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This country economic report on Timor-Leste is part of a series of 
studies, undertaken by various Swedish universities and academic re-
search institutes in collaboration with Sida. The main purpose of these 
studies is to enhance our knowledge and understanding of current 
economic development processes and challenges in Sweden’s main 
partner countries for development co-operation. It is also hoped that they 
will have a broader academic interest and that the collaboration will 
serve to strengthen the Swedish academic resource base in the fi eld of 
development economics.

The study assesses the economic development of Timor-Leste during 
its fi rst fi ve years of independence and analyses the main development 
challenges facing the country, such as the need to increase employment 
and income generation, strengthen public institutions and judiciously 
managing its natural resources. The study was undertaken by Mats 
Lundahl and Fredrik Sjöholm at Stockholm School of Economics.
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Economic 
Development 
in Timor-Leste 
2000–2005

When Timor-Leste emerged as a sovereign nation in 2002 it was a 
country characterized by widespread poverty: Timor-Leste was one of 
the poorest countries both in the East Asian region and in the world 
(Lundahl and Sjöholm, 2005). The fi rst few years of independence have 
been characterized by strong efforts to put institutions in place with the 
help of foreign assistance and by the launching of various programs 
aiming at poverty reduction. The challenges are considerable and new 
problems are emerging. For instance, an unparalleled and increasing 
birth rate makes for a population growth so high that it will put consider-
able strain both on job creation and on the delivery of public services. 
Moreover, a very low level of education makes it diffi cult to expand 
industrial production simultaneously with institutional development. 

The challenges for Timor-Leste are, hence, substantial but they are by 
no means impossible to meet. The main reason for optimism stems from 
Timor-Leste’s large revenues from oil and gas in the near future. Rev-
enues amounting to several billion US dollars will be collected and 
invested in a petroleum fund. If properly managed, these revenues will 
provide a golden opportunity to pursue development oriented policies. 
The international experience of resource revenue management is, how-
ever, not encouraging: most resource rich countries fail to bring about 
sustained development and remain poor. The reason is a combination of 
negative economic effects stemming from volatility of the revenues, 
decreasing competitiveness of tradable goods, and increased corruption 
and institutional ineffi ciencies. 

The purpose of this report is twofold. First, we discuss the develop-
ment in Timor-Leste between 2000 and the present. Second, we focus on 
a few of the economic challenges that have to be met if Timor Leste is to 
secure future growth and development. More precisely, we analyze the 
diffi culties for Timor-Leste when it comes to developing a modern 
industrial sector, as well as the issue of how to translate large oil and gas 
revenues into sustained economic development. 
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Destruction and 
Recovery 1999–2002

When the Indonesians were forced to withdraw from East Timor in 
1999, they left behind a country with an essentially destroyed infrastruc-
ture, a country which was far poorer than necessary. The effects of the 
destruction were clearly visible everywhere (UNDP, 2002, pp. 57–58). It 
is estimated that real GDP fell with no less than one-third between 1998 
and 1999 as a result of the violence and turmoil that accompanied the 
withdrawal. The tremendous contraction of the economy had as its 
mirror image an unprecedented rise in the price level as the scarcity of 
goods became ubiquitous. Just between August and October 1999, the 
price index for the poor in Dili rose by 200 percent, and the price of 
manufactures rose fi vefold. 

Another way of measuring the extent of destruction is to look directly 
at the social and physical infrastructure. Regardless of which indicator 
we choose, the result is dismal. On average, peasant families lost 58 
percent of their goats, 48 percent of their cattle and 47 percent of their 
pigs, i.e. half their livestock was gone. All existing banks, including the 
regional branch offi ce of the central bank were either looted or de-
stroyed, and as a result all transactions in the economy had to be carried 
out on a cash or barter basis. One-third of the electricity-generating 
capacity in the capital was lost, and in the provinces the district capitals 
lost between 50 and 90 percent. The social infrastructure was more or 
less wiped out. No less than 80 percent of all schools and medical clinics 
were destroyed. The transport and communications network, including 
that of the markets, collapsed. Most of the telephone land lines were 
damaged and transports were in extremely short supply. Finally, the 
entire public administration ceased to function. The civil service at the 
time consisted of some 28,000 offi cials. All the top level offi cials, about 
one-fourth, were Indonesians, and these left East Timor.

After the 1999 events, the Timorese economy was one of the poorest 
in the world. The per capita income was presumably less than USD 350 
(UNDP, 2002, p. 83) and no mechanisms were in place that could 
initiate and propel the development process. The country lacked parlia-
ment, administration, police, judiciary and military, and an extensive aid 
effort was necessary to bring about recovery.

This effort to a large extent was directed towards the reconstruction 
of infrastructure. Dwellings were built, telecommunications were trans-
ferred to cell phone networks, the postal service was rebuilt, slowly and 
incompletely, as was also the case with the transport network. The repair 
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of the electricity net was diffi cult and the electricity company had big 
problems charging the consumers.

Nevertheless, by and large, the effort was successful. As it seems, 
recovery was faster in Timor-Leste than in other war-stricken nations. 
The extensive foreign assistance in combination with the UN-led transi-
tional administration (UNTAET – United Nations Transitional Admin-
istration in East Timor) managed to minimize the negative long-run 
effects the catastrophe which hit the country in 1999. A political appara-
tus was built up and a Timorese civil service was created. The recovery 
phase of the Timorese development process was well on its way towards 
completion when the country became independent in 2002. 
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The Economic 
Situation at 
Independence

The State of the Nation Report published by the Timorese planning commis-
sion in April 2002 indicated that GDP per capita was somewhere in the 
range between USD 412 and 452 just before independence (2000 and 
2001, respectively), and that the economy had not managed to recover 
from the 1999 events. Hence, a GDP growth of an estimated 15 and 18 
percent in 2000 and 2001 was not enough to put the size of the economy 
back to the 1997 level because of the very large economic decline in 1999 
(Planning Commission, 2002a, p. 20). 

The economy was completely dominated by subsistence agriculture. 
Between 1993 and 1998 on average, about one-third of the non-oil gross 
regional product of Timor-Leste emanated from agriculture, over 20 
percent came from government services, and a little less from construc-
tion and transport and communications and trade. Hotels and restau-
rants, respectively, contributed between 9 and 10 percent each. The 
share of manufacturing was low, a mere 3 percent (World Bank, 2002b, 
p. 7). 

Agriculture preserved its dominance also after 1999, with close to 26 
percent of the non-oil GDP in 2000, almost as much as the contribution 
of UNTAET-related services for reconstruction. As could be expected, 
construction continued to play an important role (almost 15 percent), 
while the share of manufacturing had shrunk to almost 2 percent (World 
Bank, 2002, p. 7). More than 84 percent of the population lived in rural 
areas in 2001 (Planning Commission, 2002a, p. 22), and agriculture was 
the main source of income in no less than 94 percent of all sucos (Plan-
ning Commission, 2002a, p. 70). As previously stated, the sector received 
a blow through the 1999 events which resulted in a reduction of agricul-
tural GDP with about 40 percent and a loss of 35 percent of the livestock. 
However, crop production recovered in 2000 and 2001, possibly enough 
to put the agricultural sector back at least to the pre-1999 level, if not 
more. Most of the production was for on-farm consumption, and it was 
estimated that in less than 20 percent of the sucos most of the rice and 
maize crop was sold (Planning Commission, 2002a, p. 70). Altogether, 
this was not enough to prevent food shortages of varying severity and 
duration during the November–February period.

The main food crop in Timor-Leste is rice, which is also sold in the 
market. Rice production had recovered in comparison with both 1997 
and 1999, but marketing problems limited the availability in local 
markets. (Planning Commission, 2002a, p. 73). The most important cash 
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and export crop is coffee, a crop grown by around 40,000 farmers at the 
time, which in turn meant that it affected the lives of around a quarter 
(200,000) of the total population. Whether coffee production had recov-
ered from the 1999 disaster in 2001 is diffi cult to tell. The available 
output estimates differ widely and do not make much sense. Also, prices 
were down in the world market, meaning that cash incomes may not 
have been up to their pre-1999 levels. This, in turn, had to be set against 
the high costs that prevailed in coffee growing, with wages comparatively 
speaking higher than in Brazil and high transport costs (World Bank, 
2002b, p. 18). Farmers were reported to be reluctant to sell to the main 
buyer. (Planning Commission, 2002a, pp. 72–73). 

Timor-Leste had no industrial sector at the eve of independence. 
Excepting the government bureaucracy, there was in fact not much of a 
modern sector at all. The money that had been fl owing into the country 
from international donors and investors had been directed mainly to ‘the 
service sector of the economy in Dili, providing retail, bar, restaurant, 
hotel, vehicle rental and telecommunication services. Other foreign 
investments controlled by skilled foreign workers are directly servicing 
the UNTAET reconstruction program’ (Planning Commission, 2002a, 
p. 91).1 It was hardly a coincidence that neither the book edited by Hal 
Hill and João Saldanha on Timorese development challeges published in 
2001 (Hill and Saldanha, 2001) nor the report prepared by the World 
Bank the following year (World Bank, 2002b) had anything to say about 
industrial development. There was simply nothing to write about. The 
State of the Nation Report was vague as well on the issue of industrial devel-
opment (Planning Commission, 2002a, p. 91):
 Although much of the F[oreign] D[irect] I[nvestment] that has oc-

curred so far has largely been in support of UN operations and 
personnel, there has also been considerable longer-term FDI in 
hotel structures, bottled drinking water production plants, and 
warehousing. Although no data is available separating foreign 
from domestic investment by sector, anecdotal evidence suggests 
that there is a small but increasing level of investment in small 
manufacturing operations, for example in coffee processing and 
packaging, and in the construction industry. 

The existing support structures had been destroyed during the 1999 
violence: buildings, power generation, telecommunications, airports, 
land transportation, mail delivery, banks, real estate and land records. 
The state bureaucracy had been wiped out and had to be built up from 
the lowest level to the highest. The people with business experience, 
largely ethnic Chinese from Indonesia, had left the country. The legisla-
tion necessary for attracting the necessary foreign investment was also 
lacking. Timor-Leste did not have any functioning company law, no 
foreign investment law, no bankruptcy law and no effi cient property 
rights law (which in turn opened the door for confl icting claims). The 
Indonesian legislative system had ceased to function and no domestic one 
had been built up. 

