(L)
Rl

Lado Hamut uk

Timor - Leste Institute for Development Monitoring and Analysis amufuk
I/1a Rua Mozambique, Farol, Dili, Timoieste o
Tel: +670 332 5013 email: info@laohamutuk.orgWebsite: www.laohamutuk.org

Submission to Committee C
National Parliament, Democratic Republic of Timor - Leste

From Lado Hamut uk

regarding the
Proposed RDTL General State Budget for 2010

4 November 2009

Introduction

, AT ( A$dbé&alrivilsocikty organization, closely follovs policies and legislation on Timor

, A O @ishal xand budgetary situation. As in the past, we would like to offer some information and
perspectives to help Committee C, the National Parliament and the Government make wise decisions

which benefit current and future generations of Timor, AOOAS O DPAT b1 A8 7A EI PA Ol
address below will be useful to your deliberations, and we are always ready to provide additional

information or respond to questions.

We are relievedthat the 2010 General Stat®udget does not proposeto increase expenditures, as

every previous Government budget did. We also appreciate that this budget does not transfer more

than the Estimated Sustainable Income from the Petroleum Fund, and that it does not ask Parliament

to approve external borrowing or to invest the Petroleum Fund in risky equities. Nevertheless, a

number of the items in this budget are worrisome, and would seem to move Timdueste further into

OEA OOAOI OOAA AOOOGAG OEAO A fAmhiEnkiépénd bonPdioleuth AT 1 EI E
Revenues.

We are also concerned that the budget documents demonstraadundamental misunderstanding of

Timor-, AOOAS3 O A O Gt@h éc@nomiid situationd ak Onduly optimistic picture which could

lead us to move in dangeras directions. If wefail to deal with present realities, we will never take on

the difficult, complex, longterm planning and policymaking processes neededo improve the lives of

the majority of Timor-, AOOAS O AEOEUAT Oh xET diiodinadefuété @asic BT T Oh
services for health, education and infrastructure.

This submission addressesthe following topics:

9 Risking or experiencing the RESOUICE CUISE..........coeiiiiiiiicemmmmmmae e e s 2

1 The budget should serve the people, NOt the State............oooii it ieeemiieeeeeee e
1 Using the Petroleum Fund sustalnably3
1 Now is not thetime to borrow .. . PR o |
 Timor-, AOOAS O -p||§G$)IRJ g:owth fadt year iS 8 QISACHON....vvvvvvoooooeo oo G.....
1 Actual domestic revenues are half as much as tbedget (0] F= 11 SO P PP PP 9..
1 Cancelling the heavy oil power plant... emmeaaa e e e e e e e s et e seeeesnnnnnssmmmmmmmm e eeeeeee L L
1 Shedding light on Electricity of T|m0FLeste (EDTL) PR BC
1 ThePakote Referenduns a bad precedent... 13

1 Legal and institutional issues in the petroleum sector PSSR 7

1 RDTLMinistry of Finance,General Budget of the State and State Plan for 2(Bfglish version dated 15
October 2009. Referred to below as GSB2010.
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Risking or experiencing the Resource Curse

Timor-Leste is one of the most oitevenueAAD AT AAT O AT 01 OOEAO ET OEA x1 O]
others frequently remind policy-makers, this brings a set of dangers which can result in serious, long

lasting negative consequences of oyreople. But they are not unavoidable, and wettonsidered,

strategic policy decisions can ensure that our petroleum revenues are a benefit, not a curse.

The IMF recently pointed out that Timor-Leste is far more dependent on oil than other Oil Producing
Countries (OPC), with oil revenues providing 98.2% of government revenues. Our oil revenues are
481% of norroil GDP, much more than the only other two countries where they exceed 100%:
Equatorial Guinea (119%) and Congo (131%). The average of other OPCsssyed by the IMF had oil
revenues of 46.2% of noroil GDP, less than on¢enth of ours.

