Depreciation 12 17 7 8 10 n 12 12 13 13 13 13 13 12 12 12 n n 10 10 9
B6. Combination of B1-B5 12 20 17 19 20 20 21 21 21 20 20 19 18 17 16 15 14 14 13 12 "
C. Tailored Tests
C1. Combined contingent liabilities 12 17 17 18 19 20 20 20 20 19 19 18 18 17 16 15 14 14 13 12 "
C2. Natural disaster 12 17 18 20 21 22 23 23 23 22 22 22 21 20 20 19 18 17 17 16 15
C3. Commodity price 12 14 16 16 16 15 14 12 1 9 7 6 4 3 2 1 0 -1 -2 -2 -3
C4. Market Financing na. na. na. na. na. na. na. na. na. na. na. na na na na na na na na na na
Threshold 30 30 30 30 30 30 30 30 30 30 30 30 30 30 30 30 30 30 30 30 30
PV of debt-to-exports ratio
Baseline 103 120 149 187 191 195 195 190 183 174 165 154 144 133 123 113 104 95 87 9 72
A. Alternative Scenarios
A1. Key variables at their historical averages in 2021-2041 2/ 103 -490 -1257 -2254 -2909 -3510 -4063 -4533 -4927 -5251 -5512 -5717 -5872 -5981 -6050 -6082 -6082 -6054 -6002 -5928 -5835
B. Bound Tests
B1. Real GDP growth 103 120 149 187 191 195 195 190 183 174 165 154 144 133 123 113 104 95 87 79 72
B2. Primary balance 103 193 317 381 374 368 358 344 326 306 288 269 250 232 214 198 182 168 154 141 129
B3. Exports 103 149 210 261 264 267 265 258 246 233 219 205 190 175 161 148 135 123 112 102 92
B4. Other flows 3/ 103 169 261 316 313 310 303 290 272 254 235 217 199 182 165 150 136 123 111 100 89
BS. Depreciation 103 120 57 81 91 100 105 106 108 107 105 101 97 92 86 81 76 7 66 61 56
B6. Combination of B1-B5 103 172 154 212 216 220 220 212 204 194 183 172 160 148 136 125 115 105 96 87 79
C. Tailored Tests
C1. Combined contingent liabilities 103 150 183 226 228 230 228 222 213 202 191 180 168 156 144 133 123 113 104 95 87
C2. Natural disaster 103 159 198 249 254 259 260 255 248 238 228 217 205 193 181 170 159 148 138 129 120
C3. Commodity price 103 144 189 219 199 180 158 138 116 95 76 59 43 29 17 6 -2 9 -15 -20 -23
C4. Market Financing na.  na na na na na na na na na na. na na na na na na na na na na
Threshold 140 140 140 140 140 140 140 140 140 140 140 140 140 140 140 140 140 140 140 140 140
Debt service-to-exports ratio
Baseline 7 1 14 16 15 14 12 12 12 12 11 11 11 11 10 9 8 8 8 7 7
A. Alternative Scenarios
A1. Key variables at their historical averages in 2021-2041 2/ 7 1 -4 -26 -44 -60 <77 -125  -168  -206 -240 -268 -292 -313 -331 -347 -360 -369 -377 -382 -386
B. Bound Tests
B1. Real GDP growth 7 1 14 16 15 14 12 12 12 12 1 n 1 1 10 9 8 8 8 7 7
B2. Primary balance 7 1 16 21 19 18 15 20 24 23 21 20 19 19 18 16 15 14 14 13 12
B3. Exports 7 12 17 20 19 18 15 16 17 17 15 15 15 14 14 12 n 10 10 9 9
B4. Other flows 3/ 7 1 15 19 18 17 14 17 20 19 17 17 16 16 15 13 12 1" 1" 10 9
BS. Depreciation 7 1 14 13 12 12 9 10 6 7 6 6 7 7 7 6 5 5 5 5 5
B6. Combination of B1-B5 7 12 16 17 16 16 13 16 14 14 12 13 12 12 12 10 9 9 8 8 8
C. Tailored Tests
C1. Combined contingent liabilities 7 1 15 17 16 15 12 13 13 13 12 12 12 1 1 10 9 8 8 7 7
C2. Natural disaster 7 1 15 18 17 16 13 14 14 14 13 13 13 12 12 1 10 9 9 8 8
C3. Commodity price 7 12 16 19 17 15 12 12 12 12 9 8 7 7 6 4 2 2 1 1 1
C4. Market Financing na. na. na. na. na. na. na. na. na. na. na. na na na na na na na na na na
Threshold 10 10 10 10 10 10 10 10 10 10 10 10 10 10 10 10 10 10 10 10 10
Debt service-to-revenue ratio