Timor-Leste by and large lacked a functioning public administration 
when the country became independent. During the Indonesian occupa-
tion the government sector had been completely dominated by Indone-
sians, and they left in 1999. With the exodus of the trained offi cials 

1  Most new investments were undertaken by Timorese citizens, however, no less than 82 percent of all ventures 

according to government figures. No value estimates were available (Planning Commssion, 2002a, p. 91).
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followed the almost total destruction of all administrative systems and 
structures in the country. The consequence of this was that the United 
Nations Transitional Administration in East Timor (UNTAET) had to 
start building a new administration from scratch, in a situation where the 
number of qualifi ed people was extremely low: a mission impossible 
indeed.

A conscious decision was made to limit the number of civil servants to 
about one-third of the fi gure during the Indonesian period. This gave a 
number of slightly over 9,000 in 2000/01, around 14,800 when defense 
and police forces were added. This target proved to be too optimistic, 
however. When the State of the Nation Report was drafted the number of 
positions actually fi lled amounted to slightly over 10,900, i.e. the shortfall 
was over 25 percent (Planning Commission, 2002a, pp. 37–38). Training 
and capacity development proved to be diffi cult as well. When the 
lessons of the UNTAET experience were summarized in 2002, the 
following conclusions were drawn (UNTAET, 2002, p. xxviii):
 UN benchmarks were used to set-up the administrative system 

but, in light of the situation in East Timor, those benchmarks may 
not have been pertinent. The UNTAET experience has proven 
again that having people with the right set of skills and technical 
knowledge is critical to the effectiveness and success of the mission. 
Having few but competent staff is preferable to having more staff 
but without the requisite skills. In East Timor, two types of people 
were needed – one group with the expertise to get the job done, 
and another with the know-how to train and develop capacities. 
These skill-sets, though not mutually exclusive, rarely reside with-
in the same group. For UNTAET to be more effective, it might 
have required a different team of administrators who could deal 
with the sustainable development issues once the set-up team had 
completed its tasks.

  
Against the above had to be set the fact that Timor-Leste possesses rich 
oil and natural gas deposits in the Timor Sea – one of the twenty richest 
in the world (Planning Commission, 2002a, p. 81). In 2002 the uncer-
tainty with respect to future petroleum revenue fl ows loomed very large. 
Revisions were frequent, and the time profi le of earnings in particular 
turned out to be problematic (World Bank, 2002b, p. 73):
 Revenue fl ow estimates have been subject to signifi cant changes – 

both in aggregate and in their distribution over time – refl ecting 
the evolution of negotiations with the commercial operators. As a 
result, it is not yet possible to derive fi rm revenue projections of the 
oil and gas resources from the Timor Sea.

The conclusions of this was that Timor-Leste would continue to be 
dependent on foreign aid to cover the defi cit in the government budget 
for a few years to come (World Bank, 2002b, p. 74):
 While there may be considerable uncertainty about Timor Sea 

revenue fl ows, it is clear that at least for the next two years such 
revenue under any scenario will be insuffi cient to fi nance govern-
ment expenditure needs. Initial estimates indicate that revenue 
from the Timor Sea will rise suffi ciently by F[iscal] Y[ear] 06 to 
cover anticipated expenditure needs but hat large fi scal surpluses 
are unlikely before the end of the decade.
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Macroeconomic 
Stability

The government budget during the fi scal year 2001/02 could be divided 
into four different parts on the expenditure side, as shown in Table 1, the 
two multilateral trust funds CFET (Consolidated Fund for East Timor), 
for recurrent spending, and TFET (Trust Fund for East Timor), for 
capital projects, expenditures fi nanced by bilateral donors and items 
directly related to the United Nations presence in the country (United 
Nations Transitional Administration for East Timor). The domestic 
revenue raised by the East Timor Transitional Administration (domestic 
taxes plus oil and gas revenue) covered less than 10 percent of the total 
expenditure (a little more than 14 percent excluding UNTAET expendi-
ture). The bulk of non-petroleum revenue came from import taxes (about 
two-thirds), with income tax revenue yielding ten times less because of 
the weak tax base (World Bank, 2002a, p. 86). The expenditure level was 
high in relation to GDP because of the large investment needs. CFET 
plus TFET spending alone amounted to about 28 percent of non-oil 
GDP and adding the bilateral expenditure raises the fi gure to 56 percent 
(World Bank, 2002b, p. 81). 

Table 1: Expenditure and ETTA Revenue (million USD), Fiscal Year 2001/02  
Fiscal Year 2001/02
Total Expenditure 315
CFET 54
TFET 50
Total CFET + TFET 104
Bilateral 110
UNTAET 101
ETTA Revenue 31
Non-Oil and Gas Revenue 19
Timor Sea Revenue 12
Total Expenditure – ETTA Revenue 284

Note: CFET = Consolidated Fund for East Timor; TFET = Trust Fund for East Timor; UNTAET = 

United Nations Transitional Administration for East Timor; ETTA = East Timor Transitional 

Administration

Source: World Bank (2002), p. 81.

The budget defi cit was not monetized, however. It did not generate any 
infl ationary pressure. During the last years of Indonesian administration 
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the rate of infl ation had begun to shoot up, as a result of the Asian crisis 
and the violence and destruction in 1999, which resulted in an acute 
shortage of goods. The latter year, a peak fi gure of 140 percent was 
reached (Planning Commission, 2002a, p. 25). Infl ation was, however, 
brought under control by the introduction of the US dollar as the me-
dium of exchange in January 2000, and the fi nancing of the budget 
defi cit by international grants (pp. 24–25). In 2000, the rate of price 
changes was an estimated 3 percent on a yearly basis, and in 2001, the 
price level had begun to fall (-0.3 percent) (International Monetary Fund, 
2005a, p. 31). 

Still, the price level was artifi cially high, especially in the capital. 
There was a special reason for that: the presence of a large expatriate 
community of people – around 15,000 (World Bank, 2002b, p. 17) – 
involved in the operations of the United Nations and other international 
agencies in Timor-Leste. This presence in fact meant that a dual econo-
my had been created: on the one hand the traditional domestic subsist-
ence economy, on the other hand an urban, aid-driven economy with a 
high purchasing power. The two were furthermore connected, in an 
unfortunate way. One would perhaps think that Timor-Leste would 
display one of the fundamental characteristics of some of the central 
models of dualistic economies (notably Lewis, 1954): an infi nitely elastic 
supply of labor and its concomitant constant wage rate. This was, how-
ever, not the case (World Bank, 2002b, pp. 17–18):
 The large infl ux of international agencies, NGOs and other for-

eign employers – and the shortage of skilled local staff – resulted in 
an estimated quadrupling of wages, measured in US dollars. In 
the coffee industry, for example, unskilled farm labor earned the 
equivalent of $0.90 per day in mid-1999 and now [2002] earns 
$3.50. Civil service wages were set at rates starting at about $85 
per month, which was about three times the average in Indonesia 
[…] The … [most] serious problem with relatively high public sec-
tor wages (at the lower grade levels) is their demonstration effect 
for the private sector. 

Thus, there was a clear wage element in the infl ation process.
To what extent high wages may have resulted in unemployment is 

diffi cult to say. In the fi rst place, defi ning employment and unemploy-
ment is a diffi cult task in the Timorese context. The easiest way is by 
taking the distinction between the formal and the informal sector as the 
point of departure. In the latter, demand and supply balance in the sense 
that most people are their own bosses or work within the framework of 
the family economy. In this segment of the labor market no open em-
ployment will hence arise, because nobody can afford to be without a 
job. Instead, the problem is one of low productivity and incomes. The 
employment problem is a poverty problem. Virtually the entire Timorese 
economy in 2002 may be classifi ed as informal. The upper limit for the 
formal sector could be drawn around 22,000 employees: the public 
administration, the NGOs and some foreign companies, out of a total 
labor force of 310,000. To the latter fi gure some 22,000 entrants in the 
labor market will be added each year, people who in their majority must 
be absorbed by informal economic activities if they are not to become 
openly unemployed (UNDP, 2002, pp. 17–18).

Employment statistics after 1999 are not good. It is estimated that in 
1998 about three-fourths of those in the labor force made their living in 
agriculture, about 9 percent were found in public administration, less 
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than 7 percent worked in the private sector or in NGOs, and an estimat-
ed 6 percent were openly unemployed. Three years later the number of 
openly unemployed had increased to almost 17 percent, while employ-
ment in public administration had fallen substantially, as a result of 
conscious trimming. Employment in the private sector had also been 
somewhat reduced, but not too much, because of the existence of a 
number of public employment projects there. Agriculture continued to 
serve as the sink in the labor market with almost 74 percent of the total 
labor force (Planning Commsssion, 2002, p. 22).

The balance of payments displayed a defi cit on the eve of independ-
ence. During the last years of the Indonesian period (1995–98) Timorese 
exports amounted to some 12–14 percent of the gross regional product on 
average. Agricultural products dominated, with coffee accounting for 
about 60 percent, supplemented by some food crops, livestock, forestry 
and fi shery products. In 2000 and 2001, however, these exports dropped 
drastically, to no more than some 2.5 percent of GDP. (Total exports 
remained more or less at the same level as before 1999, but only as a 
result of the introduction of petroleum exports into the balance of pay-
ments.) The reasons for the decline were to be sought on the one hand in 
the destructions in 1999 and on the other hand in the loss of important 
Indonesian markets and infrastructural trading facilities.2 

Merchandise imports exceeded exports substantially already before 
1999: around 35 percent of GRP. These imports consisted largely of 
food, petroleum and construction materials, and were funded by Indone-
sian transfers. After 1999 imports shot up substantially, as a result of the 
reconstruction activities related to the 1999 destruction. In 2001 they 
were estimated to be close to 125 percent of GDP. The defi cit on the 
current account was an estimated 136 percent of GDP that year, substan-
tially higher than the 4.5–5 percent before 1999. This was clearly an 
exceptional, but necessary, situation requiring exceptional fi nance from 
the international donor community (Planning Commission, 2002a, pp. 
31–33, 129), all of which was extended in the form of grants, which in 
turn implies that Timor-Leste does not have any foreign debt. 

