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ABSTRACT

This is a theoretical and empirical study of the roles of foreign aid, trade

and investment for East Timor's economic reconstruction and development after

the 1999 crisis. As a small half-island state emerging from years of conflict, a

combination of policies is needed to secure a stable macroeconomy, well-

established property rights, a capable system of governance, the rule of law, high

investment in rural infrastructure, and capacity building, all of which are crucial

for economic recovery and sustainable development. This study finds that in

order to ensure a viable and vibrant nation that does not rely heavily on foreign

aid in the long term, openness to international trade and investment from the

outset is crucial for getting this tiny country gradually back on to a sustained

development path.

As the country strives for reconstruction and development, much will
depend on the capacity to absorb investment and aid flows for efficient use in

promising industries, such as agricultural-based industries, tourism, mining, and

natural gas in the Timor Gap. In addition, establishing institutions and policies

favourable to private sector development, together with the building up of

physical infrastructure and human capital, are critical ingredients.

Drawing on standard international trade theory, the benefits of openness to

trade and investment from the outset are assessed. The study suggests that

participation in world markets not only helps to channel new ideas and improve

the terms of trade for a small country but also places that economy gradually on a

sustainable path to growth and development. More importantly, opening up

generates dynamic gains from trade, not just a one-off increase in GDP.

To understand how a small economy's comparative advantages might

change in the course of factor growth at home and abroad, use is made of

Leamer's endowment triangle. Theory suggests that countries tend to gradually

alter their comparative advantage from land and other natural resource-intensive
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industries to ones that are more capital-intensive as produced capital accumulates

and/or flows in from abroad. A more policy oriented approach to trade and

investment also is discussed at the domestic and international levels. Once again,

it is shown that fostering democratic institutions and facilitating private sector

entrepreneurship all reinforce each other. Well-developed regional and

multilateral trading arrangements have the potential to contribute positively to

that process.
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CHAPTER 1.

INTRODUCTION

.Let us use these ideas to ensufe that our reconstruction and development
go ahead in harmonY"

Nelson Mandela
(Building a New South Africa)

L.L Background: the rocky road to independence

In October 1999 East Timor's incorporation into Indonesia came to an end

after 24 years. Before that there was 350 years of colonial rule. The earlier

colonial rule, the period of Indonesian incorporation, and the destruction in 1999

following the vote for independence, have all had profound influences on the

shape for East Timor as the country moves toward fecovery and independence'

The reconstruction that will accompany the journey towards independence

in East Timor, while it will be arduous and painful, also provides a genuine

opportunity to establish appropriate infrastructure, institutions and economic

policies at the outset. That will facilitate the rebuilding of this small and

devastated land into a viable, self-sufficient democratic state for the 21't century'

peace and reconstruction on the eve of the new millennium are dramatically

altering the physical and economic landscape of East Timor and have the potential

to bring many tangible benefits to its people.

East Timor opened a stormy new chapter in its history in April 1974 when

a cartel of left-leaning generals overthrew the Portuguese dictator Marcelo

Caetano (Taylor, 1991). The new regime commenced a decolonisation
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programme, presenting the Timorese political elite with three options: full

independence, continuing with Portugal under some new and more democratic

affangement or integration with Indonesia (Dunn, 1983). The year 1975 proved to

be a turbulent one for East Timor when the last remaining Portuguese left,

marking the end of the Portuguese colony of East Timor. In Portugal, the

revolution had led to economic chaos which demoralised the overseas

administration and undermined its administrative grip on the colony, a situation

subtly and subversively exploited by the Indonesian generals headed by Operasi

Komodo (Carey and Bentley,1995). Claiming that intervention was necessary to

restore peace and security in East Timor, Indonesia invaded on 7 December 1975,

one day after US President Gerald Ford and Secretary of State Henry Kissinger

departed from a summit meeting in Jakarta (Taylor, 1991). Subsequently, the

Indonesian Parliament passed a bill incorporating East Timor into the unitary state

of Indonesia as its 27th province on 16 July 1976 (East Timor, 1999).

The East Timorese have suffered under occupation ever since. As a

consequence of intermittent military offensives in East Timor, one in four East

Timorese is thought to have lost his or her life in the struggle. In spite of the long

suffering, the independence movement gained further international recognition in

1996, when long time East Timor national liberation activists José Ramos-Horta

and Bishop Carlos Ximenes Belo were awarded the Nobel Peace Prize (Nobel

Peace Committee, 1996). The committee included with the award a scathing

condemnation of Indonesia's chronic violations of human rights in East Timor.

The Indonesian economy \ /as devastated by the collapse of its currency,

the Rupiah, \n 1997. Mounting pressure at home and abroad caused President

Suharto to resign on May 21 1998, handing the reins of power to his vice

president, B. J. Habibie. Racked by an ongoing political and economic crisis, the

new administration in Jakarta began indicating that East Timor was a problem it

was ready to solve.
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For East Timor, the windfall was swift. Following Habibie's surprising

announcement in January 1999, it appeared that a rejection of the government's

autonomy proposal by the East Timorese people could lead to independence for

the troubled province. Independence leaders met the unexpected and extraordinary

concession by their long time adversaries with guarded optimism. At an

impromptu press conference, Xanana Gusmão simply said, "better late than never"

and called for cease-fire negotiations to begin. On May 5, Indonesia and Portugal

formally agreed to allow the United Nations to conduct a referendum on

Indonesia's autonomy proposal. The agreement included a commitment from

Indonesia that, should autonomy be rejected, East Timor would be separated from

Indonesia. After centuries of colonial rule and two decades of suffering and

resistance, the East Timorese finally had a say in determining their own fate.

On August 30, 1,999 the United Nations sponsored a referendum in which

the East Timorese were asked to either accept or reject integration with Indonesia.

Following the historic ballot, with a turnout of 987o, 18.57o of the registered

electorate voted for transition to independence. Implementation of the results of

the ballot should have been an occasion for celebration. Instead, the people of East

Timor were forced to watch the birth of their new country with tears (World Bank,

1999). The international response with the deployment of International Forces for

East Timor (INTERFET) and other humanitarian agencies has been swift and

comprehensive (UN, 1999). As a result of the turmoil during the year 1999, the

last remaining Indonesians finally withdrew from East Timor, paving the way for

a United Nations Transitional Administration for East Timor (IINTAET) to

oversee the transition period leading to independence in late 2001.

East Timor, a half island of Timor located in the Sunda archipelago off the

Northwest of Darwin, Australia, is small in both magnitude and population. The

East Timor territory comprises not only the eastern side of the island but as the

enclave of Oecusse in western half of Timor, Atauro island, and the Jaco islet,

totaling around 15,000 square km (see Figure 1.1). The population of the territory
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was estimated at about 840,000 prior to rscent unrestl. Per capita GDP reached US

S 424 in 1998 and much lower still in 1999 (US$ 304), East Timor is among the

very poorest in the world (IMF,2000).

Like other nations emerging from ttauma, such aS Bosnia and

Herzegovinia (World Bank, I996b), South Africa, Rwanda and Cambodia

(Haughton, 1998), East Timor has now experienced its first year of peace and the

beginnings of political, economic, and social recovery' However, the

reconstruction program needs to be accelerated and extended throughout the

country if it is to meet the aspirations of its citizens. Institutional and policy

foundations must be firmly and swiftly laid to prepare East Timor for sustainable

recovery and growth, so as to enable the country to rely increasingly on its own

resources to design and implement the policies and institutions required for long-

term development. An essential ingredient to provide that firm foundation is

effective macroeconomic stability, so as to encourage foreign trade and investment

and foster the private sector.

As a small island economy, East Timor is characterised by a latge

traditional sector, producing primarily for subsistence. East Timor's development

is constrained by the dispersal of the land mass, shortage of skilled labour and

close to booming East Asia. Social development indicators lag behind those of

other small Micronesian states (World Bank, 1996a)' Economic policies' suggest

different emphasis on the part of the two govemments of Portugal and Indonesia.

The Portuguese policies were concentrated on the development of the agriculture

sector leading towards export, trade and services, whereas the latter gives

emphasis on agriculture, construction and administration.

Selected economic indicators during I99l-2000 are presented in Table 1.1'

The data suggest that the economy was driven largely by capital outlays and on

infrastructure funded largely by transfers from the Indonesian central budget' The

I It is estimated that 150,000 people were displaced following the protracted campaign of terror in

the aftermath of historic ballot on 30th August 1999.
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economy was quite open and heavily reliant on inter-island trade. Exports

averaged about 50 percent of GDP during I99l-99, while imports averaged about

36 percent of GDP. The destruction in 1999 affected all sectors of the economy.

Real GDP is estimated to have declined by almost 40 percent and inflation

increased to about 80 percent (IMF, 2000). The new country's development efforts

will have to start from scratch with scant domestic resources. That, however, can

be an advantage.It provides the potential for the government to commit to market-

based economic growth that is to a development strategy that allows full

exploitation of the country's comparative advantages, which are cuTrently in

agriculture, fishing, oil and natural gas, and tourism activities.

While many doubt the country's economic viability, East Timor is

arguably weli endowed on aper caprta basis with natural resources both on-shore

and offshore, and natural beauty. Available evidence, for example (Saldanha and

da Costa (1999); Aditjondro (1994) suggests that East Timor has other natural

resources beyond those for agriculture. If appropriate policies were in place, there

are strong reason to believe that those natural resources can provide a sound basis

for sustained economic growth and poverty alleviation via export-oriented primary

and tourism activities.

Being relatively well endowed with natural resources is helpful, but not a

sufficient condition for growth as is evident from slow growth of today's

resource-rich economies (Duncan 1999). Anderson (1998) examines the reasons

for the poor perfonnance of resource abundant-countries and concludes that a key

explanation for the relatively slow growth of such economies is likely to have

been their own distortionary policies, instead of their declining terms of trade, or

differences in positive spillover effects from different sectors, or protectionism

abroad. Anderson's work has been paralleled by other similar work elsewhere, for

instance Sachs and Warner (1995).

2 See Appendix 41, survey of East Timorese economic development and performance, 1958 to
1998
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Figure L.1. Map of East Timor
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Table 1.L. Selected economic indicators, East Timor 1997 to 2000

1997 1998 1999
Estimated

2000
Projected

GDP (in billions of rupiah) 996
GDP (in millions of US$) I 383
GDP per capita (in US$) t 442
Population (in thousands) 868
of which: displaced persons Na

I,212 1,878 na
315 228 263
424 304 na
884 750 na
na I20 na

(percentage change)
-2 -38 15

80 r40 20
(in percentage of GDP)

4
10

Real GDP Growth
Consumer price index (7o)

Money and credit
Broad money
Domestic assets (net)
Interest rates (percent)

Exports
Imports

4r.2
35.5
19.8

38.7
36.8
38.5

29.92
2612
36.02

na
na

46
82

52
142

55
135

49
118

Fiscal year* 199118 199819 January-June 2000
Preliminar Estimated

1999/2000
Budget 5

Fiscal Balances
Revenues

Recurrent expenditures
Capital expenditures

(in percentage of GDP)
8.2 6.0s 3.2
14.6 13.0 5 7.4
22.5 29.5 s 2r.o
-28.8 -36.5 5 -25.2Overall balance (deficit)

8.1
13.0
61.8
-66.7

1.1
5.0
6.9

-10.8

Source: UNTAET and World Bank (2000a) based on IMF staff estimates'

Notes: u Estimated after the destruction. Comprehensive data on exports and imports

I GDP in US$ at a constant purchasing power parity exchange rate using 1996 as a base.

2 Figures for 1999 are for end-September.
3 Includes imports through foreign aid, excludes projected UNTAET and OCHA imports in
1999 -2OOO. Exports included inter-island.
a The fiscal year under Indonesia was from April 1 to March 31. There are no data on the actual
execution ofthe 199912000 budget.

5 Original Indonesian provincial budget for East Timor.
6 Preliminary UNTAET budget for 2000, in current US$ as presented in Tokyo.
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The transitionary period 2000-2001 needs to give priority to meeting

basic needs - shelter, food and nutrition, as well as creating the conditions for

political stability, personal security, and economic growth. Larcombe (1999)

points out these essential demands will tend to absorb much of the initial

international aid directed at East Timof in the early budget. As East Timor begins

to move towards a self-functioning economy, attention has been focused on the

issue of how to properly manage the flow of aid, encourage growth in production,

pay for imports through promoting exports, and ultimately boost consumption and

social welfare.

Recognising the daunting task of rebuilding the East Timor economy in

the post-conflict era, appropriate pricing and trade policies pose formidable

challenges for East Timor's policy makers in the future. One of the most

important tasks is to transform appropriate institutional arrangements and

bureaucratic structures. Core strategies may include developing an overall

economic program for government, establishing a new .uo.nry', undertaking

capital works and redirecting resources to give greater emphasis to meeting basic

social needs. To that end, it is imperative to establish an integrated institutional

and policy framework for managing monetary policy, collecting taxes, controlling

expenditures, regulating trade and investment and coordinating aid.

While the expected aid boom in East Timor will provide substantial net

benefits, concerns over the likely adverse consequences are nonetheless being

debated. The experiences of other countries show that exploitation of mineral

resources and accumulation of aid are not necessarily the route to sustainable

economic growth and development (Duncan L999 and Chand 1997). Also needed

are institutions and policies favourable to private sector development together

with the provision and maintenance of physical infrastructure and human capital,

and the good health and education of the people. This should be the focus of East

Timor policy makers in the future. Increased aid assistance on its own is not going

t The US Dollar has been adopted as East Timor's official cunency while it prepares for eventual
independence (UNTAET, 2000b).
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to raise the long term rate of economic growth. One reason is that, as experienced

by other small island states, aid transfers can create significant opportunities for

productive rent-seeking (Chand, 1997). They can also lead to Dutch Disease

effects when they are targeted on a subset of sectors (Lapaglane, 1997).