Baseline 2 Bl B 3 3 Bl B 4 4 4 4 5 5 5 6 6 5 6 6 6 6
A. Alternative Scenarios
A1. Key variables at their historical averages in 2021-2041 2/ 2 3 -1 -5 -10 -15 -21 -37 -54 -73 -92 -113 -135 -158 -182 -209 -237 -267 -298 -331 -365
B. Bound Tests
B1. Real GDP growth 2 3 4 4 4 4 4 4 5 5 5 6 6 7 7 7 7 7 7 8 8
B2. Primary balance 2 3 4 4 4 5 4 6 8 8 8 9 9 9 10 10 10 10 " " 12
B3. Exports 2 3 3 3 4 4 3 4 5 5 5 5 6 6 6 6 6 6 7 7 7
B4. Other flows 3/ 2 3 3 4 4 4 4 5 6 7 7 7 8 8 8 8 8 8 8 9 9
BS. Depreciation 2 3 4 3 4 4 3 4 2 3 3 3 4 4 5 4 4 5 5 5 6
B6. Combination of B1-B5 2 3 4 4 4 4 4 5 5 5 5 6 6 7 7 7 7 7 7 7 8
C. Tailored Tests
C1. Combined contingent liabilities 2 3 3 4 4 3 4 4 5 4 5 5 6 6 6 6 6 6 6 7
C2. Natural disaster 2 3 3 4 4 4 3 4 4 5 5 5 6 6 6 6 6 6 7 7 7
C3. Commodity price 2 3 3 4 4 4 3 4 4 4 3 3 3 3 3 2 2 1 1 1 1
C4. Market Financing na. na na na na na na na na na na na na na na na na na na na na
Threshold 14 14 14 14 14 14 14 14 14 14 14 14 14 14 14 14 14 14 14 14 14

Sources: Country authorities; and staff estimates and projections.
1/ A bold value indicates a breach of the threshold.

2/ Variables include real GDP growth, GDP deflator (in U.S. dollar terms), non-interest current account in percent of GDP, and non-debt creating flows.
3/ Includes official and private transfers and FDI.
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Table 4. Timor-Leste: Sensitivity Analysis for Key Indicators of Public Debt, 2021-2031

Projections 1/

2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031
PV of Debt-to-GDP Ratio
Baseline 12 13 14 15 16 17 17 17 17 17 16
A. Alternative Scenarios
A1. Key variables at their historical averages in 2021-2041 2/ 12 0 -9 -10 -9 -9 -8 -8 -8 -7 -7
B. Bound Tests
B1. Real GDP growth 12 18 27 34 40 45 50 54 57 59 61
B2. Primary balance 12 21 30 31 31 32 32 31 30 29 28
B3. Exports 12 14 16 17 18 19 19 19 19 18 18
B4. Other flows 3/ 12 19 25 26 26 27 27 26 25 24 23
B5. Depreciation 12 15 13 1 10 9 8 6 5 4 2
B6. Combination of B1-B5 12 19 19 17 18 19 19 19 19 18 18
C. Tailored Tests
C1. Combined contingent liabilities 12 17 17 18 19 20 20 20 20 19 19
C2. Natural disaster 12 17 18 20 21 22 23 23 23 22 22
C3. Commodity price 12 23 39 52 64 74 82 89 94 99 103
C4. Market Financing na. n.a. na. na. na. na. na. na. na. n.a. na.
Public debt benchmark 35 35 35 35 35 35 35 35 35 35 35
PV of Debt-to-Revenue Ratio
Baseline 21 24 27 30 33 36 40 43 46 48 51
A. Alternative Scenarios
A1. Key variables at their historical averages in 2021-2041 2/ 21 0 -17 -19 -19 -19 -19 -20 -20 -21 -22
B. Bound Tests
B1. Real GDP growth 21 32 48 63 78 92 110 127 145 163 181
B2. Primary balance 21 38 57 61 65 68 74 78 82 85 89
B3. Exports 21 26 31 34 37 40 44 48 51 53 55
B4. Other flows 3/ 21 33 47 51 54 57 62 66 68 71 72
B5. Depreciation 21 26 25 23 21 19 18 16 13 10 7
B6. Combination of B1-B5 21 34 35 34 37 40 44 47 50 53 55
C. Tailored Tests
C1. Combined contingent liabilities 21 30 33 36 39 43 47 50 53 56 59
C2. Natural disaster 21 31 35 39 43 47 52 57 61 65 69
C3. Commodity price 21 42 75 106 134 160 190 218 249 281 314
C4. Market Financing na. n.a. na. na. na. na. na. na. na. na. na.
Debt Service-to-Revenue Ratio