To conclude: looking at Timor-Leste from the stabilization point of 
view at the eve of independence reinforces the impression of aid depend-
ence. The economy displayed large budget and balance of payments 
defi cits fi nanced by an infl ow of foreign grants, increased unemployment 
and an artifi cially high price level, however, under quite unusual circum-
stances, dominated by the reconstruction effort. Thus, with the exception 
of employment, the situation was not one of immediate concern, but the 
defi cits were planned and fi nance automatic, and the price level was 
expected to come down as the foreign presence in the country would 
decrease during the next few years. 

2  Note that all official figures on international trade in Timor-Leste underestimate the real figures, since a large amount 

of unregistered trade is taking place with Indonesia.
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The Development 
Strategy

The development strategy of the Timorese government focuses explicitly 
on poverty eradication. The national development plan specifi es two 
overriding goals, anchored in the expectations of the people (Planning 
Commission, 2002b, p. 1):
a) To reduce poverty in all sectors and regions of the nation, and
b) To promote economic growth that is equitable and sustainable, 

improving the health, education, and well being of everyone in East 
Timor

According to the plan, the road to economic development goes mainly 
via the creation and development of basic institutions in the government 
sector and elsewhere. This is the most immediate task. ‘In the short-term, 
legislation and institutional capabilities will be addressed, together with 
progress in infrastructure, education, and health. In the longer-term, 
development can accelerate on the basis of these foundations.’ (Planning 
Commission, 2002b, p. 2). Among the economic sectors, the plan focuses 
on agriculture, since that is the sector where most of the poor are found. 
A combination of infrastructural works and improved technologies is 
envisaged, and the objective is to enhance productivity in the sector. The 
plan also stresses the importance of micro enterprises and of the private 
sector in general.

The Timorese development strategy provides an explicit ranking of 
the sectors included in the government budget in terms of importance 
when it comes to poverty reduction. Number one is education, followed 
by health, third is agriculture and related activities, and fourth is trans-
port and communication. 

The national development plan covers the fi ve fi scal years 2002/03–
2006/07. It breathes long-run optimism on the economic level (Planning 
Commission, 2002b, p. 58):
 … the immediate challenge is to consolidate on the economic institu-

tions and framework that have been put in place and particularly to 
ensure that public fi nances are put on a sound and sustainable me-
dium term path. Provided the transition away from the United 
Nations period is successfully manoeuvred over coming years, the 
outlook for East Timor is very bright, with the prospect of steadily 
improving and broadly based growth for decades to come, particu-
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larly following the onset of oil production from the Timor Sea and as 
political liberation leads to economic transformation and improved 
effi ciency throughout the country, especially in agriculture. 

At the same time, there is awareness about the short-run dependence on 
external funding (Planning Commission, 2002b, pp. 58–59):
 Successive periods of external rule have left East Timor with a 

fragile economic base and quite low levels of domestic revenue as 
it commences Independence. Prospects appear bright from around 
late in the decade that both domestic and foreign resource con-
straints will ease with the onset of petroleum and gas production 
from the Bayu Undan project in the Timor Sea. However, con-
tinuing assistance from the international donor community will be 
critical, not only in the years leading up to this project, but also 
well beyond it. This Plan asks donors to accept a heavy burden of 
responsibility for seeing through the generous initial assistance 
which has been provided. Any move to premature withdrawal on 
the part of donors would be counter productive for all, and place 
at risk the important advances made to date. In the short-term, 
over the next three years, donors are being asked to provide fur-
ther fi nancial resources to keep basic resources to keep basic op-
erations running effi ciently and to allow for the development of the 
Government’s own modest investment program. In the longer 
term the need will change more to assistance with the develop-
ment of capacity and the building of physical and social infrastruc-
ture.

The macro economy and the public fi nance sector were seen as explicit 
instruments for poverty reduction, and the macroeconomic goals empha-
sized growth, particularly outside the oil sector, but also stabilization: low 
infl ation, more jobs, lower unemployment, improvement of the balance 
of payments and a strengthening of the banking and fi nance sector. On 
the fi scal side the focus was on growing revenues, responsibility in 
expenditures, good management of the budget defi cit and its fi nancing, 
and effi cient management of oil and gas revenues and the savings result-
ing from these (Planning Commission, 2002b, p. 59). A list of policy 
goals, actions and performance indicators was provided.

Guidance in the development effort is also provided by the United 
Nations Millennium Development Goals (United Nations, 2003), which 
have been adopted by the Timorese government. These goals constitute 
quite a challenge for a nation as poor as Timor-Leste. As expected, some 
of them will be easier to achieve than others (UNDP, 2002, p. 27), and 
one of the most important determinants of success will be the ability of 
the economy to achieve sustained economic growth (UNDP, 2003, p. 
117).
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Economic Growth 
2002–2005

Three years after independence, the economy of Timor-Leste remains 
both fragile and vulnerable. The recovery that took place in the wake of 
the destructions in 1999 could not be sustained in 2002 and 2003, and 
real non-oil GDP fell both years, with 6.7 and 6.2 percent, respectively. 
Once the ‘easy’ phase of reconstruction came to an end, moving further 
ahead proved diffi cult. The latest available fi gures tend to indicate 
positive growth in both 2004 (an estimated 1.8 percent) and 2005 (a 
projected 2.5 percent) (International Monetary Fund, 2005a, p. 31). 

These fi gures, however, are not suffi cient to make up for the growth 
of the Timorese population. When the results of the 2003 Demographic 
and Health Survey became available they contained a very fundamental 
fi nding: the fertility rate in Timor-Leste is the highest in the world with 
7.8 children per woman in childbearing age (2001–03), far higher than 
the fi gures for other Southeast Asian countries (The second highest 
fi gure is that for Laos: 4.7). Worse yet, the fi gure appears to be on the 
rise. During the 12 months preceding the survey it was as high as 8.3 
(Ministry of Health et al., 2004, p. 6). Translated into population growth 
terms this implies that the Timorese population every year increases by 3 
percent (World Bank, 2005a, p. 6), which in turn means that real per 
capita income must be falling and presumably also that the extent of pov-
erty is increasing over time. A population growth fi gure of 3 percent per 
annum in turn implies that the population will double in 17 years. It is 
hence obvious that the high fertility rate is a ticking time bomb from the 
point of view of poverty and poverty eradication. If anything, things will 
become worse over the next two decades unless something is done to seri-
ously address the problem.

Recent studies of Indonesia indicate that access to family planning 
may have drastic effects on fertility. ‘… moving from an environment of 
no family planning programs to a full complement of family planning 
programs being in existence since before the woman was born would 
reduce fertility by almost one child per woman’ (Angeles, Guilkey and 
Mroz, 2005, p. 195). Unfortunately, the prevailing attitudes in Timor-
Leste towards family planning appear to imply that the high rate of 
population growth will continue in the foreseeable future. The fertility 
rate did not vary across subgroups among the women between 20 and 
35, and education did not matter either. Higher wealth, on the other 
hand, led to a small reduction (from 8.1 among the poorest households to 
6.9 in the wealthiest). Also, the median age for the fi rst birth appears to 
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be declining: over 24 years for women over 39, 22 for those between 30 
and 39 and 21 for those from 20 to 29. Timorese women express a strong 
desire for many children. Their desired family sizes were the highest ever 
recorded in any demographic and health survey in the world. Only 17 
percent wanted no more children, the same fi gure as the one for the 
population in general. A mere 13 percent of the married women wanted 
access to family planning devices, but not in order to limit the number of 
children (only 3 percent) but to space births properly (10 percent). Alto-
gether only 75 percent of the total demand for family planning was met, 
and over 60 percent of the women and 70 percent of the men were 
completely ignorant about possible family planning methods. A mere 10 
percent of the women used contraceptives (Ministry of Health et al., 
2004, pp. 6–7).

Family planning is a diffi cult subject in Timor-Leste. Especially in the 
countryside, having many children is a sign of wealth, since the children 
can work in agriculture. The high birth rate was a concern for the 
Indonesian authorities in the 1970s and 1980s and it is possible that in 
later years this has been counterproductive, with common people sensing 
a hidden agenda behind the insistence on fewer children. Also, the 
Catholic church is fi rmly against birth control and it is capable of quickly 
mobilizing large numbers of supporters. This was demonstrated in April 
2005 when there were thousands of people in street demonstrations for 
three weeks in Dili, demanding that Prime Minister Mari Alkatiri resign 
because of the government’s decision to drop mandatory religious educa-
tion from the national school curriculum. Even if the infl uence of the 
church could somehow be neutralized, many observers feel that the 
problem would remain, since the prevailing attitudes towards family 
planning are very deeply rooted, as revealed by the Demographic and 
Health Survey.

A national policy for family planning is, however, now in place and 
has been approved by the council of ministers. The government will 
work closely with the church in the implementation. The idea is based on 
the concept of conscious parenthood. Prospective parents are to make 
decisions about the number of children. Regardless of their religious 
background the government is under obligation to provide the available 
information about methods for family planning, and equipped with this 
information, the citizens can make informed choices (Interview with 
Minister of Health, Rui Maria de Araújo, 23 August 2005). 
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The Employment 
Issue: Developing a 
Modern Sector

Growth is intimately linked to employment. The government has set a 
growth target of GDP of 6 percent per annum in the medium term (until 
2009), to come to grips with the employment problem. According to the 
IMF, however, ‘under current policies the authorities’ medium-term 
growth objective of 6 percent will be diffi cult to achieve in light of 
continued diffi culties in budget execution, tapering off donor activity, 
and an incomplete legislative and regulatory framework needed to 
attract private investment’ (International Monetary Fund, 2005a, p. 13). 