Using the analytical framework of booming sectors and lessons from other

post conflict-countries as a basis for its analysis, this study examines the

underlying factors operating currently and prospectively in the economy of East

Timor. The challenge is to ensure that a viable and vibrant nation can rely on its

own rather than aid resources and that short term and medium term initiatives are

compatible with sustainable development in the longer term.

1.2. Objectives of the Study

Specifically, the objectives of this study are

o To assess, using an analytical framework based on neoclassical economic

principles, the roles of foreign aid, trade and investment in the reconstruction

and development of East Timor's economy in the short, medium and long run;

o To draw lessons from other relevant economies that would form a set of

guidelines for reconstruction and sustainable economic growth; and

o To provide a blueprint for foreign aid, trade and investment policies for

promoting sustainable development of East Timor's economy.

1.3. Policy Questions

Leaders and policy makers are asking the following sorts of questions with

respect to East Timor :

o What are the roles of foreign aid, trade and investment in building the

economy?
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o To what extent should the economy be freed to pursue its own growth path

with scope for capacity building in all sectors, or should priority be given to

sectors that can quickly generate much-needed foreign exchange such as

agriculture, tourism and natural resource exploitation ?

o Should the country pursue outward-looking trade policies or a more inwardly

focused strategy including import tariffs, quotas and foreign exchange controls

to promote self-sufficiencY?

o Should foreign investment be encouraged in all sectors as a means of

stimulating economic growth and employment, or should restrictions be

placed on some areas to expand opportunities for indigenous businesses?

Among other things, these questions will be addressed in the present study.

L.4. Organisation of the Thesis

The rest of the thesis is structured as follows:

Chapter 2 discusses the crucial role of foreign aid in the transition, together

with the need for establishing economic development objectives and prudential

macroeconomic management and sequencing of reconstruction and development

efforts.

Chapter 3 reviews the roles of trade and investment as engines of

economic growth. The outward-looking strategies and dynamic gains from

openness, in a world which is becoming increasingly globalised, are assessed.

Chapter 4 reviews the theory of comparative advantage and examines

evidence in support of it from relevant small island economies. It then draws some

implications from East Timor's resource endowments and income for the likely

structure of production and trade for East Timor in the years ahead.

Chapter 5 discusses cuffent and future options for East Timor in the areas

of aid, trade and investment policies. It proposes a set of policies for multilateral,

bilateral and regional trade affangements such as the possibility of accession to

ASEAN, The ACP/Lome Convention, WTO and APEC.
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The final chapter summarises the results and draws out policy implications

and areas for future research.



CHAPTER 2

RECONSTRUCTION, DEVELOPMENT AND THE ROLE

OF FOREIGN AID

2.1.. Introduction

This chapter discusses the main views on the basic foundations needed for

a small economy to reconstruct and develop macroeconomic policy frameworks- It

also discusses the role foreign aid can play in helping lay those foundations in the

transition period leading to self rule, Both the extent of foreign aid, and the effects

it could have on East Timor's economy, are examined.

2.2. Lpproaches to economic reconstruction from war

post-conflict situations provide a rare opportunity and unique challenge to

reorganise the basis of the country's society, polity and economy (Ball, 1996).

Most countries moving from civil war to sustained economic development are

going through triple transition from war to peace, from authoritarian to more

democratic government, and from a state-directed to a market-directed economy

(Haughton, 199S). Experiences reveal that many countries, particularly in Eastern

Europe and Latin America, are still going through the latter transitions which

implies that there are few proven road maps through successful economic

reconstruction to sustainable development. Countries begin the journey with little

generalised experience to draw upon, exhausted physical and human resources

and, perhaps most difficult of all, a shaky consensus at best over the shape of the

future. The need for earlier economic development and institution building is

paramount for countries emerging from years of conflict. These societies must

quickly transform the instruments and culture of war into agents of reconciliation,

reconstruction and develoPment.
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According to the World Bank (1998c), post-conflict reconstruction begins

by supporting the transition from conflict to peace, and in an affected country

through the rebuilding of the country's socio-economic framework, Increasingly,

intemational actors, including the United Nations, donor agencies, development

NGOs and humanitarian groups play important roles in peace making, peace-

keeping and rehabilitating war-torn societies. They also have a special

responsibility to avoid distorting reconstruction and long-term development.

As the humanitarian tide crested and the prospects for peace re-emerged in

many areas, the focus of international aid turned to laying the foundation for

durable peace and recovery. There were many candidates for such assistance. As

observed by Forman et al (2000), some forty countries were struggling to emerge

from protracted civil violence in 1999 (Table 2.1). Most of these ranked among

the poorest in the world, and the furthest from achieving international

development objectives.

Table 2.1,. Countries in violent conflict or emerging from it, L989 to 1999 ^

AFRICA AFRICA
(cont.)

MIDDLE
EAST

ASIA

Afghanistan
Burma
Cambodia
Indonesia
(East Timor)
Sri Lanka
Tajikistan

EUROPE AMERICAS

Angola
Burundi
C.A.
Republic
Chad
Congo
D.Rep. Congo
Djibouti
Eritrea
Ethiopia
Ghana
Guinea-Bissau

Liberia
Mali
Mozambique
Namibia
Niger
Rwanda
Sierra Leone
Somalia
South Africa
Sudan
Uganda

Armenia
Azerbaijan
Bosnia-

Herzegovina
Croatia
Georgia
Yugoslavia

Columbia
El Salvador
Guatemala
Haiti
Nicaragua
Peru

Algeria
Lebanon
West Bank and
Gaza Strip
Yemen
Iraq

o Other countries have experienced localised violence, including IndiaÆakistan over Kashmir,

Mexico (Chiapas), Russia (Chechnya), Turkey (Kurdistan), and the UK (Northern Ireland)'

Source : Forman et al (2000) .

Donors typically focus their attention on political reconstruction, including

the organisations of early elections, on supporting measures to establish internal
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security, on providing humanitarian relief, and on rebuilding physical

infrastructure. However, these are not sufficient to ensure early economic

development and institutional building. As observed by Haughton (1998), donors

must also pay attention to rebuilding human capital infrastructure, in effect

enhancing the capacity of countries to help themselves. Summarising this

traditional view, Haughton (1998) claims that once peace has been restored to a

war-torn society, the overriding goal of the international community should be to

assist in national efforts to ensure that conflict and chaos will not recur, and that

this goal must' be met over and above needs for relief, rehabilitation and

resumption of development.

The creation of peace requires not only post-war reconstruction but also

the establishment of strong civil societies, that is, strengthening the legal, social,

and political institutions that define civil societies, to ensure that the descent into

war is never repeated. Ball and Halevy (1996) suggest a lead agency should be

appointed to shepherd reconstruction initiatives in countries recovering from

conflict. This role, according to the authors, could be filled by the World Bank,

because it has the necessary financial and human resources and because it

increasingly supports peace-building activities, such as the reintegration of

demobilised soldiers into society. That is the World Bank should play a support

role rather than implement the enabling conditions for a functioning peacetime

society (World Bank, 1998c).

With these challenges in mind, and assuming that the necessary

diplomatic, political and peacekeeping operations are in place, the following

objectives need to be worked towards during the reconstruction period to ensure

sustained economic recovery:

o Jump-start the economy through investment in key productive sectors and

supporting the conditions for a resumption of trade, savings and domestic and

foreign investment, including macroeconomic stabilisation, rehabilitation of

financial institution, and restoration of appropriate legal and regulatory

frameworks;
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¡ Reconstruct the framework of govemment: strengthen government

institutions, including the capacity for resource mobilisation and fiscal

management and the restoration of law and order and of the organisations of

civil society;

o Repair important physical infrastructure, including key transport,

communications and utility networks;

o Rebuild and maintain key social infrastructures, particularly education and

health by financing their current costs;

o Target assistance to the war-affected, that is, reintegrate displaced populations,

demobilise and reintegrate ex-combatants, revitalise the local communities

most disrupted by conflict through support to subsistence agriculture, micro

enterprises and vulnerable groups such as female headed households;

. Implement land mine action programs, including mine surveys, and identify

the key infrastructure as part of a comprehensive development strategy for

supporting a return to normal life of people living in mine-polluted areas; and

o Introduce financial planning, work out affeafs, reschedule debt, and move

down the longer-term path to financial normalisation.

Clearly, economic recovery depends on the success of rebuilding the

domestic economy and restoring access to external resources. The process of

achieving these objectives calls for creativity and strong knowledge of local

conditions. An important point is that an essential component of economic

reconstruction is patience. Ball (1996) believes that economic recovery could take

a generation. It took Western Europe, for example, at least a decade to recover

economically from the effects of World War II, and there is no evidence that the

recovery process has become any faster for war-torn countries since then.

2. 2. I. C o mm o n ch ør act e ristic s of p o st' c o nflíct s itu atío n s

Countries that emerge from civil war typically have heavily regulated

economies and are usually faced with macroeconomic imbalances. In these

respects they have a great deal in common with developing economies which are
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moving to a market driven system. Drawing on the experiences of six war-torn

economies such as Nicaragua, Uganda, Ethiopia/Eritrea, Mozambique, Bosnia and

Cambodia, Haughton (1998) generalises the characteristics of post-war

economies: low incomes which may still be falling, alatge number of refugees, a

lack of skilled personnel because of emigration and deaths from conflict or

disease, some continuing civil disorder, run down infrastructure, high inflation, an

overvalued exchange rate, a weak banking system, a distorted tax structure, high

foreign debt, small industrial and service sectors, worsening social indicators in

health and education, low investment, erosion of property rights and of trust, and

very poor information.

Although there are a numerous studies of specific countries (Collier,

Igg4),little has been written about the economic recovery of countries emerging

from civil wars in general. In an attempt to provide guidance to donors, Haughton

(1998) summarises the recommendations which have almost become the

conventional wisdom on post-war recovery. However, not all of the

recommendations are equally convincing. As noted by Haughton, conspicuously

absent is any mention of the need to achieve macroeconomic stability at an early

stage, or the role of the exchange fate or trade policy, or of how the tax system

needs to be constituted or the central bank established or generally how economic

institutions are to be reconstituted.

In an effort to fill some of these gaps, Haughton further cites Kumar's

1996 essay on The Nature of Focus of International Assistance for Rebuilding

War-Torn Societies. Kumar's first concern as reported in Haughton is with

political rehabilitation, restoring a capacity for governance, supporting elections,

monitoring and promoting human rights, demobilising and reintegrating soldiers,

and reforming the security sector.

In terms of economic rehabilitation, while the Haughton report stresses the

need to remove landmines, revive agriculture, restore the physical infrastructure,

and institute macroeconomic policy reforms, Kumar asserts that macroeconomic

stability is perhaps the most important element of any rehabilitation endeavour.
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The international community has emphasised that it involves a set of interrelated

reforms which typically begin with economic stabilisation, culrency devaluation

and liberalisation of controls and regulations on the economy, and the

privatisation of state owned enterprises. The report then argues that while changes

such as these are necessary for sustainable economic growth, many might not be

optimal in the short run. Concern though, was raised about the social costs of

reduced government spending, the unemployment resulting from privatisation, and

the balance of payments effects of liberalising trade. The main point about

economic stabilisation and liberalisation is that they can and should be achieved

early in the process of rehabilitation in order to create soil fertile enough for

subsequent economic development to take root.

In an attempt to make general economic inferences about economic policy

in the aftermath of civil war, Collier (1994) claims that post-war recovery requires

a return to the market which in turn calls for a restoration of confidence to

encourage investment. Citing the experience of Uganda and Ethiopia, Collier

observes that investment should be at least initially focused on human and

financial capital with a view that these resources are substantial and have accrued

to war profiteers who in turn keep their assets in highly liquid form.

A more challenging view is that there must be a restoration of confidence

as a prelude to boosting private investment. Collier (1994) provides a number of

suggestions. One is to resolve disputes over property rights as quickly as possible.

This should be followed early in the process by investment-sensitive reforms, such

as the introduction of a foreign investment law. A third step is to introduce

difficult reforms at an early stage so as to provide a signal of the government's

credibility. Collier also proposes that the exchange rate be deliberately

undervalued for a while (presumably at least enough to compensate for the risk of

slow recovery) with a view to tempting foreign capital back into the country.
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2.2.2 Sequence of economíc recovery ín a war'torn society

This leads to the question of appropriate scope, timing and sequencing of

economic policy in war-torn countries. There is no single sequence of economic

policies that is appropriate for all war-torn economies emerging from trauma and

seeking a path of sustainable growth. Nonetheless, important lessons can be drawn

from the literature on sequencing. Surveyed by Haughton (1998), these include

opening up to trade, getting an appropriate exchan ge rate, cutting inflation, and

bringing the budget deficit to a manageable level'

Two different approaches are considered, the orthodox and the political

economy, based on reforms of economic development in less developed countries

in general. To some extent, the speed and sequencing of reforms depends on the

view one holds as to the motivation and capacity of government. Most common is

the orthodox approach, which views government as essentially benevolent,

working in the public interest. In this case, one may concentrate on a welfare-cost

minimising reform sequence (Funke 1993 tn Haughton, 1998). The orthodox

approach suggests that fiscal and monetary stabilisation is needed at an early

stage. By reducing inflation, prices become informative and can act as clearer

guides to economic decisions. On the other hand, the political economy approach

argues that there may be high costs to achieving macroeconomic stabilisation

immediately and so it may have to occur gradually. This is evident in the context

of reconstruction in El Salvador (Boyce, 1995). On trade liberalisation, most

proponents of the orthodox view argue that it should occur early, probably parallel

with macroeconomic stabilisation. The argument is that is spurs competition,

avoids the continued inefficiency associated with high trade barriers, and the

unemployment costs associated with trade liberalisation would be small in

practice in war-torn settings. Others argue that governments still need tariff

revenues and so cannot afford to liberalise trade as fast as would otherwise be

desirable. Haughton (1998) challenges this view as unconvincing, arguing that a

sales tax is superior to import tariffs on welfare grounds and would in practice

collect much of its revenue at the border. Slower trade liberalisation is also
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supported by the political economy camp including those who work in protected

industries with particular emphasis to the costs of reform to important interest

groups.