One of the consequences of large oil revenugsometimes called a rentier economy is that

spending decisions are made without much longerm thinking or planning. Money comes in easily,

and goes out just as easily. And when the oil money runs guat it will from Bayu-Undan in 15 years

z we will have nothing to replace it with. Our Petroleum Fund can help, but with a growing

population who require and expect improvedservices, aconstanid | 1 1 AO xEOQOEAOAx AT xI1
enough, especially when most of the money quickly goes overseas to pay for imported goods.

We are concerned thathe 2010 State Budgetloes not demonstrate longterm vision and planning. In
many cases, the glicies implemented are attempted shoriterm quick fixes which can be purchased
with dollars, rather than the more difficult, but more sustainable, program and economic
development which will improve the lives of current and future generations of TimoiLege citizens.

The 2010 budget contains some capital projections for future years, but many of them are
incomplete. In some cases (such as the $7 million Water Park in the MTCI Department of Tourism
budget), Book 2 shows a multiyear allocation which is notshown in Books 1 and 3. The Ministry of
Foreign Affairs budget does not include any projections for 2011 expenses, notwithstanding that this
is required by the new Budget and Financial Management LaaMdow can Parliament make wise
decisions if you do notknow the full cost of some items, or what is planned for the next year or two?

Appropriations by state function, over the past four budgets
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2 |MF Country Report No. 09219,RDTL: 2009 Article IV ConsultationStaff Report July 20090 " xi1. The

yI PAAO T £ / EIl 0OEAA 3EIAEO 11 /EI 001 AOAET ¢ #1 O1 OOEAC
3 OGE 2010, page 152.
4 Law No. 13/2009 Orcamento e Gestédo Financeira, Article 22(3)(a).
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The budget should serve the people, not the state

Like previous State budgets, this one focuses on improving the efficiency and capacity of government,

rather than providing services to citizens who live outside of Dili. It highlights the need to increase

OAT 1 AOGOEA OAOAT 6AOGho OAOEAO OEAT O1 AgbpAlT A OEA Al
which can directly improve the lives of most peopleg education, health and rual infrastructure.

Water is a basic necessity for everyone. New roads to remote villages can enable our rural majority to

interact better with their fellow citizens. These can boost the local economy, but more importantly

they will improve the quality of life of women, children and men in the most underserved parts of our

country. Many Dili residents already have running water and roads, and we suggest that the

T OAOT I AT 660 AAOGAIT T PI AT O PI AT OEIT OI' A POET OBIOEUA E
most. We support the shift of infrastructure priorities from electricity megaprojects to water and

rural roads, and encourage the government to continue in that direction.

In 2008, Timor-, A O O A-®ilkexpbris Were $13 million z mostly coffeez and merchandise imports

were $258 million, nearly three times higher than in 20065. In the medium term, Timor-Leste needs

to develop our economy to reduce import dependency. This, the only way to raise people above the

poverty line, will primarily be agriculture for local consumption, with smaller contributions from

tourism and petroleum processing! COEAOI OOOA EO OEA 1 AET OOAU 1T &£ 11¢
the only way we can achieve food sovereignty to prevent starvation and reduce costly imports, but

this vital sector is underserved.

Maintaining constant personnellevels across the boards irresponsible. After the staff increases of
the last few years, TimorLeste probably has enough public servants sitting in offices in Dili. But the
Ministries which directly interact with our population, especially health and education, are
understaffed, underfunded, and provide a level of service far below what we should accept.

Money allocated to training and overseas scholarships will help improve the capacity®fi AA U8 O
public servants, but the budget gives little attention to the National University or primary and
secondary education. The number of teachers is frozen, bight now our children are deprived of

four months of education while ther teachersare beingtrained. Our population of schoolage

children goes up by 6,000 every year, and we are working hard to increase the number of girls and
boys who stay in school, but we do not increase the number of teachers. We need to invest in human
capital z not just buildings and infrastructure. Timor-Leste will need qualified educatedworkers and
managers in our future multisectoral economy the only way to ift ourselves out of poverty and
prepare for the day when oil revenuescanno longer pay for our necessities or cover a hugdéalance

of payments deficit.