Timorese employment statistics are no better in 2005 than in 2002, 
but one safe conclusion is that urban youths who are just entering the 
labor market are a vulnerable group, with an estimated unemployment 
rate of 43 percent, against 20 percent for urban areas on average (World 
Bank, 2005a, p. 4). Needless to say, both fi gures are very high and they 
point directly to the need for expanding the urban sector. Each year 
some 20,000 new entrants are added to the labor force (International 
Monetary Fund, 2005a, p. 13).

The oil and gas sector will provide revenue but it will not provide any 
jobs (see discussion below). The IMF estimates that a growth rate in the 
order of 7 percent per annum is needed in the non-oil sector for enough 
jobs to be created to avoid a rise in unemployment (International Mon-
etary Fund, 2005a, p. 13). Putting more people into agriculture will not 
solve the problem, because diminishing returns to labor will set in, in a 
sector where productivity and incomes are already low. This, in turn, 
calls directly for an extension of the non-oil, non-agricultural sector. At 
the present stage of development in Timor-Leste, in practice no such 
sector exists, except for the public administration and some service 
establishments in Dili, i.e. the sector must be created. 

The most important short-run obstacle to this creation is the weak 
legislative and institutional structure. An IMF mission visiting Timor-
Leste in March 2005 identifi ed the steps already taken to remedy this 
(International Monetary Fund, 2005a, p. 12):
– New land-lease legislation should encourage property rental;
– The new investment laws, despite potential drawbacks from the 

envisaged fi scal incentives, are a major step forward in setting up the 
broad legal framework needed to attract investment;
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– The imminent establishment of a ‘one-stop shop’ for business registra-
tion under the new Investment and Export Promotion Agency is a 
positive sign;

– The prospective enactment of the insurance law should set the stage 
for the development of an insurance market, providing instruments 
for reducing investment risks; and

– The establishment of a regular dialogue between government and 
business to exchange views on solutions for the most urgent legal and 
administrative impediments to the development of private sector 
activity.

The mission also pointed to some additional reforms to be undertaken as 
quickly as possible (International Monetary Fund, 2005a, p. 13):
– Additional steps to streamline business registration practices, reduce 

set-up costs and simplify interaction with the administration;
– Establishment of a comprehensive land-titling system, the absence of 

which hinders land improvement and limits the use of land as collat-
eral;

– A regulatory framework for company incorporation, mediation and 
arbitration;

– The fi nalization of bankruptcy legislation to fi ll a regulatory vacuum 
on creditor rights in case of business solvency problems;

– Licensing of insurance companies; and
– Renewed efforts to develop a strong and independent judiciary, given 

that a fair judicial system able to enforce contracts consistently is a 
primary requisite for private economic activity. 

All these reforms fall into the area of legislation, and institution and 
administration building, and they can be undertaken by the government 
together with the parliament. All of them, however, are merely necessary, 
not suffi cient, measures. Even with all of them in place, there is no 
guarantee that a viable private modern sector will be established. For 
this, incentives that will bring forth entrepreneurs who set up fi rms are 
needed as well. The most powerful of all incentives is the market. If a 
demand exists for a product that can be manufactured in Timor-Leste, 
chances are that fi rms will come into existence as well.

Whether a market exists is, however, an open question. Timor-Leste 
has opted for a very open economy. With the exception of some selected 
items, like cigarettes and alcohol, a uniform ad-valorem tariff of 6 
percent is levied on imports, and no quantitative import restrictions exist 
(International Monetary Fund, 2004, p. 49). This means that both 
internationally and in the domestic market, Timorese producers will be 
subject to competition – strong competition – since Timor is located in 
one of the economically most dynamic regions in the world: East Asia. 
As we have already mentioned, the wage level in Timor-Leste clearly 
exceeds that of its neighbor, Indonesia, and China is moving into the 
world market to an increasing extent.

A manufacturing sector may be diffi cult to develop for yet another 
reason. The level of education is low in Timor-Leste (Lundahl and 
Sjöholm, 2005, pp.18–24), so the supply of skilled workers is small. At the 
same time, the public sector is making strong efforts to build up capacity. 
As we have already seen, these efforts have not been completely success-
ful, and there is still a shortfall. Virtually all the foreign donors are now 
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making strong efforts to help the Timorese to close this gap. Funds are 
being put into capacity building to an increasing extent. This effort will 
continue for a number of years to come and this in turn has implications 
for the creation of a modern private sector. Skilled personnel will be 
drawn primarily into the public sector. The latter exists already and 
there are vacancies to be fi lled. The nascent private sector will have to 
compete with the government bureaucracy for people, and there will be 
an upward pressure on the skilled wage level, and the unskilled will have 
to continue to go into agriculture. The public sector may crowd out the 
private one.

There is also a somewhat more subtle mechanism that may come into 
play. The public administration on the one hand serves as a ‘lubricant’ 
for the private sector, by providing law and order, by building physical 
infrastructure, by providing education, etc. This serves to increase 
private production. But the public sector also competes with the private 
sector for labor, and this of course serves to lower private production. 
The optimal allocation of the labor force between public and private 
activities is when the marginal contribution to private production from 
the ‘lubrication effect’ equals the marginal loss of private production as 
workers leave the private sector to work in the public administration 
instead (Findlay and Wilson, 1987). 

In the long run, the public sector is likely to complement the private 
one through the lubrication effect. In the short and medium term, the 
relation may, however, be a different one, with only weak lubrication and 
strong competition for workers, which acts as an obstacle to the creation 
and expansion of private modern-sector activities. In this sense, too 
many skilled employees may go into the public sector and too few into 
the private one – because the skilled wage level is infl ated by the recruit-
ment of a government bureaucracy. In another sense, however, the public 
sector may be too small. Public sector activities are likely to entail some 
economies of scale, in the provision of law and order, infrastructure etc.

This is illustrated in Figure 1. The marginal cost of providing public 
benefi ts increases at an increasing rate. Had no economies of scale been 
present, the marginal benefi t curve would have been downward-sloping 
throughout. With economies of scale, however, there will be a rising 
segment as well. The marginal benefi t curve rises, reaches a maximum 
and then falls when the economies of scale have been exhausted. Let us 
assume that the economy is in an initial equilibrium with a small public 
sector, equal to P1. Here the marginal benefi t of expanding the sector is 
equal to the marginal cost of doing so. Moving to the right of P1, e.g. to 
P2, will not be meaningful, since in the interval P1P2 the marginal cost 
exceeds the marginal benefi t. P1 is only a local optimum, however, not a 
global one, for if the expansion of the public sector continues beyond 
point B, where the two curves intersect each other, we get into a segment 
where the economies of scale are large enough to make the marginal 
benefi t exceed the marginal cost, until we reach point C where again 
equality obtains between the marginal benefi t and the marginal cost, in 
the global optimum.
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Figure 1: Economies of Scale in the Public Sector

What this means is that if the decision makers are myopic or the public 
sector cannot be expanded for some other reason, the economy may be 
stuck in the low-level equilibrium P1 where the lubrication effect on the 
private sector is too weak. This situation is quite likely to apply in Timor-
Leste, where, so far, the build-up of the public sector has not been alto-
gether successful (World Bank, 2005a, p. 19):
 Capacity-building initiatives have often operated in the absence of 

a clear sectoral strategy and institutional framework, and without 
reference to the development and streamlining of systems and 
processes. In-line technical assistance was most often provided 
without careful succession planning to ensure that local staff ac-
quired the qualifi cations needed to take over internationally staffed 
positions. Due to the emergency situation and the shortage of 
qualifi ed national staff, international advisers tended to focus 
mainly on re-establishing administrative functions and perform-
ing line functions. As a result, the impact of these advisers on the 
capacity of their counterparts has been variable and highly de-
pendent on the technical and inter-personal skills of advisers and 
advisees alike. Training programs have almost exclusively targeted 
the development of knowledge and skills, at the expense of critical 
guidance on leadership, management, attitudes and behaviors, 
and systems and processes. The lack of a systematic approach to 
capacity development has therefore left many institutions with 
limited capacity. 

The result of this has been a budget execution rate that falls short of the 
approved expenditures. In 2002/03 it amounted to 95.3 percent and for 
2003/04 the fi gure was 92.7 percent (Lundahl and Sjöholm 2005, p. 35). 
At the end of February 2005, 57 percent of the 2004/04 expenditures 
had been executed, against a targeted 67 percent, i.e. the execution rate 
was a mere 85 percent (World Bank, 2005a, p. 13). What this implies is 
that lubrication effect is likely to have been small, while at the same time 
the expansion of the public sector has served to increase skilled wages, 
and if this continues during the next few years as well, the net effect of 
public spending on private production may be small, negligible or in the 
worst case negative. 
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This presumption is borne out by the conclusions reached by the 
World Bank in its country assistance strategy for Timor-Leste for 2005–
08. The two main conclusions drawn about the relations between the 
public and the private sector were (1) that the infrastructure is poorly 
developed and factor costs high and (2) that while good progress has been 
made on the completion of the regulatory framework of private business, 
the associated administrative procedures are both unclear and cumber-
some (World Bank, 2005b, p. 14). The road network is extensive, but it is 
also in poor condition. Air transports to and from the country are 
expensive. The electricity supply is among the costliest in the world. In 
district capitals electricity is available for a few hours per night, and most 
of the countryside has no electricity at all. Phone calls cost 12–23 cents 
per minute as compared to 3–9 cents in Indonesia. The landline network 
does not extend outside the major towns, and mobile phone coverage in 
rural areas is only patchy. The wage level is several times the one prevail-
ing in the rest of the region while the labor productivity remains low. 

On the legal front several obstacles remain as well, in spite of some 
recent progress (World Bank, 2005b, p. 14):
 The law on commercial societies, the insurance law, and the do-

mestic and foreign investment laws have all been promulgated. 
Laws on payments and bankruptcy are currently under develop-
ment. While this progress is laudable, in practice businesses face 
weak administration and rule of law. The process for business reg-
istration is complex and unclear. Customs procedures are lengthy, 
creating unnecessary administrative hurdles. Increasingly, busi-
nesses also complain of harassment and corruption. The justice 
system remains particularly weak with regard to the resolution of 
civil cases. At the end of 2004, the Court of Appeals alone had a 
backlog of 34 civil cases and had only ever resolved three. A frame-
work law on land and property rights has been promulgated, as 
has a decree law on the leasing of Government property. The cor-
responding law on the leasing of private property is under consid-
eration by Parliament, and laws on land dispute mediation, land 
rights and title restitution, and foreign owner compliance are in 
progress. Implementation of these laws will depend signifi cantly 
on future progress in cadastral work and the registration of titles.