2.3. Strategies for sustainable economic reconstruction post-war

Five decades ago, the Marshall Plan, which focused on rebuilding

infrastructure, was instrumental in Europe's recovery from World War II (Pepall,

1999). The success of the Marshall Plan and the creation of international agencies

such as the IMF and World Bank at Bretton Woods engendered an attitude

towards the effectiveness of aid transfers in promoting growth and provided an

institutional structure for international cooperation (Jarrett, 1994).

Essentially, there afe two schools of thought on foreign aid, namely, donor

interest and recipient needs. According to Jarrett, proliferation of aid objectives

relating to self-interest, security, trade, foreign policy and protection of the

environment contribute to confusion and uncertainty, a view which is also shared

by Gounder (1995). The self-interest objective manifests itself not simply by tying

of aid but also in terms of geo-strategic factors.

Since international assistance will never be sufficient to completely rebuild

a country after conflict, assistance must focus on recreating the conditions that

will allow the private sector and institutions of civil society to resume commercial

and productive activities. To this end, support may be needed simultaneously for

macroeconomic stabilisation, for rebuilding viable financial institutions and

appropriate legal frameworks, and for reconstruction or transportation and

communication inftastructure.

In the eyes of the World Bank (1998c), post-reconstruction has two

objectives: facilitating the transition from war to a sustainable peace, and

supporting economic and social development. The justification of the promotion

of non-violent forms of dispute resolution, demobilisation, and demilitarisation is

as much to prevent a return to conflict or a breakdown in social order, as it is to

promote the development of the economy. In support of the second objective, it
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requires that a peacetime economy be rebuilt as soon as possible and that state and

civil society relations be restored at all levels. Because sustainable development

depends heavily on peace building and visible peace dividends, physical

reconstruction and transitional initiatives may need to be undertaken before the

larger economic reform program gets underway. Such initiatives can build trust

and sustain confidence in a war-weary population during the often-rocky

transition to peace. They may also build confidence in private investors, both

domestic and foreign, and thus help draw badly needed capital into the

reconstruction process.

Empirical work by Haughton (1998) provides an excellent benchmark for

accelerating reconstruction efforts in war-torn societies. The author has put

together a longer checklist, reproduced in Box 1, of types of assistance geared

toward economic and social recovery, which he believes donors need to provide

during the period of transition immediately after peace has been restoredo.

Haughton's suggested sequence serves as a framework within which

parlicular policies may be detailed. While flexibility, creativity, and judgement

will always be required in the context of any given war-torn country, these policy

sequences should speed the transition to sustainable economic growth.

Parallel with this, it is important to recognise that for any transition to be

sustainable, post-conflict governments must begin to show their commitment to

rational policies for assisting the reconstruction process. Sustainability requires

attention to the environmental consequences of long periods of conflict, so as to

avoid short-sighted strategies involving excessive exploitation of natural resources

(World Bank, 1998c).

4 Ball and Helevy (1996) have a,lso identified some essential steps in the reconstruction of
war-torn societies. Topping the list utøtth" tasks of providing civilian security and ensuring access

to the basic means of survival: food, health care, and shelter. However, the list omits most
macroeconomic policies and it does not provide a sense of priorities.



2l

Box 1. Key policy measures in speeding the reconstruction
of war-torn societies

Later measures (years 3-5)Early measures (years 1-2)

Return and settle refugeesPopulation

Professionalise police, armY
Demobilise
Professionalise police, armYSecurity

Plan long-term investment and
maintenance

Open and secure main ports, roads,
rail, and airports.
Develop capacity to appropriate and

manage projects.
Infrastructure

Develop banking rules and
oversight capacity

Cut inflation below 207o

Restrain lending by state-owned banks'
Liberate exchange rate
Establish exchange rate convertibility

Macroeconomics

Increase revenue mobilisation
Develop data collection
Renegotiate debt
Civil service reform
Fiscal decentralisation

Introduce cash budgeting
Set up payments system
Suspend debt servicing
Seek foreign aid to support budget

Fiscal system

Foreign investment law
Investor road map
Encourage development of
markets

Provide seeds and tools
Food aid, briefly

Economic
Structure

Restore public health measures
in towns
Target primary health care
Build primary education

Maintain health in remaining camps

Support orphans, war cripPlesSocial
Infrastructure

Privatise small

Reduce budget support
Asset restitution

Land for ex-combatants
Property Rights

Reduce budget support
More selectively in project aid
Broader educational support
Institutional coordination
within government
Tighter, but still few
conditions attached to aid.

Budget support
Indiscriminate project aid
Technical aid coordinator and establish
guidelines
Apply few conditions to aid

Role of donors

Source : Haughton (1998)
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Along with security and political reform, the development of appropriate

economic institutions is essential for economic development. Macroeconomic

stabilitisation policies need to be supplemented with appropriate structural and

social policies to increase investment and employment in both the private and

public sectors. Growth based on attracting private investment, both national and

foreign, requires public policies and investment to provide better infrastructure,

well-established property rights, effective governance and the rule of law, and

high investment in education and health care.

The number of functioning institutions for good governance is

considerable (Kasper, 2000). The most important are security of property rights,

ru1e of law, a reliable, functioning and accessible judicial system, a relative

freedom from crime and high levels of personal security, a non-colrupt and

professional bureaucracy operating strictly on a rules basis, and smooth, non-

disruptive changes in administrations. Equally fundamental ate sound

management of public resources and the development and maintenance of a good

economic and regulatory environment conducive to efficient private sector

activities. Others are not so basic, but are nevertheless important. They include a

solicitous bureaucracy, strong civil society participation in public affairs,

willingness of the population to engage in community development activities, and

functioning local government systems with strong community participation.

Experiences of other countries (World Bank, 1996a) reveal three reasons

for stressing the need for good govemance. First, given the higher levels of

personal relationships which tend to obtain in small states, civil rights may be

more fragile, particularly where the country has experienced significant levels of

outward migration over time, especially of professional and skilled people.

Second, there may not be very strong traditions of openness, participation and

accountability in some small, post-colonial societies. On the contrary, there may

be quite strong pressures on the political leadership to behave in ways which

contribute to uncertainty and thus reduce confidence. Third, taking stock of the
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institution-building and institution-maintenance tasks is a necessary first step in

taking action to improve governance.

In the context of East Timor, much has been accomplished already through

UNTAET's emerging governance and administration structures from the start up

phase (Mello, 2000). With the stabilisation of the humanitarian and security

situation, a more urgent task in this newly emerging country is to establish a

small, competent and transparent government in time for the start of self-rule from

late200I.Its first task will be to maintain a sound macroeconomic environment

for growth through being fully committed to providing credible fiscal, monetary,

trade and investment policies.

2.4. Foreign aid to East Timor to date

As East Timor moves from relief to reconstruction and development, it is

imperative to build on domestic and international enthusiasm to contribute to the

development efforts. The task of reconstruction in East Timor is a great challenge

and will require a significant and coordinated effort over the years.

Driven by foreign aidt, East Timor's economy will depend heavily for

some time on official development assistance and official aid to help finance its

development expenditures. Because of the catastrophic nature of the disruptions in

late 1999, a substantial humanitarian response was made possibleu and the stated

goal to meet acute needs has been the single guiding principle for humanitarian

operations. Overall, basic humanitarian objectives have been achieved across all

sectors ffigure 2.1).

5 The reference here is to 'development aid' or Official Development Aid (ODA). The definition of
development aid can be found in Raffer and Singer (1996). It defines aid as 'those flows to
developing countries and multilateral institutions provided by official agencies, including state and

local governments, or by their executive agencies which meet the following tests: (a) it is

administered with promotion of the economic development welfare of developing countries as its

main objective, and (b) it is concessional in character and contains a grant element of at least 25

per cent.
u This is part due to the mobilisation of significant funds under the UN Consolidated inter-Agency
Appeal fór the East Timor Crisis (CAP) launched on October 15'h, 1999.
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Figure 2.1. Distribution of humanitarian program expenditure by sector (Vo)

October L999 to June 2000
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Source : UNTAET (2000h)

Total humanitarian assistance'by country over the past ten months is

presented in Figure 2.2. It shows that Australia's contributions to humanitarian

assistance has been by far the largest in the first six months of reconstruction (US$

40 million), compared to other countries. That is even more so when expressed

per person in the donor country. The figure reveals that repatriation of refugees,

distribution of food and shelter, and health services received the largest

proportions of assistance over the period October 1999 to mid 2000. The

cumulative total is shown in Figure 2.3.
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Figure 2.2. Humanitarian assistance to East Timor,
October 1999 to April2000 (US$)
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Note: ECHO: European Commission Humanitarian Affairs'
Others* include Belgium, Canada, Czech Republic, Finland, France, Greece, Ireland, Italy, Korea,

Luxemburg, New Zealand, Norway, Philippines, Spain, Switzerland), UNICEF national

committees and other bilateral conffibutions.
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Figure 2.3. Cumulative foreign assistance to East Timor,
1.989 to L999 (US$'000)
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Note: Discrepancies between the three totals are due to donors having more accurate data for how

much funding they have provided, compared to figures on expenditure provided by implemerting

agencies. Discrepâncies between Sources of Funding and Sector Flows are due to donor funds not

being recorded for a specific program or project.
Source: Pedersen and Arneberg (1999)

According to Pedersen and Arneberg (1999), aid became emergency

oriented as existing organisations and newcomers directed funding into larger,

more complex, and longer-term development assistance projects. Following the

opening up policy of East Timor to the outside world in 1989 by the Indonesian

government, an evef-increasing number of aid organisations arrived' A

comparison of per capita ODA (Official Development Assistance) levels is shown

in Table 2.2. ODAper capita with countries \/ith similar population size (such as

Fiji), or similarly low income countries that have suffered violence, such as

Ethiopia, Mozambique, Cape Verde and Guinea Bissau, reveals that East Timor
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received relatively little ODA per capita unless the transfers from Jakarta are

included.

The distribution of aid flows to differnet sectors of East Timor's economy

over the period of 1989 to 1999 is shoWn inTable 2.3.

Table 2.2.Per capita aid flows to selected countries and East Timor,
l99L to 1996

l99L 1996
Population ODA Per capita
(millions) (millions USD) ODA (USD)

Population ODA Per capita
(millions) (millions USD) ODA

(USD)

Ethiopia
Mozambique
Guinea Bissau
Cape Verde
Indonesia
East Timor
East Timor"
FtJi
Papua New
Guinea
Haiti

849
923
r80
r20

1,r20
9

t19
45

383

n
56

r64
310

6
1l

150
56
87

53
16. I

I
o.382

181
0.75
0.75

0.152
4.t

6.6

r,097
r,013

118
rcl

r,874
2.0
I12
44

397

t82

58
16.6

1.1
0.387

196
0.81
0.81

0.803
4.4

27
67

118
280

10
300
t49
59
99

28 375 51
u ODA figures include the annual transfer of $110 million from the Indonesian government, and
thus represented total aid and development financial flows from external sources, ahd thus
represents total aid and development financial flows from external sources.

Source : Pedersen and Arneberg (1999).

Development assistance by sector has been divided into nine sectors as shown ln

Table 2.3. In 1998 agriculture received the largest funding totalling US$2.2

million primarily due to AusAID and USAID. This sector, together with Water

Supply and Sanitation (US$2 million) have consistently received more funding

than any other sectors since bilateral projects commenced in the early 1990s.

Education and Training has also historically received a substantial portion of

funding, and was the third largest sector (US$1.9 million) in 1998. Funds have

also been channelled towards humanitarian relief, the second largest sector (US$2
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million), partly because most other aid activities were suspended following post-

referendum violence (Pedersen and Arneberg, t999).