Baseline 14 21 24 25 26 26 24 27 31 34 34
A. Alternative Scenarios
A1. Key variables at their historical averages in 2021-2041 2/ 14 21 18 14 13 13 1.0 -0.3 -14 -15 -1.9
B. Bound Tests
B1. Real GDP growth 14 23 3.0 34 37 4.0 4.1 52 6.7 83 94
B2. Primary balance 14 2.1 2.8 33 34 34 32 45 6.0 6.4 6.4
B3. Exports 14 21 25 26 27 27 2.5 3.0 35 38 38
B4. Other flows 3/ 14 2.1 2.7 3.0 31 3.1 29 39 50 53 53
B5. Depreciation 14 24 31 3.1 30 29 25 24 23 22 16
B6. Combination of B1-B5 14 2.1 25 26 2.6 27 24 2.8 32 35 35
C. Tailored Tests
C1. Combined contingent liabilities 14 2.1 2.6 27 2.7 2.8 25 29 32 36 36
C2. Natural disaster 14 2.1 27 27 2.8 29 27 3.0 34 38 38
C3. Commodity price 14 22 31 4.0 4.7 53 5.7 78 108 136 16.0
C4. Market Financing na. na. na. n.a. na. na. n.a. na. na. n.a. na.

Sources: Country authorities; and staff estimates and projections.

1/ A bold value indicates a breach of the benchmark.

2/ Variables include real GDP growth, GDP deflator and primary deficit in percent of GDP.
3/ Includes official and private transfers and FDI.
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Figure 1. Timor-Leste: Indicators of Public an
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——  Baseline Most extreme shock 1/ e ==+ Threshold —_— Reform Scenario
Customization of Default Settings Borrowing Assumptions for Stress Tests*
Size Interactions Default User defined
Shares of marginal debt
External PPG MLT debt 100%
Tailored Tests Terms of marginal debt
Combined CLs Avg. nominal interest rate on new borrowing in USD 1.8% 1.8%
Natural Disasters USD Discount rate 5.0% 5.0%
Commodity Prices ¥ Avg. maturity (incl. grace period) 26 26
Market Financing Avg. grace period 5 5

Note: "Yes" indicates any change to the size or interactions
of the default settings for the stress tests. "n.a.” indicates
that the stress test does not apply.

Sources: Country authorities; and staff estimates and projections.

* Note: All the additional financing needs generated by the shocks under the stress tests are assumed to
be covered by PPG external MLT debt in the external DSA. Default terms of marginal debt are based on
baseline 10-year projections.

1/ The most extreme stress test is the test that yields the highest ratio in or before 2031. Stress tests with one-off breaches are also presented (if any), while these one-off
breaches are deemed away for mechanical signals. When a stress test with a one-off breach happens to be the most exterme shock even after disregarding the one-off
breach, only that stress test (with a one-off breach) would be presented.

2/ The magnitude of shocks used for the commodity price shock stress test are based on the commaodity prices outlook prepared by the IMF research department.
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Figure 2. Timor-Leste: Indicators of Public Debt Under Alternative Scenarios, 2021-2041
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Baseline —— Most extreme shock 1/
- s Public debt benchmark —— 'Reform Scenario
Borrowing Assumptions for Stress Tests* Default User defined
Shares of marginal debt
External PPG medium and long-term 100% 100%
Domestic medium and long-term 0% 0%
Domestic short-term 0% 0%
Terms of marginal debt
External MLT debt
Avg. nominal interest rate on new borrowing in USD 1.8% 1.8%
Avg. maturity (incl. grace period) 26 26
Avg. grace period 5 5
Domestic MLT debt
Avg. real interest rate on new borrowing 0.0% 0.0%
Avg. maturity (incl. grace period) 1 1
Avg. grace period 0 0
Domestic short-term debt
Avg. real interest rate 0% 0.0%

Sources: Country authorities; and staff estimates and projections.