Implementation will be a problem at least in the immediate future 
because of the large problems plaguing the justice sector (World Bank, 
2005a, p. 8). It is thus obvious that the development of an effi cient public 
sector has not moved very far beyond the mere beginning. Progress on 
his front is a priority also from the point of view of private production. 
The economy must be made to move out of the ‘competitive’ stage, 
where the two sectors appear as ‘rivals’, and into the ‘complementary’ 
one. 
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Stabilization Aspects

As we have already pointed out, the budget situation in Timor-Leste has 
undergone a drastic improvement. On the revenue side this has been due 
not only to the rise of the oil and gas revenue over time but also to 
improved collection and administration of domestic revenues. On the 
expenditure side, the weak institutional and administrative framework 
has contributed to keeping expenditure on a lower level than the one 
originally budgeted, but the rising budget surplus is also due to the 
deliberate policy of not attempting to spend more than what can be 
productively absorbed by the economy at the present stage. As will be 
discussed in more detail below, the increasing infl ow of revenue resulting 
from the oil gas exploitation in the Timor Sea is instead put into a special 
oil fund. The overall defi cits (before foreign aid) of 2002/03 and 2003/04 
were converted into a huge surplus in 2004/05, with reality outstripping 
also the revised budget fi gures, and this surplus will continue in 
2005/06. The only question that remains is how large it will be. The 
decisive factor is the size of the oil and gas revenues.

Table 2. The Government Budget 2002–2006. Share of GDP (percent)

Fiscal year 2002/03 2003/04
2004/05

revised 
budget

2004/05
IMF staff 

projections

2005/06 
draft 

budget

Revenue 13.5 21.0 46.9 80.5 54.3

Domestic revenues 5.3 8.7 9.2 9.6 10.1

Oil/gas revenues 8.2 12.3 37.7 70.9 44.2

Expenditure 19.6 21.4 22.9 21.6 33.3

Recurrent 
expenditure 15.6 8.5 19.7 9.2 21.7

Capital expenditure 4.0 2.9 3.2 2.4 11.6

Overall balance -6.1 -0.4 24.0 58.9 21.0

Sources: 2002/03: International Monetary Fund (2004), p. 23;  2003/04–05/06: IMF (2005), p. 32.
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The budget surplus is mirrored in the balance of payments fi gures as 
well. The balance of trade is strongly negative, and so is the service 
account, but once the oil and gas revenue is added the gap starts to close, 
and when the international assistance responsible for about half of all 
imports is brought into the picture as well, the current account displays 
an increasingly positive picture. Ever since 2002, as a result of the oil and 
gas revenue, Timor-Leste has increased its foreign assets.

Table 3. The Balance of Payments 2002–2005 (millions of USD)*
Year 2002 2003 2004 2005
Exports of goods exclusive of oil/gas 
revenues 6 7 8 10 

– Coffee 5 6 7 8
Imports of goods -266 -221 -202 -214
– International assistance-related -141 -109 -100 -108
Trade balance -260 -213 -194 -204
Services net -56   -48 -34 -27
Income net 6 5 30 54
– Oil/gas royalty and interest (IMF) 4 3 26 49
Current transfers net exclusive 
of international assistance 23 38 122 159

– Current transfers net: oil/gas tax revenue 16 32 116 153
Current account exclusive 
of international assistance -288 -218 -77 -18

Current transfers net: international assistance 314 235 195 167
Current account inclusive of international 
assistance 26 17 119 149

Capital and financial accounts -11 16 7 67
Errors and omissions net 5 -15 -4 0
Overall balance 20 18 122 216
Changes in foreign assets (- = increase) -20 -18 -122 -216
– Oil/gas revenue (- = increase) -13 -16 -119 -205
Gross foreign assets (end of period) 44 61 183 399

* 2002–03: actual; 2004 estimates; 2005: projections. Some items do not sum to the total 

due to rounding.

Source: International Monetary Fund (2005a), p. 35.

The favorable budget and balance of payments situation has also contrib-
uted to keeping the rate of infl ation more or less under control after the 
extraordinary year 1999. In 2002 the fi gure was up to 9.5 percent after a 
negative rate the preceding year. In 2003 the fi gure had been brought 
down to less than half: 4.2 percent, in 2004 it probably fell to 1.8 percent 
and the projected rate for 2005 is 2.5 percent at the end of the year 
(International Monetary Fund, 2005a, p. 31). Even more important is the 
fact that Timor-Leste has chosen to use the US dollar as its national 
currency. This means that it is diffi cult to deviate from the rate of infl a-
tion that prevails internationally. Should the demand level increase, this 
will lead to a rise in the price of non-traded (domestic) goods, while the 
price of traded goods will not change, since it is given by the conditions 
prevailing in the world market. At the same time currency will start to 
fl ow out as imports of traded goods increase, to close the gap in the 
balance of trade. This will in turn reduce the money supply (which 
consists only of foreign currency) and hence act so as to dampen demand, 
including the demand for non-traded goods, whose price will now fall. 
Adjustment will be automatic and the economy will revert to its original 
position.
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Oil in Timor-Leste

As we have already seen, the expected public revenues in Timor-Leste 
are highly uncertain and estimates have been substantially revised time 
after time (see Table 2). The reason is, again, that the revenues are 
dominated by oil incomes and that these are particularly diffi cult to 
predict. The uncertainty is twofold. Firstly, the price on oil is very 
volatile, which makes it diffi cult to predict value of future revenues. 
Secondly, it is uncertain how large oil endowments are that belong to 
Timor-Leste: how much oil is found in the territory of Timor-Leste, and 
how large is this territory? Solving the former issue requires more seis-
mological exploration. The second issue, in turn, concerns the contro-
versy with Australia over the sea boundaries. 

Volatile Oil Prices
Figure 2 reports oil prices between April 1985 and January 2006. More 
precisely, the fi gures are the daily oil spot prices of North Sea oil 
(BRENT), which is the most commonly used measure on world oil 
prices.3 A few conclusions can be drawn from the fi gure. Firstly, prices on 
oil are very volatile, ranging from under USD 10 per barrel in July 1986 
to around USD 68 in August 2005. The volatility is high even within 
years. For instance, prices in 2005 ranged between USD 38 and 68, a 
difference of 78 percent.

3 The price on BRENT is very similar to the price on West Texas intermediate crude oil (WTI Crude) but differs from the 

price on oil from the Middle East (Dubai Crude Oil).
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Figure 2. Daily Oil Spot Price 1985–2006 (USD per barrel)

Source: DataStream.

Secondly, the fi gure seems to suggest that the price trend has been 
positive since 2002 and that current oil prices are very high in a histori-
cal perspective. Any prediction of future oil revenues, however, has to 
consider the question whether the current high oil price will remain or 
whether the volatility will continue with new declines in the price. Some 
observers suggest that the high oil price is here to stay because of a 
structural shift in the oil market where too little investment in oil produc-
tion will lead to a shortage for the foreseeable future. Other observers 
argue that the current high price is due to cyclical factors, such as the 
war in Iraq the strikes among oil workers in Venezuela in 2002, problems 
in Nigeria, and an unsustainably high oil demand in China. The propo-
nents of this cyclical explanation of high oil prices believe that prices will 
soon return to more normal levels.4 The different opinions on what the 
causes of high oil prices are, and how the prices are going to move in the 
future, underline the high degree of uncertainty and the diffi culties of 
calculating the value of any oil and gas reserves in Timor-Leste.

Territorial Disputes
The controversy over the maritime boundary between Timor-Leste and 
Australia goes back to the colonial days. Indonesia and Australia agreed on 
a maritime boundary in 1972 based on the principle of ‘continental shelf’ 
rather than on the distance between countries (King, 2002, p. 3). More 
precisely, Australia successfully argued that the Timor Trough was a natural 
boundary since it separated the continental shelf of Australia from that of 
Timor (and other parts of Indonesia). Portugal, however, refused to accept 
this argument and maintained that the natural boundary would be half way 
between East Timor and Australia. Australia continued to argue that the 
natural solution would be to draw a straight line between the two ends of the 
boundary negotiated with Indonesia (see Map 1 in the appendix). 

While the maritime border between Australia and Indonesia had 
been determined both west of the West-East Timor border and east of 
the island of Timor, no agreement was reached on the portion corre-
sponding to the extension of East Timor itself before the Indonesian 
occupation. A ‘gap’ remained on the map, a gap that became known as 
the Timor Gap (Antunes, 2002, p. 5). 

4 See (Stevens, 2005, p. 28) for a discussion on structural and cyclical explanations to the oil price.
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The occupation meant that an agreement on the Timor Gap was to 
be made between Indonesia and Australia, and negotiations started in 
1979. This time, however, Indonesia was not willing to place the bound-
ary according to Australia’s argument of continental shelves, partly 
because with time international praxis had become less favorable to the 
Australian argument (Antunes, 2002, p.10). No boundary agreement 
could be made and it was instead decided that the disputed area would 
be a Zone of Cooperation for joint development.

The independence of Timor-Leste has brought the boundary issue up 
again. As in the previous disputes, the disagreement is whether the 
boundary should be based on the distance between Timor-Leste and 
Australia or on the principal of continental shelves. The latter argument 
seems be weaker today than at the time of the 1972 settlement between 
Indonesia and Australia. A large number of similar cases around the 
world have been settled and they seem to support a boundary based on 
distance (Dusevic, 2004). Also, it has been questioned whether the 
division of the continental shelves is really located in the Timor Gap; 
some reports suggest that the division is actually found north of Timor-
Leste (Bugalski, 2004, p. 291). The Australian refusal to let the dispute 
be solved in the International Court of Justice may be an indication of 
that Timor-Leste’s case is relatively strong (McBeth, 2004b).5 

Moreover, Timor-Leste is also claiming areas to the east and west of 
the Zone of Cooperation. The previous boundary takes in to account the 
location of some very small Indonesian islands, something that might go 
against international law and which has been protested against by 
Timor-Leste (Bulgaski, 2004, pp. 291–92).