Table 2.3. Estimated distribution of East Timor's aid expenditure by sector,
1989 to 1999 (US$'000)

Sector 1989 L990 l99l 1992 1993 1994 1995 1996 1997 1998 1999

Education and Training
Health
Water & Sanitation
Agriculture
Government and Law
Capacity Building
Humanitarian Relief
Multisector
Other
Total

484
27

362
570

0
0

219
720
418

1246 1203 l99t 2860

407 407 419
27 27 21

42 42 42
46 46 46
000
000

3r7 274 272
0 0720

40'7 401 405

484
27

r82l
570

0
60

2t9
720
500

4401

640
27

1956
1930

0
367
2t9
720
500

6359

840
21

t982
1930

0
367
2t9
857
513

6735

1 178
213

2090
t981

0
267
2t9
857
513

7384

r 178
r27

2239
2040

340
277
2t9
857
847

8t24

1938
1269
r989
2r'79

100
267

1955
857
558

11108

1919
t366
887

3346
108

235
1850
857
462

I 1030

Source : Pedersen and Arneberg (1999)

In its first donors' coordinating meeting in Tokyot, the donor countries

pledged around US$ 523 million in grant funding for a three-year reconstruction

effort (2000-2). The fund comprises US$ 157 million in support of humanitarian

programs, and US$ 366 million in support of governance and administration,

capacity building and reconstruction in East Timor to ensure its smooth transition

to future independence (World Bank, 1999a). This is by fat the largest

contribution of aid inflows to East Timor. Despite numerous obstacles, donors

have managed to achieve modest disbursement levels and have successfully

established aid institutionst for channelling assistance to enhance the speed and

responsiveness of operations. To date, the largest pledgese have mainly come from

7 The meeting drew nearly 200 officials from 30 countries, mainly from Asia, North America and

Europe as well as representatives of20 international institutions'
s Twà ftust funds were created, namely, United Nations Transitional Administration in East Timor
Trust Fund (UNTAET TF) to enhance the speed of governance and public administration, and

World Bank Trust Fund (WBTF) to help facilitate infrastructure development'
e According to Diwan and Shaban (1999), a pledge refers to a general indication of intent by a

donor to pÃvide financial support of a given amount within a time frame that may or may not be

well defined. A commitment refers to a binding undertaking to provide funding of a given amount

within a well-defined time frame for a specified purpose. A disbursement is defined as the donor
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five countries: Japan (US$129 million), the uS ($98 million), Portugal ($qt

million), European Union ($68 million), and Australia ($a4 million). A complete

breakdown of donor assistance by pledges is presented in Table 2'4' Ãs of April

z111,total disbursements contributing to the TINATET Trust Fund were US$ 28.5

million of the cumulative pledges (US$31.52 million). Not surprisingly, the

greatest lag between commitments and disbursements was in the infrastructure

category, while disbursements for capacity building and technical assistance have

been more in line with commitments.

A more recent set of targets for the delivery of donor assistance was

presented in the Lisbon donor conference in June 2000t0. The first proposed

consolidated budget for East Timor projected at US$59.23 million has since been

approved by the donors. With an additional financing of US$16 million being

approved, the total budget has reached US$75.23 million in fiscal year 2000-1.

The so-called modest, fiscally responsible and sustainable medium term

consolidated budget is expected to cover the needs for the recurrent and capital

costs in East Timor (Mello, 2000).

The budget for East Timor (Table 2.5) will largely depend on foreign aid,

although it is expected that the introduction of a simple-to-administer tax and fee

regime could yield total revenues of about US$ 17 million in 2000, rising to

US$30 million in the year 200I (UNTAET and'World Bank, 2000a). A summary

of estimates by sector (eight sectors) is presented in Appendix A8' A key feature

of the development of the budget is the establishment of a framework in which

resource allocation decisions are made against clear outputs targets and policy

objectives.

having transferred funds to the implementing agency' Actual disbursement of funds from the

implementing agency can involve further delays'
to it" lirUoã Olnoi Conference held on 2l-23 June 2000 is a Mid Term Review of the previous

Tokyo Meeting to approve the proposed budget for East Timor for fiscal year 2000-2001.
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Table 2.4. Summary of donor pledges to East Timor, 1999 to 2000
(US$million)

o UN- CAP : United Nation Consolidate Appeal Process, launched by Office of Coordinating
Humanitarian affairs (OCHA) for humanitarian and Emergency'

rAustralia indicated funding commitments only for the period to 30 June 1999, prior to further
Parliamentary budget considerations in early 2000.

zCanada was unable to indicate specific commitment levels prior to Parliamentary considerations.

3 Norway indicated that similar levels would be anticipated in future years.

aAll figu.es are subject to verification with the respective donor countries/agencies.
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Table 2.5. Summary of East Timor's consolidated budget, 2000-1 to 2002'3

2000-1 200t-2 2002-3

Expenditure
Recurrent
Capital

Revenue
Deficit = Financing requirement
UNTAET Trust Fund carryover
Additional donor contributions

59.23
23.63
15.60
17.00
42.23
29;75
i6.00

56.82
47.5',7

9.25
40.00
16.82
3.20

15.00

(in US $ million)

55.32
45.5',7

9.75
30.00
25.32

3.52
25.O0

Source : UNTAET (2000e)

Note: The UNTAET Trust Fund carryover needs to remain positive to ensure that cash flow

problems are not encountered.

Despite substantial pledges as revealed in Table 2.4,low disbursement to

the UNTAET Trust Fund has caused serious problems that are constraining

expenditure. Key among these has been the government procurement capacity as

well as regulations, as distinct from classic LIN peacekeeping operations'

Furthermore, with no substantive national development planning apparatus, or

indeed no agreed consolidated budget in these early stages of reconstruction and

development, it would have been unwise to forge ahead with rapid disbursement

while clear priorities for Trust Fund expenditure were not in place. The slow

disbursement is largely explained by two main factors. The first is the pipeline

effect of the phase-in of programs. This reflects the planning phase of agencies,

with recent intensive program implementation. The second factor is that apart

from urgent expenses were being met from other international agencies, additional

delays were due to unforeseen difficulties in the first half of 2000 in the

procurement of certain goods and services. Nevertheless, improved funds flow

mechanisms are being overcome.
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2.5 Pitfalls and opportunities for aid'frnanced economic recovery

East Timor's endeavour to rehabilitate and reconstruct the economy has

been supported by generous external financial assistance from the broad

international community. This assistance has taken the form of grants and

donations to avoid the creation of external liabilities for the future independent

country. The country is experiencing an on-going revival of economic activity, led

by growth in construction, commerce and trade, and basic servicest'

This observed recovery is led by agriculture, commerce, basic services

and reconstruction of public and residential buildings. Agriculture is projected to

grow strongly. Coffee output is expected to be about 8,000 tons in 2000-1, having

recovered from less those 5,000 tons in 1997 and 1998. Rice and maize

production could reach as much as 75 percent of the 199617 bumper levels

(UNTAET and World Bank, 2000a). The reconstruction effort is particularly

intense during FY 2000-1 and FY 2001-2 and total investment is projected to

average about 50 percent of GDP during these years. Private reconstruction

activity and hence investment is expected to be more intense in the first year due

to housing reconstruction. This high transitional level of investment is expected to

be supported by grant assistance from abroad. East Timorese domestic savings

will be negative for the next years before gradually recovering to their traditional

level of about 20 percent of GDP that prevailed in 1995-1991 . Given the severe

domestic supply constraints many goods and materials used in the reconstruction

process must be sourced abroad. The external accounts are therefore likely to

register large deficits in fiscal year 2000-1 and fiscal year 20OI-2 as imports are

projected to rise sharply, reflecting the high import content of capital projects

(UNTAET, 2000e). Once again, this deficit would be financed by capital grants

from abroad and foreign investment.

East Timor is receiving generous support from donor countries to finance

its reconstruction program and a large part of recurrent expenditure during the

It A -o." detailed assessment of this issue is presented in a joint UNTAET/lVorld Bank
Background Paper for Donors Meeting on East Timor, Brussels 5-6 December 2000.
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transition. This support will not continue indefinitely, and future government

services will need to be financed from domestic resources. It is therefore

imperative for UNTAET that investment funds are used wisely during the

transitional period, and do not create burdensome recurrent obligations for the

future independent state.

However, it is unlikely that the donor community will show the same

willingness to provide long-term financial support. Aid fatigue (Raffer and Singer,

1996) may eventually come into play. It is likely that the need for such support

will also be lower as East Timor further consolidates its revenue collection effort.

It is clear that to generats sustained future increases in income, the tax base must

be strengthened and broadened, and investment must rise. Duncan (1999) points

out that more private investment, whether from domestic or overseas sources, will

be forthcoming, the greater is public otder, the more secure are property rights,

and the better the enforcement of contracts. This implies minimising the

opportunities for discretionary behaviour on the part of politicians and

bureaucrats, and adoption of internationally respected codes of commercial

practices. Duncan's observation reinforces the views discussed earlier, that

building economic and legal institutions that maximises the opportunity for

private capital are not always favourable to self-seeking politicians, but it does

minimise the need for public investment and aid. Some form of public investment

will still be necessary for those areas in which private investment is unlikely to

participate at early stages of development. However, these are not as widespread

as many perceive. In particular, investments in transport, power, and

telecommunications for example, could be made by the private sector in East

Timor, presumably with foreign partners.

UNTAET is currently entrusted with the task of rebuilding the structure of

governance including a public administration capable of providing basic services.

Despite immense difficulties, much has been accomplished through UNTAET's

emerging governance and administration structures from the start up phase. With

the stabilisation of the humanitarian and security situation, a more urgent task in
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this newly emerging country is to establish a small, competent and transparent

govefnment from the beginning. IINTAET is slowly establishing the foundations

for the major reconstruction and development programme. To facilitate these

efforts, three important roles of government can be proposed: first, establishing

and maintaining simple, tfansparent and stable rules for private sector activities;

second, maintaining efficiency, particularly in addressing market failures in the

areas of health, education, public infrastructure, law and order, and protecting the

poor; and third, enhancing efficiency and equity with a view to limiting distortions

and shielding the poor. More importantly, creating a sound macroeconomic

environment for growth will be a major challenge for the future government in

East Timor. In addition, the government should be fully committed to providing

fiscal, monetary, trade and investment policies that are capable of stimulating

economic development by allowing resources to be allocated efficiently,

maintaining macroeconomic stability, and promoting competitive private sector

development.

Thus far, I-INTAET has increased the size of the civil service from 9,070 to

Il,I54. The bulk of the increase is made up of 1000 extra teachets, 400 extra

police and 600 soldiers. Employment generation activities for more than 30,000

people have also been implemented in all districts through bilateral and

multilateral activities - the so-called Quick Impact Projects (LINTAET and World

Bank, 2000b). Substantial progress has been made in establishing the rule of law

and building a legal system. A judiciary has been established as well as

institutions for economic governance, Such as Central Payment Office, Central

Fiscal Authority, and Revenue Services''. As East Timor is moving fast along the

path towards full independence in late 2001 or early 2002, major efforts should be

aimed at integrating political, administrative and socio-economics plans so as to

achieve a smooth transition to independence'

tt progrers on these issues can be seen in the background paper for interim donors' meeting on

East Timor, Deli29 March 2001. The interim meeting provided the opportunity following Brussels

for the donor community to discuss progress against these benchmarks.
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Overall, the recent approved budget is helping to jump-start the economy

through investment in key productive sectors and support for the resumption of

trade, macroeconomic stabilisation, rehabilitation of economic and financial

institutions, and restoration of appropriate legal, and regulatory framework.

2.6.The economics of foreign aid: introduction

Foreign aid has been a dominant feature of the relationship between

industrial and developing countries, and aid receipts have been a major source of

external finance for the majority of small islands (Collier and Dollar, 1999). What

are the purposes and effectiveness of foreign aid for economic development? The

predominant nature of aid has changed considerably from project finance in the

1960s to structural adjustment support in the 1990s, but its economic importance

to recipients has remained high throughout (Morrissey et, al 1998). In the past,

donors' main reasons to supply aid were to promote the foreign policy objectives

and trade of the donor and the economic growth of and poverty alleviation in the

recipient economy (OPI, 2000). These were not always mutually reinforcing and

there were signs appearing of donor fatigue. Many poor aid-recipient countries,

however, still view foreign aid as a critical ingredient in their development

strategy. Even though its development effectiveness remains in question among

many researchers (Yano and Nugent,1999), Collier and Dollar (1999) also show

that in well-managed economies, aid boosts growth, reduces poverty and improves

social indicators.

In cases of war-torn economies, foreign aid can accelerate reconstruction

and hence speed the transition to a sustainable development path through (i)

financial gifts, including concessional loans and (ii) tying some of those transfers

to the adoption and maintenance of sound macro and micro economic policies (of

which openness to trade and foreign direct investment is a crucial part, to reduce

the risk of the govemment pandering to special interests at the expense of the

interests of the economy as a whole). Experience also shows that foreign aid after

reconstruction (i) has the potential to speed development including reducing the
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need to raise tax revenue, but (ii) also affects its path via policy conditionality and

project tying.

Poirine's (1995) study provides an insight into the ways recipients may

adjust aid flows to small island states. Using both standard international trade

geometry and empirical evidence for 61 islands, he suggests that aid is trade, that

is, aid is a payment made in exchange for an invisible export of geostrategic

service from the receiving country to the donor country. That perspective is used

to explain why islands associated with developed countries receive more aid per

capita than independent islands, which in turn receive more aid than independent

continental states.

As shown in standard international trade theory, both parties to the

transaction stand to gain from some degree of specialisation and exchange. In

Poirine's analysis, in order to receive aid, the island state produces for the donor

these geostrategic services, even though these services are of no intrinsic value to

islanders. However, given that the island country's export of strategic services go

unnoticed in its balance of payments accounts, that country appears to be in the

grip of a Dutch Disease phenomenon, that is, it has a large trade deficit, a slow

growth or decline in traditional exports, and a tendency to live off aid and

remittances (Lapaglane, 1995). According to Poirine, these outcomes are nothing

more than by-products of the rational exploitation of the country's comparative

advantage.

To what extent and in what circumstances has aid achieved its objectives

in the host country? The ability of foreign aid to influence depends on how it is

provided and how is it used. Numerous case studies appear to support Dollar and

Pritchett's (1998) conclusion that aid has, at times, been a spectacular success.

The common view is that aid has played a significant role, contributing ideas

about development policy, training for public policy makers, finance to support

reform and an expansion of public services. Even so, there has been a long debate

as to whether aid has been detrimental or beneficial for the growth process.