* Note: The public DSA allows for domestic financing to cover the additional financing needs generated by the shocks under the
stress tests in the public DSA. Default terms of marginal debt are based on baseline 10-year projections.

1/ The most extreme stress test is the test that yields the highest ratio in or before 2031. The stress test with a one-off breach is
also presented (if any), while the one-off breach is deemed away for mechanical signals. When a stress test with a one-off breach
happens to be the most exterme shock even after disregarding the one-off breach, only that stress test (with a one-off breach)
would be presented.
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Figure 3. Timor-Leste: Drivers of Debt Dynamics - Baseline Scenario
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1/ Difference between anticipated and actual contributions on debt ratios.
2/ Distribution across LICs for which LIC DSAs were produced.

3/ Given the relatively low private external debt for average low-income countries, a ppt change in PPG external debt should be largely explained by the drivers of the external debt
dynamics equation.
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3-Year Adjustment in Primary Balance
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1/ Data cover Fund-supported programs for LICs (excluding emergency financing) approved since 1990. The size
of 3-year adjustment from program inception s found on the horizontal axis; the percent of sample is found on
the vertical axis.
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Figure 4. Timor-Leste: Realism Tools
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1/ Bars refer to annual projected fiscal adjustment (right-hand side scale) and lines show possible real GDP
growth paths under different fiscal multipliers (left-hand side scale).

22 INTERNATIONAL MONETARY FUND




DEMOCRATIC REPUBLIC OF TIMOR-LESTE

Figure 5. Timor-Leste: Qualification of the Moderate Category, 2021-2031 1/
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Sources: Country authorities; and staff estimates and projections.

1/ For the PV debt/GDP and PV debt/exports thresholds, x is 20 percent and y is 40 percent. For debt service/Exports and
debt service/revenue thresholds, x is 12 percent and y is 35 percent.
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Statement by Afonso Bevilaqua, Executive Director for Timor-Leste,
Bruno Saraiva, Alternate Executive Director, and Diogo Coelho, Advisor

July 9, 2021

On behalf of our Timorese authorities, we thank the mission chief and his team for the
constructive engagement and policy dialogue during this year’s Article IV consultation. Our
authorities also thank the IMF for the invaluable technical assistance received through the years.

As one of the youngest countries in the world, Timor-Leste has made great strides in
securing lasting peace, institutional development, and political stability. Only two decades
ago, Timor-Leste rose from decades of civil conflict to become the first sovereign state of the
century in May 2002. Since independence, the country has made significant progress in
promoting a democratic society, with transparent elections, broad representation, separation of
powers, and rule of law. Timor-Leste has also managed to build its public infrastructure from
scratch, develop its institutions, promote economic development, and reduce poverty. In this
process, the country has greatly benefited from international best practices and from the IMF’s
expertise on how to strengthen efforts to sustain macroeconomic and financial stability and
improve its development trajectory.

Twin shocks and policy response

Forceful policy response last year helped to mitigate the impact of the pandemic. Preventive
measures contained the spread of the novel coronavirus that causes COVID-19. The authorities
also implemented an economic response package to support households and businesses,
comprising a US$200 cash transfer to most households and a 60 percent wage subsidy for
registered firms. This package was vital to mitigate income losses and sustain economic activity.

However, twin shocks caused by the COVID-19 pandemic and by floods pose new
challenges to the economic outlook. Timor-Leste registered its first confirmed case of
community-transmitted COVID-19 in February 2021. As of end-June 2021, there were a total of
9,055 cases and 21 deaths. On April 4, 2021, a devastating flood hit the country, leaving most
parts of Dili underwater. The number of dead or missing stood above 40 and around 16,000
people were displaced. These shocks create significant challenges for 2021, which promised to
deliver strong growth due to improved political stability and last year’s policy support following
negative growth in 2020. The outlook, however, is gradually improving. Vaccination rollout
began last April and, as of end-June 2021, 15.7 percent of the population received at least one
dose, while two percent is fully vaccinated. Australia and China have also pledged to support the
vaccination campaign with 630,000 and 100,000 doses, respectively. Through COVAX, Timor-
Leste has secured additional doses for 20 percent of its population.