During the last decade, half a generation of Timorese children has not been adequately educated to
support the future development of this country We should beashamedthat we are not allocating the
necessaryhuman, financial and political resources to bring our public primary, secondary and
tertiary education up to a reasonable standard.

Using the Petroleum Fund sustainably

, AT (Ai OOOE ACOAAO xEOE OEA '1 OAOTIi ATl Onablé 6 O xE
Income of $502 million from the Petroleum Fund during 2010, and we appreciate that spending will

stay below theESIduring 2009, as it did during 2008, notwithstanding budgetary dreams to spend
unsustainably. Wehope thatfuture budgets will also regect the ESI, and expect that budget

allocations will more accurately predict actual spending as public officials gain more experience. If

there isto bea 2010 Budget Rectification, we encourage Government and Parliament to keep it

within sustainable sperding levels.

5 RDTLDepartment of Statistics External Trade Statistics 200§age 7.
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Estimating the Sustainable Income -- can it keep growing indefinitely?

The ESI estimatéhas beenenlargedalmost every year, and we fear that this may not reflect reality.

4AEEO UAAOBO %3) AAI AOI AOGET T h xEEAE ET AOAAOGAA 1 AOC
prudent. We also believe that the prediad longterm return from investing the Petroleum Fundz

3% above inflatonzEO 11 O OAAI1 ES édfiragredude£titr distAultCale Osd to

calculate Net Present Value of future petroleum revenues from 3% to 2.6%, reflecting a lower

expectedglobal return on investments. However, lower globarates of return will alsoreducethe

return from investing the Petroleum Fund. If wdower OEA A OOOI POET 1T AAdnmdDO OEA ¢
real rate of return from 3% to 2.6%, the ESI in 2050 dropfrom $494 million to $428 million. It is no

longer sustainable, as it cannot support a 3% annual withdrawal if it only earns 2.6% interest.

More worrisome, the actual rate of return during the four years that the Petroleum Fund has

operated has been only 1.7% above flation. If this continues, the ESI in 2050 will be only $310

million. Our population will be more than three million by then, and this will provide $103 per citizen

per yearz only 28¢/person/day.

4EA A 11T xETC COAPE EO A£0I ikddvelopdl @ixplarottelefiecdon T AAT |
ESI and Petroleum Fund revenues for various assumptionghis example illustrateghe assumptions

made by the Ministry of Finance in the draft 2010 State Budget. We are happy to shtre model
with Committee C and agone else who is interested in understanding these issues.

La'o Hamutuk ESI model
Assumptions Value Unit BELS
i case Petroleum Revenue & Sustainable income
Interest 3.0% above inflation 3.07 $2,000 -
0l Price $ 60 dollar/barrel $ 60 : :
Discount rate 2.6% 2.6% : :
EsI 3.0% 3.0 : . =il revenues
Spend beyond ESI $ - MMS/yrton withdrwl | § $1,500
Years over ES| 0 yrs excess withdrwl o| : . e ES| withdrawal
Includes Kitan? 0 1=yes, 0=no 0] a . .
=] [ . g
: 3 Total withdrawal

Borrowed $ - tokon 1] g $1,000 ‘ '
Dent interest 0.0% pet/year 0 = ; E
Years to repay 30 Years of = ; : = = Per capita withdrawal
Repayment from ESI? g 1yes 0=no o : : :

Results: $500 - : - .
Petroleum wealth $ 16,719 billion (cale. 1/10) $ 16,718 . H .
ESlin 2009 $ 502 million USD / year $ 502 .-' e e :
ESlin 2105 $ 494 million USD /year $ 494 : : i it T