Certainly the provision of aid is not automatically associated with economic



37

growth. Burnside and Dollar (1997) show that aid is only effective where there ts

already a commitment to good economic policies. Empirical evidence supporting

that is found both in objective indicators of the fiscal and exchange tate stance

(Collier and Gunning, 1999), and in subjective but standardised ratings or a

broader set of policies set by the World Bank (Collier and Dollar, 1999).

Challenges to the economic basis for aid are not new (OPI Policy Brief,

2000). A series of recent studies has drawn five main conclusions: (a) on àverage

aid has had no effect on recipient-country economic growth; (b) the impact of aid

on poverty is complex but, on avefage, neutral; (c) aid accelerates growth if

domestic economic policies are good but actually retards growth if they are poor;

(d) the allocation of aid between countries is sub-optimal with respect to poverty-

reducing objectives; and (e) aid is more effective with better policy. The following

assesses the evidence supporting these findings.

2.6.1 Impact of ai.d on economic growth

Using economic growth as an indicator of aid effectiveness is common

practice among analysts of bilateral and multilateral donations. For a long time

there had been no conclusive evidence on the impact of aid on growth, positive or

negative. Recently, however, analysts associated with the World Bank and the

IMF have been producing new assessments of the relation between aid and

economic growth.

In a survey of empirical literature for the IMF, Tsikata (1998) reaches the

conclusion that, overall, development aid has not had a significant impact on

growth in recipient countries. Contrary to expectations that aid would boost

economic growth and therefore reduce the need for further external assistance,

many recipient countries had a disappointing economic performance and have

become more rather than less dependent on aid over time. However, Tsikata finds

that aid has had positive effects when the policy environment has been conducive

to growth.
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2.6.2 Impact of aid. on poverty

Cassen (1994) points to six possible ways in which aid can contribute to

poverty reduction:

o through immediate relief, for example in emergencies or through food-for-work

programmes,

o by contributing to economic growth, as economic growth creates at least the

scope for the incomes of the poof to increase (but see section 2.6.1 above),

o by establishing projects or sectoral activities that aim to increase the income

and consumption of the poor,

. by providing basic services such as health, education, or housing,

. by assisting processes of social change which give assets to the poor, and

. by supporting policy reforms that benefit the poor.

Collier and Dollar (1999) maintain that aid not only can but does have an

impact on poverty reduction. They estimate that, at present, aid is effective in

sustainably lifting around 30 million people out of absolute poverty per year. But,

building on Burnside and Dollar's (1997) findings, with a different data set and

different policy indicators, they show that aid's impact on poverty reduction, just

like its impact on economic growth, is dependent on the policy environment. Aid

has most effect on poverty where the policies are right and the policies that matter

are not strictly macro-economic but include distributional policies and the

provision of social safety nets. They argue that aid should therefore be allocated

with priority to those countries with high poverty and with policies that are

conducive to poverty reduction. Because present aid allocations do not follow this

principle, aid is less effective than it might be. With a poverty-efficient allocation

of aid, Collier and Dollar (1999) estimate that up to 80 million people could be

lifted out of absolute poverty per year, compared to 30 million at present.

2.6.3 Impøct of polícy choices on aid's effectiveness

Aid has often been used as an instrument to influence policy choices made

by developing country governments, for example the privatisation of state
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enterprises, and reduction of the civil service or other government spending,

controls on inflation and market liberalisation (Van Diesen, 1999). Burnside and

Dollar find that in the period they studied (1910-1993), aid had no systematic

impact on the economic policies they consider to be important for growth. This is

to say that donors have not consistently used aid as an incentive for good policies"

and the authors suggest that this is because donors are pursuing a tange of not

necessarily consistent interests. Furthermore, van Diesen (1999) pointed out that it

has been difficult to force unwilling governments to implement policy changes,

especially if they regard them as inappropriate and ineffective and if the reforms

do not have wide local ownership. Many governments have complied tactically

with proposed reforms to access funding, but have often not implemented the

policies effectively and/or have reversed policy changes as soon as an aid

programme ends.

2.7 Tl|e economics of foreign aid: a general equilibrium analysis

The preceding section suggests that foreign aid can be an important

contributor to equity, poverty reduction and potentially to reinforce a growth path

for a developing economy. A conceptual taxonomy of Mosley in Walker (1996)

through which aid inflows may affect a recipient economy is shown inFigure 2.4.

Numerous models have been developed to deal with a windfall such as an

increased flow of foreign aid, sometimes known as the Dutch Disease'o (Corden

l3 According to Van Diesen (1999) aid should be distributed with priority to those countries that

already have the right policies in place or can make a credible reform commitment. This suggests a

move towards more performance-based aid allocation and away from needs-based aid allocation.

This has been promoted with some vigour by the World Bank and others in the past few years. Van

Diesen, however, suggests that rather than cutting aid to countries with a poor policy environment,

these countries need a different type of aid. Poor countries with good policy environments, or

performing well, need budget support and sector prograrnme assistance. While poor countries.

which lacÈ the required policy environment, need targeted interventions supported by technical

assistance. And countries in conflict, where the policy environment may be non-existent or non-

functional, need assistance to help them move out of conflict and relieve some of their most

pressing needs.

ta Th" te.- "Dutch Disease" is inspired by the case of Slochteren gas discovery in the Netherlands

in the 1960s which adversely affected parts of the Dutch economy (van Wijnbergen, 1986).
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1982; Corden and Neary 1982; Gamaut and Baxter 1984; White I99I; Edwards

and van Winjnbergen 1989). They show that large foreign aid inflows have

indirect, intersectoral impacts and overall economic performance. One general

equilibrium effect of aid inflows is when apart of the foreign aid is spent in the

non-traded goods sector. The ensuing upward pressure on the domestic price of

non-traded goods would cause the equilibrium real exchange rate to appreciate,

and thereby harm external competitiveness, other things equal (Corden's 1984

"spending effect"). Another comes from the resulting improvement in the

profitability of the non-traded goods sector, which induces labour to move out of

tradeable sectors and into non-tradeables" such as service-oriented activities

(Corden's "fesource movement effect"). For example, the consequent out-

migration of farm labour puts upward pressure on labour costs in agriculture, thus

lowering the profitability of this sector.

Empirical studies are progressively emerging, for instance Vos (1990) on

pakistan and 'Wesiman (1990) on PNG which confirm the positive relationship

between foreign aid and real exchange rate appreciation. Elsewhere, Younger's

(lgg2) analysis of the aid boom in Ghana suggests that aid could lead to a

crowding out of private investment when the government tries to contain real

exchange rate appreciation through tight monetary policies to counteract the aid-

financed increase in demand. In the case of South Pacific, Lapaglane (1997)

reports that the reception of large rent-income inflows would inevitably result in

the crowding out of traditional exports and of private manufacturing.

rs Tradeable goods are those which can be exported or imported, including primary commodities

such as crops and minerals, and manufactures. Non-tradeable products are those which cannot be

imported oi exported because ofprobability high transport costs. They include construction, retail,
hotel and catering services, and personal services.
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Figure 2.4.Taxonomy of foreign aid inflows to a developing country
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The simplest intersectoral effects of an aid-financed capital inflow can be
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equilibrium point would be on ray OE extended to the new production possibility

curve only if the income elasticity of demand for the two products were the same,

that is, equal to unity. It is usually assumed though that the demand for services,

which make up the bulk of nontradeables, is grealer than unity. In the case the new

equilibrium point E' must be on A'B' to the left of the ray OE extended. Hence

the relative price of tradeables falls to the slope of line P', and the quantity of

tradeables produced increases less than the quantity of non-tradeables. Both

changes ensure the share of non-tradeables in GDP at domestic market prices rises

at the expense of the tradeables' share.

Figure 2.5. 
^ 

general equilibrium model of aid inflows
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What if the shift in the production possibility curve is not equi-
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tradeables, as is typically assumed for developing countries, then B' would be

further to the right and A'lower in Figure 2.5, say at A"B"' If A"B" was

tangential to the community indifference cufve through E', as at B" , then in that

case aggregate welfare would be the same as at E' but the change in the

A

A

B

p

P'



43

composition of GDP may not be as skewed against tradeables (depending on

whether the relatively lower price ratio at p" as compared with p' more or less

than compensates for the relatively larger quantity of tradeables produced). Hence

the impact of an aid flow on the intersectoral composition of production (and the

pattern of consumption) is not certain: it depends on the income elasticities of

demand, the capital intensities of production, and the elasticities of substitution in

both production and consumption as between tradeables and non-tradeables. But

the non-tradeables sectors will be the sector most likely to boom in the short run at

least as aid begins to flow in. The above conclusion is more likely when one takes

into account the distinction between consumption and investment goods.

Corden's (1982) investment boom framework, which involves an inflow of

foreign capital and increased investment spending, assumes that there is no

intervention in the foreign exchange market so that the current account deficit

must be equal to the capital account surplus. For the moment, assume that (i) the

inflow of capital is exactly equal to the extra investment spending and (ii) initially

there is full employment of domestic resources. Also assume that a substantial

part of the extra investment spending leads to extra demand for goods and

services. A current account deficit equal to the capital inflow for resource

development has to be generated. Given initial full employment of these

resources, a rcal appreciation is expected. This real appreciation will increase the

demand for imports so as to generate the required current account deficit, while at

the same time reduce the demand for home-produced products to the level of total

supply available. Domestic prices of import-competing goods and of exportables

will fall relative to prices of non-tradeables.

There will be two structural effects on the pattern of domestic output (i)

the output pattern will shift from consumption goods and services to investment

goods and services, and (ii) it will switch from tradeables to non-tradeables. These

two shifts may have further effects on the regional and skill patterns of the

demand for labour, and on demands for public infrastructure (Corden,1982).
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Three implications in the short run may be identified: firstly, an increase in

investment spending will lead to a real appreciation, at least provided that the rise

in expenditure leads initially to some rise in demand for home-produced goods;

secondly, an increase in investment spending will then lead to real depreciation, at

least provided that the rise in expenditure leads initially to some rise in demand

for imports and combining these two effects, with both a rise in capital inflow and

in real income, the real exchange rate could go either way; and thirdly, with the

rate of inflation increasing, a constant real exchange rate will require continuous

depreciation of the nominal rate. Thus, according to Corden (1982) the net short

run outcome might involve real appreciation but nominal depreciation.

2.8. Implications for the post-reconstruction phase of a war-torn economy

The above perspective suggests the following for East Timor. As the UN

mission sets up its office, equipment and services need to be purchased. Few of

the services can be purchased internally, and so must be drawn from outside.

Consequently, equipment needs, which may include vehicles, office equipment

and supplies and communications equipment will typically be purchased

externally and imported into the country. As prices for urban non-tradeables rise,

therefore, the change in relative prices creates an incentive for capital and labour

to move to the booming sectors. Entrepreneurs will run restaurants and service

business. Workers will move from rural to urban areas. At the aggregate level, the

impact is similar to a commodity windfall, although differences may occur in the

distribution of windfall benefits.

A key feature which is particularly important in a post-conflict situation is

how easily reversible are the structural changes generated in the local economy

(World Bank, I999c).If labour and capital can easily move back into tradeable

sectors after the UN mission withdraws, then the overall effect will simply have a

positive boost to national income. Most countries hosting UN missions, for

example Rwanda, Bosnia andHerzegovina, Eritrea (World Bank, I996b), arc at a

low level of per capita income, and the relevant necessary adjustment after the UN
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withdraws is often into agriculture. However, one particular aspect of the

adjustment is likely to be sticky, namely, the ease of reverse labour migration

from urban to rural areas. Workers who have moved to urban areas to take up new

employment opportunities are often unwilling to move back due to social factors.

In some cases, the period of the UN mission also sees the rise and fall or rural

settlement and land allocation initiatives, and it may therefore be difficult for

young workers to get a foothold in rural areas after the end of the urban

employment boom. The sharp increase in unemployment precipitated by the

withdrawal of the UN administration may therefore be far more persistent than

would be the case with perfect mobility.

This may carry with it long-term adverse social impacts in urban areas

through increased crime and other social problems. Particularly important is the

interaction of this effect with the effects of the conflict caused by the presence of

the UN administration in the first place. Severe conflicts often result in the sharp

drop in agricultural and manufacturing output, due to destruction of physical

assets, population displacement, and death or displacement of skilled personnel.

Economic recovery in these sectors may take some time, whereas service

sectors are likely to recover more quickly due to their low capital intensity. The

presence of a UN administration is likely to exacerbate this effect by increasing

the opportunity cost of resuming agricultural production, via the short-term

income opportunities associated with the presence of the mission.

Furthermore, there is an opportunity cost potentially associated with the

failure to boost tradeable sectors during the UN mission period. The presence of

large numbers of expatriates and foreign firms catering to the needs of the mission

creates an opportunity for increased information flows, skills transfer and network

effects in trade, as it gives local entrepreneurs the chance to extract information on

technologies and trade opportunities. Yet, the sectoral distortion caused by the

pull into urban services means that few entrepreneurs or workers are likely to

focus on tradeables production. These effects imply that countries may experience

difficulties in restarting export industries to generate foreign exchange eamings to
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replace the aid inflow linked to the presence of the UN mission. This, according to

the World Bank (I999c) will create a balance of payments problem, resulting in

either rationing of imports or rapid real exchange rate depreciation, causing a

redistribution of income from factors employed in non-tradeables to producers in

the tradeable sectors.

2.9. Conclusion: policy implications for East Timor

This chapter has assessed economic reconstruction in a comparative

perspective and the role of foreign aid's contribution to a small economy. Drawing

on experiences from other countries emerging from conflict, it provides a useful

road map to help those reconstructing countries in post-conflict situations,

including East Timor.