The twin shocks required additional fiscal policy support in 2021. The 2021 budget was
rectified by the National Parliament in April 2021, providing additional spending outlays to
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respond to the pandemic and floods. The fiscal deficit is now projected to increase from 26
percent of non-oil GDP in 2020 to 46 percent of GDP in 2021, considering the extraordinary
expenditures to combat the crisis.

Medium-term outlook

The medium-term outlook remains positive, with the new government coalition committed
to investing in human capital and encouraging private sector development. After a sequence
of fragile government coalitions, political stability will contribute to advance the required
reforms to improve business climate, and support economic diversification, especially the
agricultural and tourism sectors. Support for the private sector will also come through legal
reform and harmonization of laws to encourage private investment and job creation.

The authorities are implementing Public Financial Management (PFM) reforms and
improving budget execution and fiscal outturns. With the support from the Fund and the
World Bank, the authorities have drafted a new PFM Law to simplify and streamline budgeting
and procurement processes. The annual budgeting process will take place within a strong multi-
year framework, connecting it to the Multiannual Strategic Plan. A Medium-Term Fiscal
Framework approved and revised annually by Parliament will increase predictability of the
annual budget. The authorities have also recently presented to Parliament a draft of the Budget
Framework Law, which will guide future budgeting and planning process, enhancing
comparability by adopting a chart of accounts and budget classification based on international
standards.

The authorities are fully committed to preserving the Petroleum Fund and maximizing its
developmental impact. Over the years, the authorities have used oil revenues responsibly. They
remain committed to a prudent management of the fiscal accounts that aims at preserving the
resources accumulated in the Petroleum Fund, while addressing the development needs of the
country and exploring new sources of revenues. In 2018, the Petroleum Fund had a balance of
USS$ 15.8 billion. During the last Article IV consultation, the baseline scenario for 2020-2023
projected a balance of US$ 14.5 billion. However, at end-May 2021, the Petroleum Fund had a
significantly higher balance of US$ 19.5 billion, or about 11 times last year’s GDP, making it
one of the largest sovereign wealth funds relative to GDP in the world. Considering that the
Petroleum Fund has been fed mainly by taxes and royalties from the Bayu-Undan field, from
which production is bound to expire in a few years, the authorities are investing in reducing
dependence from the Petroleum Fund and increasing non-oil revenue mobilization. They are also
working on a segmentation of the Petroleum Fund into separate liquid and growth portfolios,
aimed at reducing investment risk, using the Petroleum Fund’s balances more effectively, and
encouraging medium-term fiscal planning. This new approach is based on independent advice
and is consistent with industry best practices.

The Greater Sunrise fields could provide additional oil revenues, but the exploration model
is still to be developed. Given its magnitude (6.6 trillion cubic feet of gas and 273 million



barrels of oil), exploration of the Greater Sunrise fields has the potential to substantially change
the Timorese economy’s outlook. The authorities are committed to developing a model of
production and using future revenues in a manner that addresses the needs of the population, not
only in the short term, but also sustainably over time.

Fiscal consolidation and Debt Sustainability Analysis

Given Timor-Leste’s very low indebtedness and substantial buffers, the risk of debt
distress for the foreseeable future is very low. Total external debt, all consisting of
concessional loans, is only one percent of the existing balance in the Petroleum Fund. Hence, any
risk of debt distress would not come from high indebtedness but rather would arise only if the
fiscal position substantially deteriorates for an extended period. In this regard, the authorities are
disappointed with the change in Timor-Leste’s risk of debt distress assessment by staff, from low
to moderate. This assessment would only hold in the highly implausible scenario of an
unchanged fiscal position for more than a decade. The authorities are fully aware that important
adjustments must be made, in a timely manner, to bring the fiscal accounts to a stronger footing
and therefore avoid depletion of the Petroleum Fund. In this regard, our Timorese authorities are
fully committed to implementing measures to substantially raise the collection of domestic
revenues and ensure debt sustainability over time. They also emphasize the expected
improvements in macro-fiscal conditions in the coming years, given the government’s focus on
political stability and fiscal responsibility. They hope therefore that this downgrade will be
merely temporary, as staff considers mitigating country-specific circumstances and the
forthcoming improvements in the fiscal outlook.