§ - $- t 3 f

Total withdrawal $ 47,833 million USD $ 47,833 n n " " " n "
Total disc. withdrawal | $ 18,743 milw'nn usD $ 18,743 § § § § ré § §
Total debt repayment | § million USD $
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1 Ax AU *O01 U ¢mpmnh AT A O OEOOOEAO AEOAOOfENWUO6 EOO
with this process, including extensive analysis and public consultation, before putting Timgr AOOA S O
only significant resource into risky investments. The fiscal record of this Government to date does not
instill confidence in their ability to make wise investment decisionsand we are concerned that
OAl1 UET ¢ IT OAOGAAOAE AITA AAEI OA 1 AOGO UAAOBO cii A

Tl

Now is not the time to borrow

The proposed 2010 State Budget does not ask Parliament to approviendr-Leste taking out a loan,

AOGO EO EiIi PI EAO OEAO OOAE ADPDPOI OAI EAO Al OAAAU AAA
before the Government can borrow? It also discusses an alreadgigned MoU with Portugal which

x1 01 A OAOOAT CAAAAAEDAOAEDOOAQOOA POI EAA@Ka O AA
OxT 61T A 1106 AA PAOO 1 £ OEAnotheAparAgtaph sayt thehAtie/GoverhEntOE A 3
xEl' 1 OOAAE ADPDPOI OAl 6 EOI I 0AOI EAI AT O xpeBtdditob&E O AAAE
around $3 billion over a project life of several years.

In September, Parliament passed the Budget and Financial Management Lawhich came into effect
on 21 October. Article 20 empowers the Minister of Finance to take out loans in the nawigthe State
after Parliament approves the amount of the loabut not the conditions, repayment terms, interest
rates or consequences of default.

In most debtor countries, borrowed money primarily benefits more affluent people, but the impact of
repaying falls most heavily on the poorest. A loan agreement has higher legal force than the State
Budget, and when Parliament is eventually asked to appropriate the repayment installments (in the
Budgets for each year repaymenwill be made), Parliamentas no paver to delay or prevent State
funds from going to the creditor.

The experience of other oldependent countries is that borrowing often makes the resource curse
come sooner or be more sever&, When money comes easily, and planning is not considered
important, policy-makers are oftentemptedto spend even morghan current revenues

It makes no sense to take out a loan while oil revenues are coming in, only to have to repay it after the
oil is used up. Although Article 9 of the Budget and Financial Managent Law pays respect to equity
between current and future generations, the borrowing that it enables does the oppositewasting

i 00 AE Hiurd © Ady foGurrent-day whims. It undercuts the basic objective underlying the
Petroleum Fund; to use todA U dorenewable resources for lasting benefit, rather than squandering
them now and imposing the burden of loan repayments on our grandchildren.

1O #1171 EOOAA #6860 x1 OE OBpedrersbiedito condintdydu thaCTimorLe3td OA OA |
should borrow because the interest mighbe low. But even a zeranterest loan has to be repaid.

The important question is not how to borrow, but why:

1  What will the money be used for?
Is it guaranteed to increase economic growth and domestic revenues enough to rgphe
loan?

6 GSB2010, pag&69.
7 GSB2010, page 35.
8 GSB2010, page 51.
9 GSB2010, page 35.
10 Law No. 13/2009 Orcamento e Gestao Financeira

11 See, for exampleDrilling into Debt: An Investigation into the Relationship Between Debt and 6)ilOil Change L
International, 2005. Available athttp://priceofoil.org/thepriceofoil/debt -poverty/ T O AZOT 1 , Ad1T (Al O
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1 Does the money have to be used to buy from the country which gave the loan?
If hiring a Portuguese company makes the road twice as expensive as it would have been to
hire someone else, we will effectively pay 100% total interest.