The study finds that the need for economic development and institutional

building is paramount for countries emerging from years of conflict. As the

humanitarian tide crested, the focus of international aid turned from humanitaian

relief to economic development, laying the foundation for durable peace and

economic recovery. The role of foreign aid to East Timor in the post-1999 crises

has been an important contributor to jump-starting the economy of East Timor. In

contrast with most war-torn economies, donors have moved quickly in East

Timor. They are providing massive support for the security apparatus and for

administration, as well as paying for some of the more obvious types of

rehabilitation. Again in contrast with experience elsewhere, donor coordination in

East Timor has been very close.

Most of the work of immediate economic rehabilitation has been done. At

the time of independence, East Timor will inherit an economy that will no longer

have much in common with war-torn economies. In this regard, East Timor has

quite successfully dealt with the first generation problems of reconstruction. The

transition from reconstruction to sustainable development promises to start well



47

and end badly'u. Plenty of studies suggest that large foreign aid inflows have

indirect intersectoral impacts and affect overall economic performance. This

occurs when apart of foreign aid is spent in the non-traded sector, ensuing upward

pressure on the domestic price of non-traded goods and causing the equilibrium

real exchange rate to appreciate and thereby harm external competitiveness, other

things equal. In addition, the resulting improvement in the profitability of the non-

traded goods sector induces labour to move out of tradeable sectors into non-

tradeable sectors. The general equilibrium effects of an aid inflows on the

intersectoral composition of production and the pattern of consumption are not

certain. Among other things, it depends on the income elasticities of demand, the

capital intensities of production and the elasticities of substitution in both

production and consumption as between tradeables and non-tradeables.

There are both pitfalls and opportunities resulting from an aid-financed

capital inflow. Large IIN missions typically bring about a 'Dutch Disease'

phenomenon in small economies. With their additional demand for urban services

and other non-tradables, labour costs increase which hampers the competitiveness

of the tradeables sectors of the economy and leaves them with less capacity to

earn or save foreign exchange. The resulting change in income distribution

becomes particularly serious once the UN mission withdraws.

The presence of a temporary UN administration is analogous to a short-

lived commodity boom for the local economy, in terms of scale of the shock and

the sectoral effects it produces. Five different macroeconomic strategies have been

adopted in these circumstances (World Bank, I999c). Firstly, countries have saved

foreign cuffency earnings offshore and phased the spending of these revenues over

a long period, in order to sterilize the impact on the exchange rate. Secondly,

successive devaluations have been followed in order to maintain the real exchange

rate at a stable level. Thirdly, imports have been llberalized to limit the impact of

the windfall on domestic demand. Fourthly, taxes have been used to draw off

tu For a comprehensive survey of reconstruction of war-torn economies and its lessons for East
Timor, see Haughton (2001).
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domestic purchasing power. Fifthly, some countries have implemented price

controls to mitigate the impact of inflation on the poor'

The relevance for East Timor is the low impact aid has on poverty

alleviation and difficulties in reversing sectoral distributional effects. Fortunately

both are amenable to policy action. The simplest policy opportunity appears to be

in affecting distributional consequences, through public redistribution of windfall

revenues from those gaining from the windfall, primarily the non-poor to the

poorest. Several fiscal policy options exist for the public sector to extract a portion

of the windfall gains, whilst minimizing distortions to output. These include, (i)

taxing real estate transactions, pafiicularly rents; (ii) taxing hotel, restaurants and

other urban services; and (iii) raising user fees for transportation services. Clearly,

taxation of urban services in itself provides a response to sectoral distortions, it

lowers the return to investment in this sector. Further efforts are required to

encourage continued investment in the tradeable Sectors, decrease rural urban

migration for the duration of the mission and facilitate reverse migration in its

aftermath. The challenge will then be how to spend these revenues in order to

benefit the poorest during the UN transition, and to cushion the impact of its

withdrawal. Governance and capacity issues are clearly of great impofiance' The

pfesence of significant governance of capacity problems may argue for the

phasing of expenditure over a long period, together with strict financial controls

and public accountability mechanisms on the use of funds.

The analyses in this chapter would provide a powerful framework for East

Timor's policy makers in terms of managing the aid boom. As East Timor moves

towards reconstruction and development, attempts should now focus on

strengthening the capacity to absorb the flows of aid and capital as well as

establishing good institutions for economic governance. In addition, enhancing the

country's capacity to absorb investment flows for efficient use in promising

ventures and policies favourable to private sector development, will help East

Timor reduce its heavy reliance on foreign aid in the foreseeable future. Optimal

use of domestic fesources requires appropriate structural policies that provide the
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basis for growth, that is, maintaining a stable macroeconomic framework, well-

established property rights, and secure public order. These aÍe the basic

foundations required to attract foreign investment. A clear set of tax rules, a

foreign investment code, and laws on contracts and bankruptcy are required, and

need to be backed up with an effective judiciary. East Timor can move quickly on

all these fronts by adopting Indonesian laws more or less wholesale, and then

adapting them to local needs in due course (UNTAET and World Bank, 2000b).

Igniting, and then maintaining an inflow of foreign investment is not easy and it

requires constant efforts to promote the country, fine-tune the rules and adapt to

the needs of potential investors.



CHAPTER 3

WHY OPENNESS TO FOREIGN TRADE AND INVESTMENT

MATTERS F'ROM THE OUTSET

3.L Introduction

Given small states have a relatively large proportion of their domestic

economic activity accounted for by exports and imports, external policies can

have a larger impact on them than on the average-sized economy. The higher the

degree of openness from the outset, the greater will be the benefits from

participation in world markets to firms and consumers in a small state like East

Timor.

Using neoclassical theory including the discussion of economies of scale,

rent seeking activities and maximising government revenue, this chapter argues

that East Timor must open up and then continually adapt and transform its nascent

economy to changing economic circumstance at home and abroad to maximise

benefits from an increasingly open global trading environment.

3.2 Why openness matters

Opening up to international trade at the outset and getting integrated into

the mainstream of the international economy would place a small economy such

as East Timor on a more sustainable and higher growth path than if it erects

barriers to international trade and investment. A precondition, however, is that its

economic policies at home enable its citizens to seize the opportunities created by

globalisation.

Most countries are now becoming increasingly globalised as a result of the

information revolution and almost universal change in their policy stance towards
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market liberalisation. They are being integrated with each other, not only vta

interdependence of trade and financial transactions, but also through expanding

inter linkages of production and investment as well as marketing and

technological tie-ups (Sengupta, 1993). For developing countries, openness to the

world economy can be a source of many economic benefits. Most likely, these

benefits will revolve around the importance of trade and FDI.

Numerous studiestt suggest that openness to foreign trade and investment

will help poor nations overcome some of the traditional obstacles to rapid growth.

According to I-eamer (1988) the basic measure of openness is the trade intensity

ratio: exports plus imports divided by GNP. Measures of openness that use trade

intensity ratios without any adjustments can conclude that that countries with

unusual supplies of resources are the most open, merely because these countries

have the highest levels of trade in the absence of any barriers at all. Therefore,

I-eamer's approach is to include measures of tariffs and non-tariff barriers and to

measure their restrictiveness in terms of their contributions to the determination of

trade.

Willard (2000) identifies a wide variety of measures used for identifying

the degree of openness. These include: the size of trade relative to GDP; the extent

of trade tariffs; and the extent of exchange rate controls as proxied by the black

market-official exchan ge rate differential. These measures suggest that openness is

related to the actual extent of international trade or capital flows and/or the

potential for such flows.

There is widespread belief that openness stimulates growth. Openness has

the potential to improve welfare in a number of ways, for example, more open

trade policies can lessen distortions and enable domestic households to enjoy a

greater volume and variety of consumption. Winters (2000a) asssrts that close and

tightly regulated economies do not prosper, and reinforces the view that a fair

degree of openness both in terms of policies and outcomes does contribute to

sustained economic development. Overall, the fairest assessment of the evidence

l7 See Krueger (1990) for an overview ofthe importance oftrade policy for development
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is that openness is a major contributing factor in economic development. Any link

from openness to growth (WTO, 1999) may operate at least partly by enhancing

technical progress, for example, by making new inputs, new technologies or new

management techniques available to local producers. Such flows could rise from

trade or from direct flows of technology from abroad (WTO, 1999)'

Rodrik (1999), however, strongly argues that openness contributes most

when an effective participatory domestic development strategy is in place, that is,

when there is macroeconomic stability and good governance. In addition, Rodrik

emphasises three types of openness that enable countries to purchase ideas, import

goods and services, and import of capital and institutions. These measures operate

in the following ways:

First, empirical studies reveal that openness to ideas originating from

abroad is a key feature of countries that have prospered materially.

Second, the traditional case for the gains from trade is based on

comparative advantage, that is, countries can increase their levels of well-being by

importing those goods and services produced at home relatively inefficiently and

exporting those produced rel atively efficiently.

Third, for most developing countries, raising the long-term growth rate

requires an increase in the investment rate. Because developing countries lack a

comparative advantage in producing capital goods, trade restrictions in such goods

tend to be detrimental to growth.

Table 3.1 shows that most small statestt have high trade to GDP ratios.

This implies that openness to trade also means that small countries have a larger

stake in a stable, rules-based, world trading system than their small share of world

GDP would indicate (World Bank, 2000 a).

r8 World Bank (1999a) used an upper limit of l0 million. Using the standard of a population below
1.5 million people, 45 developing countries are small, and they are home to 20 million people, less

than 0.4 per cent of the total population of developing countries. The shared characteristics of
small states are remoteness and insulatiry, susceptibility to natural disasters, access to external

capital, openness, and limited diversification.
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Table 3.1. Trade orientation of small economies as measured by trade as a
percentage of GDP, 1992to 1998

As a percentage of GDP

Region
Africa
Latin America+ Caribbean
Pacific
All low-income countries
All middle-income countries

Exports
49
55
38
19
22

Imports
67
65
74
79
24

Exports + imports
rr6
r20
r12
38
45

Source: World Bank (2000a), based on average trade in goods and services in the period from 7992

to 1998.

3.3 Openness to foreign direct investment

Openness to capital flows also is important for small states. Like other

developing countries they tend to benefit from foreign direct investment flows

(FDI hereafter). The spillovers of FDI include, for example, technology transfer,

marketing channels, management skill improvement and labour training.

However, these are only potential benefits to be realised in full when

complementary policies and institutions are in place domestically.

Foreign direct investment not only brings capital but also is often critical

in linking the more isolated small states to developments abroad. Foreign firms

can be an important source of know-how for improving private sector capacity

overall and of information on new technologies and market opportunities. As

Table 3.2 shows, some small states received substantial inflows of FDI in the late

1990s. Total flows of FDI to small states, according to the World Bank (2000a),

averaged about $2.1 billion annually in 1996-98, some 15 percent above the

official development assistance, but with a very different distribution among

regions and countries.
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Table 3.2. Aid and FDI inflows to small states, l99l-92 and 1997-98
(annual average, US$

Àfrica

Verde

ftuatorial Guinea

Gabon
Gâmbia

Guinea-Bissau
Maurituius
Sao Tome and

Seychlles
Swaziiand
Fqst Asia and Pac¡fic
Brunei

Ktibali
tni*r¡all Iimat
Micronesia
Palau

Samoa

T

Guyana
St.Kitts and Nevis
St. I¡cia
St. Vlncent
Suriname

and the Grenadines

63

319

L'.t0

106
108

109

53

M9

203

33293- -60-

65
34

8
0
l5
0

na
t66

105 362
729130 118

153

106

58
36

t32

32
96

11

71

311

7l

327
118
223

DA

302

93
8

5
115

t99

ta
nÍt
21

55
25
na

na
na
25
43

158

't64
2;s5578

40
76
zso
203
90

3798
5b
f

98

5

n America and the Caribbean
and Barbuda 106

44

228
ìs 224

164 .M

302
3¿3
<t

6'75

109
60040'1

nå
ò

99 na
0

Bahrain

Malta
Qatar
Median for smâll states

Source: World Bank a)

48
39
155

36

68
2ö2

81

49

53

53

135

53

&6

Most developing economies today consider FDI an important channel for

obtaining access to resources for development. In an open economy with access to

foreign capital, investment is a key factor in economic growth (UNCTAD,1999).
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The trade (exports plus imports) to GDP ratio is usually used as an indicator for

the degree of openness of an economy. A higher degree of openness not only

indicates more economic linkages and activities with the rest of the world, but also

indicates a more open and liberalised economic and trade regime. As a result, it is

expected to attract more FDI inflowstn.

There are many theories seeking to explain FDI, for example Dunning

(1993), and Caves (1996) and Vernon's product cycle hypothesis (f966)' Among

these, however, the most influential are those based on industrial organisation

explanations. Their studies focus on assessment of the origins and significance of

the firm specific ownership advantages which drive FDI, such as technological

capability, labour skills, industrial structure, product differentiation, marketing

skills and organisational capabilities.

Markusen et al (1995) point out that any analysis of foreign direct

investment must identify the advantageous conditions that can outweigh the

inherent disadvantages of foreign production. An influential framework was

proposed by Dunning (1993), who synthesised the main elements of various

explanations of FDI, and suggested that three conditions needed to be present for a

firm to have a strong motive to undertake direct investment. This is known as the

"OLI" framework: ownership advantages, location advantages, and

inte rnationali s ation adv ønt ag e s.