Timor-Leste’s long-term fiscal stability prospects would be enhanced by economic
diversification and additional domestic non-oil revenue mobilization. Although domestic
revenue collections suffered from lower economic activity and the implementation of temporary
relief measures in 2020, the authorities have implemented a wide-ranging set of actions to
increase non-oil revenue mobilization by improving tax administration, promoting economic
diversification, and fostering private-sector job creation. A new Value-Added Tax (VAT) Law is
due in Parliament this year. Other fiscal reforms are in the pipeline, such as the new Tax &
Duties Act, a revised Tax Procedures Code and the establishment of the Board of Tax and
Customs Appeals’ Office. In addition, the recent implementation of program-based budgeting
will facilitate the prioritization of government spending.

Monetary and financial policy

The dollarized monetary regime has worked as an important anchor for the economy. In
recent years, inflation has been low and close to trading partners’ inflation. Inflation expectations
are also well anchored. The authorities continue to carefully assess the merits of maintaining the
current monetary system and stress that, while the current regime has served the country well,
the central bank will keep on reviewing the merits of the current regime versus alternative ones.
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The financial system continues to develop and has weathered the crisis well. Timor-Leste’s
incipient banking system has remained stable throughout the crisis, and the authorities are
vigilant regarding risks related to increasing credit costs and nonperforming loans once the credit
moratorium expires. In this regard, they have implemented measures to improve the regulatory
and supervisory framework, including enhanced reporting standards for the insurance sector,
such as solvency margins, good governance practices, licensing, and supervision for issuing life
insurances.

The authorities are committed to furthering the development of Timor-Leste’s financial
system. Overall, financial inclusion has been improving. The 2020 Financial Inclusion Report,
published in June 2021, showed that access to formal credit markets tripled in the last two years
and about 68 percent of the adult population now have access to financial services. Recently, the
Central Bank (BCTL) launched the “Digital Village Program” to enhance financial inclusion.
Lower-income population in rural areas can have access to an e-Wallet account if banking
services are absent in their villages. The BCTL is also modernizing the payments system,
including via digitalization, while also focusing on financial literacy programs in elementary
schools. In March 2021, the BCTL and the Ministry of Finance launched a system that allows
taxes to be paid via ATM. Additionally, the BCTL has made substantial efforts to improve the
regulatory and supervisory framework of financial institutions as noted above.

Structural reforms and engagement with the IMF

Timor-Leste is moving forward with a series of structural reforms aimed at improving the
business environment and competitiveness and diversifying the economy. Recent measures
include streamlining business registration and licensing, by promoting electronic certification
and quickly issue licensing to low risk businesses; developing extrajudicial means of dispute
resolution, such as arbitration and mediation; and enhancing internet connectivity by setting up a
submarine fiber-cable through Australia’s northern territory. Also, the authorities remain resolute
to fight corruption and strengthen the anti-corruption and AML/CFT frameworks. The new Law
on Measures to Prevent and Fight Corruption, enacted in August 2020, will strengthen
governance and improve procurements processes.

Timor-Leste remains closely engaged with the Fund and other international organizations
in capacity and human capital development. Investing in human capital is a key priority in
Timor-Leste’s institutional and capacity development strategy, aiming at providing opportunities
to the new generations of Timorese. The authorities have increased their engagement with the
World Bank, UNDP, and the Fund on how to drive efficiency in the health and education sectors,
improve data collection, and PFM reform. The authorities have also requested technical
assistance in the design of the VAT implementation plan and tax administration. With
international support, the authorities have also started a program to help assess the outcomes and
impacts of policies on citizen’s lives. The government also plans to change the General
Directorate of Statistics, currently under the Ministry of Finance, into an autonomous institute.



Sustainable Development

The authorities remain committed to a sustainable development agenda. Recent floods
demonstrate the need to enhance the country’s disaster management strategy. The authorities
have taken measures to further develop climate-resilient infrastructure, strengthening the
contingency fund and improving territorial planning for urban and housing development,
especially along riverbanks. Timor-Leste has also achieved substantial progress towards the 2030
Sustainable Development Goals and the authorities remain committed to pursuing a
comprehensive agenda to ensure that development follows a sustainable path.

In conclusion, Timor-Leste is a successful case of building a country under very
challenging circumstances in a very short timeframe, but the task is far from complete. The
Timorese authorities and people are fully cognizant of the magnitude of the mission and are
committed to it for the good of not only the current, but also future generations.
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