The Australian dilemma is twofold. An agreement based on the 
principle of a median boundary between Timor-Leste and Australia 
would place basically all the oil and gas fi elds within Timor-Leste’s 
territory (see Map 2). Also, Australia is afraid that by giving in to Timor-
Leste, it will open up for Indonesian complaints and renegotiations of the 
1972 agreement as well (McBeth, 2004b).6

Soon after 1999 it became obvious that the negotiations between 
Timor-Leste and Australia were going to be diffi cult and the UNTAET 
initiated an agreement with Australia that secured the continuation of 
the work in the Zone of Cooperation, now renamed the Joint Petroleum 
Development Area ( JPDA) (Antunes, 2002, p. 13). The Timor Sea 
agreement was signed in March 2003. Australia offered Timor-Leste a 
more favorable agreement where Timor-Leste received 90 percent of the 
oil revenues compared to the previous Indonesian share of 50 percent 
(República Democrática de Timor-Leste, 2003). All of the JPDA is north 
of the median line and, hence, in the area claimed by Timor-Leste.

Australia is continuing to take all, or the bulk of, the revenues from a 
number of fi elds that are in the immediate vicinity to the west or the east 
of the JPDA, such as the Corallina and Laminaria fi elds to the west and 
the Sunrise fi eld to the east. Moreover, Australia is accused of delaying 
any settlement and in the meantime exhausting the reserves in areas 
claimed by Timor-Leste (Gavin, 2004).7 Australia is also continuing to 
issue exploration licenses in the disputed area (Bugalski, 2004, p. 290).

5 Australia withdrew from the section of the International Court of Justice that deals with maritime boundary disputes as 

late as two months before Timor-Leste’s independence.
6 It should be noted that the maritime boundary between Indonesia and Timor-Leste also awaits settlement. It seems 

today that a permanent boundary between these two countries may be affected by the outcome of the negotiations 

between Australia and Timor-Leste.
7 For instance, Australia receives revenues of USD 1million per day from the Laminaria-Corallina and Buffalo fields that 

are now exhausted to at least 75 percent (Bugalski, 2004, p. 293).
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A likely future scenario is that Australia and Timor-Leste will sepa-
rate the fi nancial and the boundary aspects of the dispute and agree on a 
revenue sharing arrangement in the disputed area and continue with 
negotiations on the sea boundary. 

The Timor-Leste Oil Reserves
The exact size of the gas and oil reserves of Timor-Leste is not known 
since the area has been under-explored and all geological reports on 
Timor-Leste were destroyed in the confl ict in 1999 (ESCAP and UNDP, 
2003, p. 25). A more careful mapping of Timor-Leste’s natural resources 
conducted in 2002 suggested that the country possessed rich mineral and 
hydrocarbon resources (ESCAP and UNDP, 2003). Another major 
seismic survey was completed in 2005. It indicated that the probability of 
large endowments of oil and gas was high (Demongeot, 2005). 

Map 3 in the Appendix shows some initial estimates of the gas and oil 
potential in Timor. Most prospects are found in Timor-Leste and rela-
tively few in West Timor. Moreover, it is the south coast and the area in 
its immediate vicinity that are the most promising areas for gas and oil. 
No oil and gas deposits have been identifi ed on the north coast of Timor-
Leste, and no production has begun anywhere in mainland Timor-Leste. 
Some minor wells were drilled in the early 1900s for the purpose of 
fi ring steam boilers (McBeth, 2004a). The Japanese also extracted small 
amounts of light crude oil during the occupation. Between 1957 and the 
Indonesian occupation in 1975, around 21 land wells were drilled with-
out commercial success (Wilkinson, 2005). 

All of Timor-Leste’s oil and gas production presently takes place in 
the JPDA (see Maps 1 and 2 in the Appendix). Most oil extraction is 
concentrated to the Bayu Undan fi eld, where production started in April 
2004. The fi eld produces around 110,000 barrels of liquids per day. A 
second phase involving the piping of gas to Darwin is expected to start in 
2006 (World Bank, 2005c, p. 3). The gas reserves at Bayu Undan are 
estimated to be about 400 million barrels of liquids and 3.4 trillion cubic 
feet of gas (Timor Sea Offi ce, 2006a). These reserves are expected to last 
for about twenty years and they have an estimated value of USD 6–7 
billion (Kyne, 2005).

Elang Kakatua is the only other fi eld presently being developed. It 
contains relatively small amounts of gas, and is expected to be exhausted 
in the next few years. The Phoenix fi eld is located next to the Bayu 
Undan fi eld in the JPDA, but has not yet been developed. It is estimated 
to contain about 2.3 trillion cubic feet of gas.

The Sunrise fi eld was discovered already in 1974 and is expected to 
be even larger than the Bayu Undan fi eld. Estimates suggest that it 
contains about 8.3 trillion cubic feet of gas (three times that of Bayu 
Undan) and another 200 million barrels of gas (International Monetary 
Fund, 2005b, p.19). The Sunrise fi eld operator, Australia’s Woodside 
Petroleum, has frozen its activities until an agreement is reached between 
Australia and Timor-Leste with respect to the division of the revenue 
(Choy, 2005). The problem with the Sunrise fi eld is that it is located both 
in the JDA and in the disputed sea area. Today, Australia is to receive 82 
percent of the revenues from the sunrise fi eld and Timor-Leste 18 per-
cent. The shares were decided in an agreement made in March 2003, 
but the Timorese government is not pleased with the outcome and wants 
a larger share. As of late 2005, it seems that negotiations have brought 
the two countries close to an agreement where each will receive half of 
the revenues and where the maritime negotiations are deferred for 50 
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years (e.g. Wilson, 2005). Such an agreement is expected to bring Timor-
Leste about USD 13 billion altogether from the Bayu Undan and the 
Sunrise fi elds.

Some estimates suggest that Timor-Leste’s (unchallenged) part of the 
Timor Sea may contain half a billion barrels of light oil and some 10 
trillion cubic feet of gas (Chua, 2005). Independent contractors will carry 
out extraction from Timor-Leste’s part of the Timor Sea. The govern-
ment is presently trying to create an interest in extraction rights among 
international oil companies. In a fi rst stage, about 30,000 square kilome-
tres between the southern coast of Timor-Leste and the JPDA are to be 
explored by foreign investors (Chua, 2005). The government is expected 
to get a substantial share of the revenues: a royalty of 5 percent of gross 
output, 40 percent of the profi ts, and a 30 percent tax on profi ts from the 
contractor’s share (Demongeot, 2005). How attractive these conditions 
are for the contractors and whether this will result in active participation 
remains to be seen. 
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The Resource Curse

Natural resources have sometimes been seen as a curse because of the 
weak economic performance of many resource rich nations. Countries 
such as Nigeria, Zambia, and Guyana are relatively resource rich but 
have also have displayed very slow growth over the last decades and are 
poor in terms of GDP per capita. In other words, these countries have 
not been successful in lifting the population out of poverty despite their 
wealth of resources (Auty, 1993, 2001, Sachs and Warner, 1995, 1999). In 
addition, resource rich countries tend to have a more unequal income 
distribution, less democratic regimes, and more corruption (Palley, 2003). 
These fi ndings might sound surprising but while rich resource endow-
ments were an advantage for industrialization and growth during the 
nineteenth century, falling transport costs have later reduced this growth 
effect and such endowments might instead lead to various problems as 
discussed below. 

Countries with rich oil endowments are no exceptions to the resource 
curse and as as group they have performed economically worse than 
other countries over the last couple of decades (Sachs and Warner, 1995, 
p. 11). In fact, after some years of rapidly raising incomes, most oil rich 
countries have seen their per capita incomes fall back to the levels of the 
1970s or 1980s (Karl and Gary, 2004, p. 35). 

There are several mechanisms behind the observed negative relation 
between natural resources and economic growth. The World Bank 
(2005d, p. 304) makes a distinction between two sorts of mechanisms: 
economic effects and institutional effects. One economic effect is the so-
called Dutch Disease: an appreciation of the currency due to increased 
export revenues from resource export that may shift resources away from 
sectors with high growth potential to non-tradable sectors with lower 
growth potential (Corden and Neary, 1982). In an economy that has its 
own currency this shows up in two different ways. In the fi rst place, the 
domestic currency will appreciate as foreign currency fl ows in as a result 
of oil and gas extraction. The domestic cost level then rises in terms of 
foreign currency and it becomes harder to export goods and services 
other than those which led to the original infl ow. The infl ow of foreign 
currency increases the money supply and with that also domestic de-
mand and hence the price of non-traded goods. (The price of traded 
goods, on the other hand, will remain constant since this is determined 
in the world market.) Production factors are pulled out of the traded 
goods sectors and into activities producing non-traded goods.
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Moreover, prices of natural resources tend to be volatile, as the 
example of oil in Figure 2 shows. Volatility has negative effects on 
economic development. For instance, the boom and bust cycle of re-
source prices tend to make a country overspend during the boom period, 
and because of the uncertainties, it also tends to lead to high interest 
rates, and thereby to less investments in other sectors of the economy 
(Hausmann and Rigobon, 2002). 

Another explanation – perhaps the most important one – is that 
resource endowments may ruin institutions and increase rent seeking. 
Firms and individuals become more focused on lobbying for economic 
rents than to concentrate on effi cient use of the resources (Lane and 
Tornell, 1995). A number of studies have demonstrated that resource rich 
countries tend to have poor institutions and that these poor institutions 
explain almost all of the poor growth performance.8 One suggested 
reason is that windfall profi ts from natural resources tend to corrupt the 
bureaucracy by shifting its focus away from delivering public services to 
fi ghting for control over the rents (Sala-I-Martin and Subramanian, 
2003). Some observers claim that oil is related to more corruption than 
any other line of business, with the exception of arms deals (Gutiérrez, 
2003). It should also be noted that even when oil rich countries attempt 
to provide e.g. health and education to the population, the results tend to 
be relatively poor because of the lack of rigor and perseverance in the 
implementation and the control of costs and outcomes (Karl and Gary, 
2004, p. 36). 