A firm's ownership advantage could be a product or a production process

to which other firms do not have access, such as a patent or blueprint. It could also

be some specific intangible assets or capabilities, such as technology and

information, managenal, marketing and entrepreneurial skills, organisational

systems and access to intermediate or final goods. Whatever its form, the

ownership advantage confers some valuable market power or cost which

outweighs the disadvantages of doing business aboard'

le Markusen et al (1995) define FDI as an investment in which the investor acquires a substantial

controlling interest in a foreign firm or sets up a subsidiary in a foreign country. It involves

ownership and,/or control of a business enterprise abroad'
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The foreign market must offer a location advantage that makes it

profitable to produce the product in the foreign country rather than simply produce

it at home and export it to the foreign market. Location advantages include not

only resource endowments, but also economic and social factors, such as market

size and structure, prospects for market growth and the degree of development the

cultural, legal, political and institutional environment, and government legislation

and policies.

Finally, the multinational enterprise must have an internationalisation

advantage.If a company has a proprietary product or production process and if it

is advantageous to produce the product abroad rather than export it, it is still not

obvious that the company should set up a foreign subsidiary. One of other

alternatives is to license a foreign firm to produce the product or use the

production process. However, because of market failures in the transaction of such

tangible assets, the product or process is exploited internally within the firm rather

than at arm's length through markets'

The generalised predictions of the OLI framework are straightforward. At

any given moment of time, the more a country's enterprises relative to those of

others possess ownership advantages, the greater the incentive they have to

internalise rather than externalise their use, and the more they find it in their

interest to exploit them from foreign location, then the more they are likely to

engage in foreign production (Dunning, 1993)' Dunning's eclectic OLI paradigm

of the determinants of FDI can be classified into two groups, supply-side factors

and demand-side factors.

In terms of the supply-side factors, the investment potential and

investment patterns of enterprises are determined by the nature and extent of their

possession of ownership advantages. In general, enterprises from developed

countries with high technological and innovative capabilities and a high overall

economic development level will posses not only more ownership advantages in

general but also more ownership advantages in the forms of high technology,

product differentiation, managerial and entrepreneurial skills and knowledge-
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based assets. In contrast, for poor economies, because they have relatively lower

technological and innovative capabilities, the ownership advantages possessed by

their enterprises not only are relatively less in general but also more concentrated

in the forms of labour intensive product technology, standard manufacture

products and well established export market networks. Enterprises from developed

source countries have greater incentives to internationalise the use of their

ownership advantages and a stronger tendency to secure control over the business

than enterprises from the developing source countries.

In terms of the demand-side factors, a host country's overall attractiveness

to FDI is determined by the location advantages it possesses. Because resource

endowments are not evenly distributed among countries and social and economic

factors as well as government policies are also different among countries, the

attractiveness of host countries to FDI is different. This implies that given the

supply-side factors the differences in location advantages of host countries are

very crucial in determining the distribution of FDI inflows into host countries.

Chen (1997) points out the location factor affecting FDI inflows from a

host country's point of view. Total FDI may be classified into two types, domestic

market-oriented FDI and export oriented-FDl. Domestic market-oriented FDI

aims to set up enterprises in a particular country to supply goods and services to

the local market. This kind of FDI may be undertaken to sustain or protect

existing markets or to exploit and promote new markets. Tariff barriers imposed

by host countries are the most frequently cited reason for domestic market-

oriented FDI. The general implication is that host countries with larger market

size, faster economic growth and a higher degree of economic development will

provide more and better opportunities for these industries to exploit their

ownership advantages, and therefore, will attract more domestic market-oriented

FDI.

Export-oriented FDI aims to use specific resources at a lower real cost in

foreign countries and then to export the output produced to the home country or to

third countries. The most important location factors for export-oriented FDI are
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resource endowments. In general, the explanation for export-oriented FDI can be

found in an extension of international trade theory. Leamer (1984) shows that a

country's comparative advantage changes over time in the process of its economic

development, depending on its relative performance in physical capital and human

capital accumulation as compared to other countries in the world.

What are the implications of the existing theories of FDI for small

economies? Small economies that are poor are relatively abundant in labour

resources so FDI will tend to locate in them in order to benefit from the lower

wage rates. Thus, small states have put great efforts into investing and developing

human capital that will tend to attract more export-oriented FDI. In addition to the

location factor discussed above, other location factors such as relative distance,

culture, language, government policy and political stability of host countries are

very important in affecting the distribution of FDI inflows into developing host

countries.

3.4 Gains from trade: exchange and specialisation

The theory of international trade is well developed and the gains from

trade are pervasive, based on the pursuit of comparative advantage. More than two

hundred years ago, Adam Smith concluded that free trade should be the guiding

principle for all countries. In the early nineteenth century, David Ricardo

elaborated the theory of comparative advantage, which holds that countries benefit

from trade when they specialise in the production of the commodity in which they

have their strongest comparative advantage (Pomfret, 1997)' In essence, the

classical role of trade liberalisation, identified centuries ago, is to remove such

hindrances. The law of comparative advantage is one of the most robust

propositions in economics.

The distribution of gains from trade between countries is more

controversial. The international distribution of gains from trade will depend on the

exact terms of the international exchange, the îerms of trade' For these global

gains to be fully realised, international exchange must not be hindered through



59

artificial barriers, and productive resources must be allocated correctly. The

fundamental cost of protectionism stems from the fact that it provides individual

decision makers with distorted incentives so that they do not allocate their

resources so as to exploit countries' comparative advantages'

The gains from trade aÍe divided into gains from exchange and

specialisation. Exchange allows consumers to exploit the differences in their

endowments or preferences, while specialisation allows the world to produce more

of all goods by allowing each country to concentrate on what it does best. This is

illustrated in Figure 3.1.

Figure 3.L. Decomposing welfare gains from trade: exchange and
specialisation

Ur
U.

IJu

a

o X

Source : Markusen et al (1995)

Point A (Fig 3.1) is the autarky production and consumption point, and lJ"

gives the autarky utility level. Gains from exchange occur at point E if a small

country is trading at given world prices (p+). Assume that economy can now trade

at p*, but that the economy's production is fixed at A. The movement from A to E

and the increase in utility from U" to U" shows the gains from exchange. However,

C
Y
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further gains can be realised if the production is moved to point Q, showing

relatively more specialisation in the production of good X. The movement from E

to C and the increase in utility from U" to U, illustrate the gains from production

specialisation. In fact, the classical and neoclassical theories explain that because

of factor endowment and technology differences, the average developing country

should specialise in the production and export of primary commodities to

developed nations in exchange for manufactured products.

3.5 Gains from more economies of scale and greater competition

One may identify additional new sources of gains from free trade when

markets would, under autarky, be imperfectly competitive. A survey by Francois

et al (1996) found that gains from freer trade are usually larger under conditions of

less than perfect competition. In examining the presence of a monopoly, or of

other forms of imperfect competition, the main concern is under-production.

Francois et al offer a generalisation of this point showing that firms with

market power typically benefit from restricting their output in order to achieve

higher prices. This will result in inefficiency, since the price at which

monopolistic producers sell their products exceeds marginal cost, i.e. the cost of

the last unit produced. If monopolistic power was attenuated and additional units

of the good were supplied, this would generate benefits to consumers which

exceed the resource cost of producing them. Trade liberalisation is likely to

impose competitive pressures on protected monopolistic firms, and the stronger

presence of foreign firms following liberalisation will induce the monopolistic

incumbent firms to reduce prices and increase output. As a result, market supply

increases, and consumers'willingness to pay for additional consumption becomes

better aligned with the associated production costs.

An increase in production following free trade, according to Francois et al.

(1996) may bring even more gains if technology exhibits economies of large scale

production. Economies of scale arise, for example, in situations where firms have

large fixed costs. If such costs can be spread over a larger number of produced
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units, average costs are driven down. As mentioned above, with imperfect

competition, producers have incentives to restrict their output and trade

liberalisation may counter such tendencies, forcing them to produce more'

Therefore, those who have not reached their most efficient scale will experience a

reduction in costs. This may happen, for instance, when liberalisation forces a

monopoly to change its behaviour in order to compete with foreign rivals. In such

a case, even without any increase in imports, the monopoly will increase its

production runs and exploit any economies of scale that have not been exploited

so far. The gains from trade that are directly linked to conditions of scale

economies and/or imperfect competition ate commonly referred aS "pfo-

competetive effects" of trade openness'

Numerous studies have in the past decade assessed the impacts of trade

liberalisation using general equilibrium models with imperfect competition and

economies of scale. Grossman (1991), Helpman and Krugman (1985) and

Markusen et al. (1995) have contributed to a lively debate concerning the

magnitude of the gains associated with pro-competitive effects. The main

conclusion that has emerged from the work in this area is that there is now a broad

consensus that the gains from trade liberalisation are significantly larger when

imperfect competition and economies of scale are present than when they are not'

Small economies are more likely to benefit from this effect than large economies'

3.6 Effects of restricting trade: the case of an import tariff

Most countries maintain at least a surface-level conformity with

international trade principles. However, many exert substantial restraints on free

trade through import and export controls. These are found particularly in countries

that suffer major trade deficits or major infrastructure problems, causing them to

selectively apply trade restricting measures such as import tariffs, quotas or other

non tariff barriers against trading partners exports'

Tariffs for a small economy (Krugman and Obstefeld, 1994) or a small

island economy (Pomfret, 1995) aIe one of the simplest taxes to collect, so that
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collection costs might be lower than for other sources. The argument to justify

tariffs as a source of government revenue is that all revenue resources have

associated costs, either in costs of collection or in resource misallocation costs

resulting from distorted incentives.

A useful framework for analysing the effects of a tariff imposed on

imports of single good by a small country in a multi-world is to use a partial

equilibrium model. Restricting imports of a good will encourage domestic

production and reduce domestic consumption as well as benefit domestic

producers and hurt domestic consumers. It will also raise tariff revenue for the

government.

Figure 3.2. shows the effects of imposing a trade restriction that introduces

a wedge between the domestic price and the world price of an imported good in a

small country. By specifying a small country, it is assumed that the change in

imports has no impact on the world price. A tariff raises the price of a good in the

importing country and lowers it in the exporting country. As a result of these price

changes, consumers lose in the importing country and gain in the exporting

country. Producers gain in the importing country and lose in the exporting country.

The revenue raised from tariff accrues to the government.

Thus the loss to domestic consumers is partially offset by gains to

producers and revenue to the government. Giving equal weight to all welfare

changes, there is a net welfare cost measured by the two triangles b (the

production side loss from producing domestically units which could be imported

at lower resource cost) and d (the consumption side loss from preventing

consumers from purchasing units LM at their true opportunity cost). The figure

shows that for a small economy, the net costs are simply the forgone gains from

trade.
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Figure 3.2. Welfare effects of imposing a tariff for a small country
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Source: Pomfret (1991)
Note: A tariff drives a wedge between the domestic price (Po) and the world price (P*)' Consumer

surplus is reduced by are a+b+c+d, while producer surplus increase by area a' and area c accrues to

the government as táriff revenue. The net welfare cost to the importing country is thus measured by

the two triangles b and d.

While partial equilibrium analysis of a tariff provides a highly practical

technique because the effects of a tariff afe readily quantifiable, use of a general

equilibrium model to analyse effects of a tariff yield more powefful conclusions'

Figure 3.3. illustrates the standard general equilibrium effects of tariff' The

effects can be summarised as follows. Using a two-good general equilibrium

model with free trade production at Po and consumption at Co, a tat'lff on the

imported good X increases the domestic price of X, so that the domestic price line

DD is steeper than the wofld price line ww. As a small country, facing fixed

world prices, production shits to P, and trade occurs along a world price line P'w'

parallel to WW. The pattern of consumption is determined by domestic prices'

thus the consumption point becomes c,. The with{ariff trade for this country is

b ca
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represented by trade triangle P,BC, that is smaller than the free trade triangle,

because imports are less with the tariff than without it. Total imports are AC,, of

which AB exchange for the exports AP, at the domestic price ratio, and BC'

accrues to the government as tariff revenue. The tariff rate, BC'/AB defines the

difference in slope between the domestic and world prices. The tariff revenue is

assumed to be redistributed in such a way as to not hinder achievement of utility

maximisation at C,.

Figure 3.3. General equilibrium effects of imposing an import tariff

Y
D'

D

DD'w'w X

Source: Pomfret (1991)

The country's welfare loss from imposing a tariff has two components: a

production effect, and a consumption effect. Responding to domestic rather than

world prices, producers reallocate resources to producing import substitutes, the

domestic production of which has a higher opportunity cost than imports of the

same quantity would have. Thus the country is forgoing some of the gains from

w
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trade, and the best attainable consumption bundle lies below the free trade

consumption point Co. Meanwhile, consumers, by responding also to domestic

rather than world prices, will fail to attain the best consumption bundle along

P,W'. Consumers could enjoy higher utility at points to the right of C, wìth the

country exporting more Y and importing more X at world prices, but at domestic

prices they are unwilling to pay the amount of Y required for additional units of X

beyond C,. Thus, there is a further loss from failing to realise the potential gains

from exchange in world markets in order to reach the highest attainable

community indifference curve.

It is important to recognise that internal functioning of the economy

pertains to the relationship between commodity process and real factor incomes.

The Stolper-Samuelson theorem shows that changes in commodity prices have

determinate effects on real factor rewards. That is, movements of prices of goods

change the distribution of real incomes between capital and labour (Markusen et

al., 1995). In other words, a rise in the price of the labour-intensive goods leads to

an increase in real wages and a decrease in real returns of capital. The Stolper

Samuelson theorem also helps explain the effects of tariffs on real factor rewards.

A tariff which is a tax on imports, would generally be expected to raise the

domestic relative price of the importable good and thereby reduce income of the

scarce factor which is used intensively in producing that good. This implies that a

tariff moves a country back toward autarky and helps protect the incomes of

scarce factors from import competition. Not surprisingly, one often finds how

different factors of production lobby for import protection while others for free

trade.