1 How much hasto be repaid? When?

1 Where will the money to repay come from?

9 If Timor-Leste cannot repay, what are the consequences?

Although the Petroleum Fund law does not allow the Fund to be used as collateral for a loan, anyone
offering a loan knows that 98% of Timor-, A O &td&indome comes from petroleum revenues, and

that those revenues (or the Fundpre available tofill budget deficist. To put it another way, who

would expect Timor-, AOOA O OAPAU Ao AEITEIT Ai11AO0OO0 EAE xA

Even d concessional interest rates, repaying a loan will permanently lower the amount of money
Timor-Leste has to use from the Petroleum Fund. AO6 O A @D T Oikwebdrdws3 EloD D AT O
in 2010 at 2% interest, and pay it back over 3@ears. When the loa is fully repaid in three decades,

we will have paid back $4.14 billion. We will have depleted our Petroleum Fund, reducing the leng

term ESI by $125 million every yeaafter that, as shown in the following graph:
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Although the Budgetdocumentsdo not say when the Government willask Parliament for approval to
go into debt,it is likely to happenbefore the end of 2010. These documents contain other hints that

there will be a mid-yearbudget OAAOE ZEAAQOET T h OOAE AO T 1 lesbAtt80 |
the Ministry of Social Solidarity, which the Ministry believes should be more than $96.4 million .
OPAT AET ¢ AT T £ZEOI AGET T 1 £ 120he Minibtrdk 6 B8Rl wied & itsA OA O  £O01T

OAAPEOAI Pl ATl EO POAOABOROOOEOOOEZODAAOOT OApaEB8AERE
inamdUAAO AOACAO OAOEAx86

4EA -ETEOOOU 1 £ &ET AT AAGO ! AOET 1T 01 -#éarbddged O
OPAAOAR AOO OEAO AT AOGI 80 1 AAT OEAUMmMIiAgthisi O 1
discussion with Commission C, and encourage you to use all the expertise and Constitutigqaaters
you canto ensure that shortsighted decisions do not exacerbate lorigrm poverty for our people.

A

OO

i
EA
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Timor -Lest edd8% non -oil GDP growthlasty  earis a distraction

This number is cited by journalists, the UN an@overnmentofficials almostevery day, and oftenused
by the IMF, IFC and World Bank. Where does it come from, and what does it mean?

12 OGE2010, page 219.
13 OGE2010, page 180
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Gross Domestic Product®DB is nota goodindicatori £# A 1T AOET 160 AAT 111 E

b
m;
To
-

ignoring the gap between rich and poor, igoes upwhen a country suffers a disaster or depletes a
non-renewable resource. For example, if rising sea levels flood&dli, forcing people to rebuild their

homesand businesse OEEO x1 Oi A ET AOAAOA

s o~ oA o~ NN

$0 xEEI A AAOOGAI 1T

composite measure such as the Human Development Indéxaptures quality of lifemore accurately.
Nevertheless, the Government chooses to focus on roit GDP, so we will gplore what this claimed

growth actually means.

The first mention of 12.8% growth we foundE O ET OEA ) Sefeéead Sdcil @rf Ecorpmic w

Indicatorsts:

The IMF calculates that noroil GDP (at current prices) increased from $398 million in 2007a

$499m in 2008; after correcting for inflation, this is 12.8% real growth

The samelMF document says that government expenditure (cash basis) increased from 56% of non
oil GDP ($223m) in 2007 to 106% ($523m) in 2008. Government Budget Execution Repdftgive
actual spending figures of $140m (est.) for 2007 and $480m for 2008, whitemore recent IMF
report17 puts government expenditures at $191m in 2007 and $528m in 2008, as well as combined

sources spending at $349m and $720m.

Although the sourcesshow same variation, they agree that government spendingn dollars-of-the-
day increased byfar more than 100%, at least$300 million, between 2007 and 2008.

14 For the lastfew years, Timor, AOOAS8 O ( Oi AT $ Add Beker shatic.ASk&bnonLbsie M@nar:
Development Unchanged in 20@f http://www.laohamutuk.org/reports/09HDI.htm .
15 IMF, Selected Social and Economic Indicatalistributed to the TLDPM on 4 Apil 2009.

16 RDTL Ministry of Finance Budget Execution Reports, 2007 and 2008.

17 |MF,RDTL: 2009 Article IV Consultation Staff Report, July 20086 DA CA
Hamutuk based on IMF 2006 and 2H2007 figures.

¢x8 &ECOOA A O ¢mnm
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