Is Timor-Leste at Risk?
One can of course only speculate about the risk that Timor-Leste will 
suffer from Dutch Disease, fall into the trap of overspending, or see 
corruption and ineffi cient institutions constrain future development. 
However, poor resource rich countries with poor institutions are the ones 
most likely to fall into the resource curse trap (Bulte et al., 2005, p. 1039). 
It therefore seems reasonable to assume that the risk for Timor-Leste is 
relatively high and that it may be worth while to consider.

The two Dutch disease effects, the appreciation of the currency and 
the increased price level, are both negative for the non-oil tradable 
sector. Since the currency of Timor-Leste is the US dollar, however, the 
former effect disappears. What remains is the latter effect: an increased 
money supply, increased demand, and higher prices of non-traded goods. 
The competitiveness of traded goods is eroded when wages and prices on 
inputs increase but output prices remain at the world level. Alternatively, 
as in the case of Timor-Leste, it becomes diffi cult for sectors that attempt 
to establish themselves in the export market to compete for resources. 
Thus, there is a risk that large oil revenues may act as an obstacle to the 
development of non-traditional exports and in addition create diffi culties 
for the traditional exports of coffee. This seems to be a real threat, 
especially when we consider Timor-Leste’s already relatively high prices 
and wages.

One problem with oil extractions is that it is conducive only to rela-
tively weak linkage effects that can be used to encourage the creation of 
a modern sector in Timor-Leste. In other words, purchases of domestic 
inputs are very small and relatively few local citizens are employed in the 
oil sector. The government is trying to persuade the Australian govern-
ment and the oil fi eld operators that some refi neries should be located on 

8 See World Bank (2005b, p. 306) for a summary of the literature.
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the south coast of Timor-Leste. The idea is that these refi neries would 
increase the amount of linkages with the local economy. The distance 
from Timor-Leste to the oil fi elds is less than half the distance from 
Darwin to the fi elds, which is an argument in favor of a Timor-Leste pro-
cessing industry. It would mean, however, that the pipeline has to cross 
the very deep Timor Through, and this may create some technical 
diffi culties. Moreover, whether the government will be successful is 
highly uncertain, since a pipeline to Darwin is already under construc-
tion at a cost of USD 500 million (Timor Sea Offi ce, 2006a). Accord-
ingly, a USD one billion processing plant is being set up in Darwin, in 
addition to already existing plants and infrastructure.

The Timor-Leste government is aware of the uncertainty of future oil 
revenues and the risk of overspending. This is one of the main reasons 
why an oil fund has been set up (see the discussion below). It is also 
widely acknowledged that Timor-Leste has so far avoided the trap and 
that it is pursuing a prudent macroeconomic policy (e.g. World Bank, 
2005b, p. 6). 

Finally, it is diffi cult to predict whether oil revenues will have a 
negative impact on institutions in Timor-Leste. Institutions are today 
very weak and many crucial ones, like the judiciary and the Ministry of 
Finance, are totally dependent on foreign expertise. So the relevant 
question is not whether windfall revenues will destroy existing institu-
tions but rather if they will become an obstacle to their development. 

The main risk is perhaps if bureaucrats are seeking ways of enriching 
themselves rather than focusing on the provision of public goods. Again, 
this type of behavior is likely to increase in situations with large infl ows 
of oil revenues. The risks are particularly high in countries, such as 
Timor-Leste, which are characterized by a lack of an effi cient civil 
service, a legal system, tax authorities, and media (e.g. Karl and Gary, 
2004, p. 40). Other high-risk countries are those without democratically 
accountable leaders, active civil societies and transparent policy proc-
esses. Here, Timor-Leste may however, be performing better than many 
other oil producing developing countries.

Corruption may have been relatively uncommon during the fi rst few 
years of independence, at least compared to many other countries in the 
region. Lately, however, rumors have begun to circulate to the effect that 
corruption is on the rise. For instance, a World Bank report claims that 
corruption is increasing and that this may seriously jeopardize the 
country’s economic development (World Bank, 2005b, p. 5). Some 
observers also mention that alliances between state and business interests 
could create another future problem. Finally, it is claimed that border 
and port offi cials take bribes to ignore the widespread smuggling of 
goods from Indonesia, and public offi cials are said to occasionally accept 
money in connection with public procurements (e.g. UNOTIL, 2005a, b; 
Dodd, 2005b).

It is impossible to know exactly how serious the situation is and how 
much substance there is behind the various types of accusations, but the 
government must take the potential problems of corruption and its 
negative effect on institutions seriously. It is therefore positive that the 
Prime Minister has recently ordered a criminal investigation following a 
report on alleged cases of corruption (Timor Post, 2005). More precisely, 
the Offi ce of the Inspector General, with the assistance of the United 
Nations, completed investigations of 66 cases of alleged corruption 
between 2001 and 2005 (UNMISET, 2005). Five cases were deemed to 
be criminal acts, including theft, bribery and falsifi cation of offi cial 



33

documents. The remaining 61 were considered to be instances of negli-
gence by public offi cials. Moreover, some ministers often claimed to be 
involved in corruption were removed in the mid-2005 reshuffl e of the 
government. 

However, some observers are more pessimistic and note that none of 
the cases that have so far been referred by the government for prosecu-
tion have proceeded. Moreover, there are allegations that corruption has 
reached the very core of Timor-Leste’s leadership. For instance, three 
alleged cases of corruption originate in the offi ce of the Prime Minister 
(Montlake, 2005). Moreover, one of the Prime Minister’s brothers has 
received lucrative ammunition purchasing contracts in a public procure-
ment that has been characterized as non-transparent (Dodd, 2005a). The 
government, however, argues that the allegations of corruption are 
highly exaggerated and based on rumors, and that the close monitoring 
by international organizations provides an effective obstacle to corrup-
tion among public offi cials.9 

One reason why the court procedure has been slow in the corruption 
cases is that the judiciary is not functioning in Timor-Leste. All court proce-
dures, not only in corruption cases, are slow. As a result, there is a large 
backlog of cases to be taken up in court, numbering more than 1,000, with 
the result that defendants are kept longer in custody than what is legal 
(Clausen, 2005). There is also a severe lack of qualifi ed personnel in all areas 
of the judiciary and it is only the presence of foreign experts that enables the 
system to work even at a rudimentary level. When, recently, an examination 
of the Timorese judges was undertaken, all of them without exception failed to 
meet the established standards. The consequence was that all of them had to 
be removed from their posts and put into full-time training programs. 
International judges had to be appointed to fi ll the gaps, but this is of course 
nothing but a desperate short-run stop-gap measure that will not solve the 
long-run problem (International Monetary Fund et al., 2005, p.10). A two-
and-a-half-year training program for local judges has been initiated and 
fi nanced by Portugal. However, the program is in Portuguese, a language 
that few of the judges understand (Clausen, 2005). It should also be noted 
that there are allegations of corruption even in the judiciary. For instance, a 
number of prosecutors are under investigation for taking bribes, often in 
order to drop charges (UNOTIL, 2005c). It thus seems likely that it will take 
considerable time before the judiciary will work effi ciently and without the 
help of foreign experts.

Learning from the Occupant
One should not let the above description of potential risks with rich 
endowments of natural resources obscure the fact that Timor-Leste 
would be in a worse position without these endowments. Compared to 
most countries at a similar development level, the oil and gas revenues of 
Timor-Leste bring the opportunity to makes valuable investments in, for 
instance, infrastructure, education and health. It also means that Timor-
Leste has no public debt and that it enjoys a budget surplus, two econom-
ic features that are uncommon in developing countries.

It should also be mentioned that there are countries that have been 
successful in combining large revenues from natural resources with high 
and sustainable economic growth and social development. Interestingly, 
one of the prime examples is Timor-Leste’s former occupant, Indonesia 
(World Bank, 2005d, pp. 306–07).

9 See e.g. the comments by Foreign Minister José  Ramos Horta in McKenna (2005).
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Indonesia is Southeast Asia’s largest oil producer and the country 
faced dramatically increased revenues after the oil boom in 1974. For 
instance, oil revenues as a share of total government revenues increased 
from 21 percent in 1971 to 48 percent in 1974 and a peak of 62 percent in 
1981 (Hill, 1996, p. 46). The government revenue from oil came mainly 
from taxes on foreign oil producers operating in Indonesia (Thee, 2002, 
p. 207).

The oil boom years were characterized by very high economic 
growth: GDP growth between 1973 and 1981 averaged 7.5 percent 
annually, a rate that has only been surpassed in Indonesia in the late 
1960s and early 1970s (Hill, 1996, p. 21). The high growth was accompa-
nied by low infl ation and prudent fi scal policies. Herein lies one explana-
tion of the successful Indonesian development. The government man-
aged to balance the large infl ows of oil revenues by pursuing a prudent 
macroeconomic policy and it did not fall into the trap of overspending 
(Usui, 1997). 

Moreover, Indonesian economic growth was fueled by a strong 
expansion of agriculture and manufacturing.10 This was an outcome of 
the explicit Indonesian strategy of using oil revenues to improve the 
competitiveness of the tradable sectors. For instance, considerable re-
sources were put into agriculture to boost rice production. Emphasis was 
put on the use of high-yield rice varieties, fertilizers, and irrigation, with 
the result that Indonesia became self-suffi cient in rice production by the 
mid-1980s (Booth, 1988).

The growth of industry and agriculture was also supported by devalu-
ations in the 1970s and 1980s that partly offset the appreciation of the 
real exchange rate caused by large oil revenues (Usui, 1997, p. 158). 
Hence, Indonesia avoided Dutch Disease leading to decreasing competi-
tiveness of the country’s tradable sectors.

One positive result of the Indonesian government’s attempt to diver-
sify the economy was that the drop in oil prices and oil revenues in the 
early 1980 could be balanced by a steady growth in agriculture, and by a 
subsequent strong expansion of manufacturing (Tabor, 1992, p.161; Hill, 
1996, Ch. 7–8). 

The government also pursued policies that made large shares of the 
population benefi t from the increased revenues. For instance, efforts were 
made to expand the provision of health and basic education after the oil 
boom (Sjöholm, 2005, p. 43; Thee, 2002, p. 203). Moreover, substantial 
resources where used in infrastructure projects in more backward parts 
of the archipelago through the Inpres program (Sjöholm, 2002, p. 384).11

An interesting question is why Indonesia succeeded in pursuing a 
sound economic policy when so many other resource rich countries 
failed. Perhaps the most important reason is the strong and unique role 
of economists or ‘technocrats’ in Indonesian policy making since the 
launch of the ‘New Order’ in 1966. The economy was close to a collapse 
during the last years of the Sukarno regime in the early 1960s, and 
substantial policy changes were needed to turn the deteriorating situation 
around. When President Suharto took over power in 1966, he relied to a 
large extent on advice from a group of economists – sometimes referred 
to as the ‘Berkeley Mafi a’ because several of its members had pursued 
post-graduate studies at University of California, Berkeley – in the 
formulation of a new set of economic policies (Thee, 2002, pp. 194–96). 

10 Manufacturing accounted for about 22 percent of total GDP growth followed by trade with 17 percent, agriculture with 

16 percent, and public administration with 13 percent (see Hill, 1996, Table 2.1). 
11 Inpres – Instruksi Presiden (Presidential Instruction).
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Unfortunately, the reason why the technocrats got such a strong role in 
the policy process seems to have a lot to do with the specifi c context of 
Suharto’s Indonesia at the time and may therefore be diffi cult to use as 
guidelines for other countries. 

While it is diffi cult to use the Indonesian example to prescribe direct 
policies for Timor-Leste, there are nevertheless a few aspects worth 
considering. First, it is of outmost importance that increased oil revenues 
are accompanied by a sound macroeconomic policy. Second, oil rev-
enues bring an opportunity to improve the competitiveness of tradable 
sectors and social development. In particular, it would be wise to follow 
the Indonesian example of channeling resources to the agriculture sector, 
considering the importance of agriculture for the overwhelming majority 
of the population of Timor-Leste.
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The Petroleum Fund

It is clear that Timor-Leste will be in a fortunate position with large 
increases in government revenues and large budget surpluses over the 
coming years. The discussion above also suggests that there is a serious 
risk that the large oil revenues will cause economic problems for the 
country, if not dealt with properly. Again, the main risks are that the 
volatility of the oil incomes will make it diffi cult to make long-term plans, 
and that windfall gains will increase corruption and bureaucratic inef-
fi ciency. In addition, we have also discussed the weak institutional 
capacity in Timor-Leste. One sign of this problem is that the budget 
implementation is running behind schedule, even in a situation with 
relatively modest expenditures (Lundahl and Sjöholm, 2005, p. 31). The 
main reason for lagging expenditures is that there is a lack of administra-
tive capacity to increase government spending. Together with the general 
weak level of development, this means that the capacity to spend large 
and increasing amounts of oil revenues in an effi cient way is seriously 
constrained. 

One approach to the spending bottleneck is to save the oil revenues 
and not use more than what can be effi ciently spent. The government of 
Timor-Leste will pursue such a policy and has created a petroleum fund. 
The fund has been set up with the Norwegian oil fund as a model, and 
Norwegian advisers have been providing the necessary knowledge. In 
addition, the regulatory framework around the petroleum fund is explic-
itly addressing transparency and accountability issues, which the Norwe-
gian oil fund does not, and it is therefore sometimes referred to as the 
“Norway Plus Model” (Drysdale, 2005). The Ministry of Planning and 
Finance will be responsible for the fund and the operational manage-
ment will be entrusted to the Central Bank. A special steering committee 
will be set up to advise the ministry, and auditing will be performed by 
an independent, external, agency.

The basic idea behind the fund is to guarantee that the expected oil 
revenues over the next 20–30 years are spent wisely, in the interest of the 
economic development of the country (Ministry of Planning and Fi-
nance, 2004c). To ensure intergenerational equity, the fund builds on the 
perpetual income concept, i.e. in the longer run the real value of petro-
leum wealth should be kept constant over time. The permanent income 
of the fund will be spent each year, and anything in excess of that will be 
added to the fund. More precisely, only the interest component on the 
sum of current assets and expected future revenues is spent every year. In 
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Timor-Leste this is referred to as the Estimated Sustainable Income 
(ESI), to be revised annually. The ESI is the maximum amount that can 
be spent. It is likely that the capacity to spend will be low, below the ESI, 
in the immediate future, which means that the difference will remain in 
the fund and increase the ESI in coming years. 

The Petroleum Fund law was approved by Parliament on 27 June 
2005, and this law is the basic tool for managing the oil fund (Drysdale, 
2005, p.2). It provides guidelines for how much of the fund should be 
withdrawn and how the revenues should be invested. It also establishes 
penalties for any mismanagement of the fund and provides instructions 
for the establishment of a consultative council (Democratic Republic of 
Timor-Leste, 2005a). Other parts of the regulatory framework include 
the Petroleum Act and the Petroleum Tax Law from July 2005. 

The Petroleum Fund Law states that all income from oil, including 
profi ts, royalties and taxes, should be invested in the fund. Moreover, the 
fund should be invested abroad in low-risk fi nancial assets and the 
returns on these assets are to be reinvested in the fund. The reason for 
the latter requirement is the desire to put less pressure on the domestic 
economy and reduce the risk of corruption and bad governance. Trans-
fers from the fund have to be approved by Parliament and can only be 
spent via the government budget (Drysdale, 2005, p. 3).

It is diffi cult to estimate how large the petroleum fund will be, and 
hence how large withdrawals it will allow. Oil and gas revenue is pres-
ently projected to rise until reaching a peak in 2011 and then fall off 
towards eventual exhaustion in the mid-2020s. The projections are, 
however, uncertain, with respect to both timing and magnitude (Cotton, 
2005, pp. 188–90). As previously discussed, the exact size of the reserves 
is not known and the maritime boundary between Timor-Leste and 
Australia has not yet been determined. Most importantly, the present 
forecasts only include potential revenues from currently exploited fi elds. 
Hence, the extraction from new fi elds, which are very likely to be in 
operation in a few years’ time, are not included, meaning that the fore-
casts are conservative. More precisely, it is estimated that Timor-Leste 
will receive revenues of around USD 5 billion given the present maritime 
boundaries with Australia but almost three times as much under a 
settlement that is favorable to Timor-Leste’s boundary claims (Timor Sea 
Offi ce, 2006b).

Moreover, the pace and cost of extraction remain uncertain and the 
oil price will also have a large effect on the size of the petroleum fund. As 
an example, forecasts made in 2004 showed expected oil revenues of 
around USD 3.7 billion. However, with a price that is USD 5 lower per 
barrel the fi gure shrinks to some 2 billion, and with a USD 5 higher 
price, it increases to 5 billion (Ministry of Planning and Finance, 2004, 
p. 7). The base scenario is rather conservative with a predicted oil price 
which is not only USD 5 lower than the NYMEX fi gures but also 
discounted by an additional 15 percent.

Given the qualifi cations above it should be clear that the predicted 
ESI is likely to change substantially over the years. In our opinion, it is 
likely to increase rather than decline. The net present value of oil and gas 
revenues from the two existing fi elds is estimated to about USD 3.2 
billion. To put the fi gure in perspective, this is more than nine times 
Timor-Leste’s 2004 non-oil GDP (International Monetary Fund, 2005b, 
p.16). In the public budget for 2004/05 the size of the ESI is given as 
USD 100 million (Democratic Republic of Timor-Leste, 2005b). Hence, 
the prediction is that the government can spend USD 100 million from 
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the petroleum fund this budget year to eternity. Other projected domes-
tic revenues are estimated at about USD 30 million per annum over the 
next few years. Hence, oil revenues will constitute a substantial share of 
the total budget revenues, as shown in Table 2, and the government 
plans to spend less than this amount during the coming years. 

Given the large assets in the fund and the poor level of development 
in Timor-Leste, it will be tempting for any future government to increase 
withdrawals. As previously stated, such measures require approval by the 
Parliament but this arrangement is of course no guarantee against future 
misuse of the fund. Countries such as Oman and Venezuela also have 
similar types of stabilization funds and have made frequent changes of 
the rules, with negative effects on the economy (International Monetary 
Fund, 2005, p.22).
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Concluding Remarks

Timor-Leste began its independence as one of the poorest nations in the 
world. Substantial progress has been made thereafter but the challenges 
for future development are numerous. Of special concern is the very high 
population growth in Timor-Leste: a growth rate that also seems to be 
increasing. Combined with the relatively modest growth in GDP, this 
means that per capita income is declining and that poverty is presumably 
increasing. A change of the situation requires the emergence of other 
income opportunities than those provided by subsistence agriculture. 
Considering the low level of education and the sharp competition for 
skilled personnel this, however, is diffi cult. So far, it seems that most 
skilled workers are absorbed by the public sector and that this develop-
ment is pushing up the already high skilled wage level. This, in turn, 
affects the competitiveness of the private sector negatively and acts as an 
obstacle to the creation of employment opportunities outside agriculture.

Still, Timor-Leste is relatively fortunate. Compared to many other 
countries on a similar income level it receives large international assist-
ance, it has no public debt, and it is running a budget surplus. The large 
infl ow of oil and gas revenues provides a unique opportunity to bring the 
country out of poverty. 

It should be noted, however, that economic development will not be 
automatic. It requires careful and stringent policies. If not, the black gold 
might turn out to be the excrement of the devil.12 The main risk with 
large windfall gains from resources such as oil and gas is that the govern-
ment may start to overspend, that income volatility and Dutch Disease 
wipe out the tradable sector and that corruption ruins institutions and 
the social fabric of a country. The government is clearly aware of the 
danger and has established a petroleum fund aimed at the generation of 
a perpetual and manageable income stream. Whether this measure will 
be suffi cient to avoid the resource curse remains to be seen. 

12  The Venezuelan minister Juan Pablo Pérez Alfonso, quoted in Karl (2003), p. 8.
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