3.7 Effects of restricting FDI

Similar import restrictions are also applicable to investment flows, and to

international trade in services. Many countries impose varying restrictions on

investment capital flows with a view to protecting ownership, control and

development of domestic industries.
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The advantages and disadvantages of restricting FDI are as follows. As

profits from foreign investment greatly benefit source countries, the taxes

collected on these profits are also an important benefit to host countries. Caves et

al. (1999) point out that host countries would gain substantially from any activities

of foreign subsidiaries that incidentally raise the productivity of their own factor

stocks. Direct investment typically involves the creation of a subsidiary abroad by

a corporation. It is thus sector-specific, and usually occurs in certain market

structures. It is also influenced by the host country's import tariffs. Like other

factor flows, foreign investment tends to create a real benefit by moving resources

from less to more productive uses. The profit earned by the multinational

company constitutes much of this benefit for the source country, but established

conventions on corporate income taxation ensures a portion of the gain can be

captured by the host country. The host also benefits from foreign investment

raising the productivity of its own factor stock'

Host countries often cnticize multinationals for their high profits or rents

from natural resources, their centralization of research and development in the

parent, their access to altemative actions when squeezed by public policy, and

their vulnerability to political meddling by foreign government (Caves et al'

r9e9).

What aÍe the effects of using an import tariffs to attract foreign

investment? To see this, use is made of both partial and general equilibrium

frameworks. First, in a partial equilibrium framework, consider Figure 3.4'

With no FDI allowed, domestic supply and demand for capital equate at

autarkic interest fate ru, whereas with uninhibited FDI it equates at the world

interest rate of r* (adjusted for risk differences). Hence benefits to users of capital

increase from a to a+b+c; domestic supplier of capital's producer surplus falls

from d+b to just d, and so the net gain to this small economy is area c.
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Figure 3.4. Partial equilibrium analysis of capital inflow for a small
economy.
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Second, in a general equilibrium framework (see Figure 3.5), assume the

capital available from abroad is specific to one sector, say sector y. In Figure 3.5

the length of the horizontal axis O" and O, represents the labour force (assumed to

be constant and intersectorally mobile) and the wage for labour is on the vertical

axis. If each sector is assumed to have a stock of sector-specific capital, and labour

exhibits diminishing marginal product in each sector, then the value of the

marginal product of labour (VMPL) curve will be downward sloping. This is

shown as VMPL.. A mirror image of the VMPL curve for labour in another sector

is shown as VMPL,, with the origin at Or. The intersection of VMPL, and VMPL.

indicates the free-market equilibrium wage, w, and the equilibrium quantity of

labour employed in each sector is OxLo for sector X and OyLo for sector Y.
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Figure 3.5. General equilibrium analysis of capital inflow for a small
economy

o^ oY

In this 2-good model (exportable good X and importable Y), FDI inflows

of specific capital to sector y shift up the VMPL, curve, lowers the output of the

other good (unless its specific capital also has increased FDI), raises the wage for

labour, increases the aggregate rewards to Kr, but lowers the reward per unit of Kr.

Hence the profits of domestic owners of \ fall: they are one of the main groups to

suffer from the inflow of K, via FDI. Another group who would suffer and hence

resist are owners of K-: they lose area b+c+d in Figure 3.5, because they have to

pay higher wages now. The effect is that at the new equilibrium of L,, there is a

higher wage,'W', and the numbers employed in sector x would shrink to OJ-,. The

value of output would thus fall by area d+f.
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An argument sometimes raised in favour of restriction on imports of goods

is that it may encourage foreign investment to produce those goods in the home

markets.

What Figure 3.5 shows is that while such investment may save foreign

exchange by reducing the need to import good y, the country may also lose

foreign exchange earnings in so far as production of exportables falls. More than

that, if capital specific to sector x is internationally mobile, the fall in returns to

that capital (area d+f) may encourage it to move abroad - more or less affecting

the capital to sector Y.

3.8. Gains from less rent seeking

Given that trade and investment restrictions help some groups, even

though they harm others and society as a whole, they provide an incentive to

lobbying or'rent-seeking'.

The cost of government intervention in an economy has been more fully

analysedto. One of the underlying assumptions of the earlier literature was that the

political process surrounding trade and FDI policy formulation does not use up

any resources. However, the process by which protection is sought or defended is

not costless. Factor owners who would benefit from restrictions spend resources

on securing trade protection or FDI restrictions or, once in place, in preserving

those rent through lobbying against liberalisation. That activity has been termed

"rent-seeking" by Krueger (1990).

The rent seeking concept has developed significant foothold in the

economics literature. According to Tollison (1987) rent seeking is perhaps most

usefully illustrated in the context of government interference in the economy to

promote monopoly. The most efficacious way to promote monopoly rents in an

industry is to pass a law to restrict output and to license entry. Rent seeking occurs

as individuals and firms seek govemment favour to operate in restricted industry.

,o For a very detailed discussion on rent-seeking issues, see Colander (1994)
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There is a wide literature describing various ways in which economrc

actors influence the political process to gain protection. Magee et al. (1989) and

Rowley et al. (1988) have described such activities ranging from taking decision-

makers out for dinner, to paying for law firms and other professional lobbyists, to

placing advertisements in newspapers or on television to influence public opinion.

Rent seeking can also include bribery, comrption, smuggling and black markets.

All these activities cost resources which could have been employed more

efficiently elsewhere. However, not all the resources spent on protective rent

seeking are necessarily wasted in an economic sense. Some may constitute

transfers, such as donations to political parties.

It is possible that almost all the resources transferred to a group via a

regulatory policy can be wasted through protectionist rent-seeking. In the case of

trade import restrictions, Magee et al. (1989) called them "black-hole tariffs". The

point is illustrated in Figure 3.6.

Figure 3.6. Welfare effects of a tariff and rent-seeking

Price Supply
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Source : Magee et al. (1989)



7l

Figure 3.6 shows the rents for import competing producers created by a

tariff building from Figure 3.6 above. An ad valorem tariff of t on imports of a

good raises the domestic price from OP to OP(l+t) . Consumer welfare falls by

(a+b+c+d ). The tariff transfers the rent a to import competing protectionists and

tariff revenue c to the government; b and d arc welfare loss triangles. In an

empirical study of India and Turkey, Krueger (1914) found that the costs of

protectionist rent seeking for import licensing amounted to 7Vo of GDP in the case

of India and to I57o of GDP in the case of Turkey in the late 1960s. In that case

the production cost of rent seeking is equal to the value of the producer surplus.

One ironic implication of Krueger's finding is that welfare in an economy would

be reduced by less with a monopolistic seeking of rents because fewer firms

would be competing for rents.

Hillman and Katz (1984) argue that the actual welfare loss due to rent

seeking is smaller than the full producer surplus. If rent seekers are risk averse,

and if there is uncertainty as to whether they will obtain protection, they are likely

to invest less than the expected value of the rent in rent seeking. In addition, if
many producers in an industry are potential beneficiaries from protection,

individual producers may be unwilling to assume the costs of rent seeking, leading

to free riding and hence "under-investment" in rent-seeking activity.

The type of trade policy instrument used can, therefore, affect the amount

of rent seeking observed. Import quotas, for example, are less overt in their

adverse effects on consumers than are tariffs. If quotas were not outlawed,

lobbyists are more likely to seek them than tariffs, other things equal.

International rules can play an important role in constraining rent seeking

and protection. If countries commit to a given trade policy in the multilateral

context, they constrain their own ability to reverse trade liberalisation, and thereby

increase the credibility of their policies. As a result, special interests then do not

have an incentive to seek protection, and rent seeking activities could cease, or at

least to decline. Contrast this with a political setting where trade policies are not

tied through multilateral rules and where frequent policy changes are possible. In
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such a setting a continuous process of lobbying and counter-lobbying by

protectionist and liberalising interests would likely occur, with policies see-sawing

but always more protectionism than if international commitments put a cap on

protection levels, as under WTO commitments. Likewise, if WTO rules outlaw

imports quotas, that will mean less tariff have to be used more and they are more

transparent.

Studies that estimate the rents created through controls by assuming that

the whole transfer is spent through rent seeking constitute upper bound estimates.

However, even if the actual costs are only a fraction of these figures, they

illustrate the considerable costs that may arise from rent seeking activities, and

hence the potential additional gains from any liberalisation that curtails rent

seeking activities. The resources saved from such liberalisation should be added to

the static welfare gains from liberalisation discussed above.

3.9. Dynamic gains from openness

The dynamic gains can be approached by the simplest endogenous growth

models based on learning by doing (USITC, 1997) and tesearch and development

models (Grossman and Helpman I99L, 1995). Learning by doing models are

somewhat special in that learning is a by-product of production: the more a

country produces of a certain product, the better that country becomes at

producing it. One example is the assembly of computer chips where costs fall

dramatically as production experience is accumulated. Trade enters into this

picture in two ways. First, a country will learn more quickly in the sectors that

expand, and more slowly in the sectors that contract. The net effect on growth

depends on the scope for learning in expanding sectors relative to contracting

sectors. Secondly, trade facilitates the diffusion of technology, countries will not

just learn from their own production experience, but possibly also learn from that

of their trading partners.

In essence, trade spurs consumption growth for all parties in the long run

because of more rapid productivity growth when industries are concentrated in
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one place. In the medium run, howevet, trade may reduce growth in countries that

lose sectors with more scope for leaming-by-doing. This need not be the case,

however. Given that all sectors offer some learning-by-doing, and the difference

between the sectors is not too announced, and/or if trade facilitates the

dissemination of technology, the growth implication may be positive for all

countries at each point in time.

The dynamic gains from trade will be transmitted from countries that

specialise in industries with more rapid growth to countries that specialise in

industries with slower production growth, either by knowledge diffusion and/or

improved terms of trade.

In reality, Grossman and Helpman's (1995) R&D models are treated as the

specific engine of growth. A key assumption of these models is that R&D

generates two related types of outputs. First is the new process of product itself.

By assumption, the innovator is granted an exclusive right of commercialisation,

for example, through a system of patent protection. Legal protection of intellectual

property rights is necessary to allow innovating firms to recoup the R&D outlays,

and hence engage in R&D in the first place. Second is the technical information. It

is embedded in these products which may be far more difficult to appropriate. For

example, even if a medicine is protected by a patent, the owner may not be able to

prevent rival pharmaceutical companies from learning the basic principles. It is in

this interaction between innovation, dissemination of embedded technology, and

subsequent innovations that is the engine of growth in this class of models. Hence

any policy that affects the incentives to invest in R&D will also affect economic

growth.

Howevef, given the complexity of the models that are based on

endogenous innovation, it is more likely that trade may spur innovation and

growth if it facilitates the dissemination of technology. As Grossman and

Helpman suggest, when the learning process is characterised by dynamic scale

economies, the scope for gains from international integration and trade may be

larger than suggested by static models.
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In sum, numerous studies have shown that the benefits of outward-looking

strategy are clear and the performance of the outward oriented economies has been

clearly superior to that of the inward-oriented economies where tariff and non-

tariffbarriers have been high and there has been a bias against exports in favour of

import substitution. Similar differences can also be seen in savings and investment

rates. The report from the IMF (1993) also suggests that investments have been

more productive in outward-oriented economies, and differences in the growth of

total factor productivity of both capital and labour inputs also testify to the

benefits of outward-oriented strategies.

3.10. Equity benefits from openness

In comparative statics, the Stolper-Samuelson (SS) theorem and the

specific capital model, both suggest there could be some losers from opening up to

trade and FDI. Would openness tend to hurt the poor? Not necessarily, especially

for a country with a low K/L ratio, for then labour is the main gainer according to

SS theorem. When the dynamic effects of opening are added, it is even more

likely the poor gain, although the rich also would gain once dynamics are included

- a good thing for all.

Opening up to trade can create losers as well as winners, and it will yield

substantial benefits only when countries have the infrastructure and institutions to

underpin a strong supply response. All countries that have had major reductions in

poverty have made use of international trade. But the opening needs to be well

designed, with special attention to country specifics and to any bottlenecks. On a

global level, strategies for attacking poverty afe proposed in three ways:

promoting opportunity, facilitating empowennent and enhancing security (World

Bank, 2000d). Winters in WTO (1999) discusses the various channels by which

trade may affect the income opportunities of poor people. Trade liberalisation is

generally a positive contributor to poverty alleviation, it allows people to exploit

their productive potential, assist economic growth, curtail arbitrary policy

intervention and help insulate against shocks. However, trade reforms will create
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losers as well as winners and could also exacerbate poverty temporarily. Therefore

the appropriate policy response is to alleviate the hardships and facilitate

adjustments to the reform process.

This leads to the discussion of the linkages between trade, economic

growth and incomes inequalities among nations. In a world economy marked by a

large income gap between poor and rich countries, trade can be a factor in

bringing about convergence in incomes between countries (WTO, L999).

V/hile recognising the Seattle demonstration against the World Trade

Organisation, where free trade was condemned as benefiting mainly transnational

and comrpt third world leaders (Mitchell, 2000), it is a mistake to assume that

trade liberalisation will automatically lead to greater inequality in developing

countries.

Most economists argue that in the case of poorest countries, a range of

constraints to economic growth and development must be addressed if openness to

trade is to have an impact on income levels and growth. ff a country wishes to

develop and compete efficiently, then exposure to new technology is essential

(Mitchell, 2000). This is interesting as many of the primary measures and

institutions that facilitate the capturing of knowledge spillovers emanating from

trade are inherently the same measures that facilitate a move to faster growth and

alleviation of widespread poverty. It must be accompanied by a series of

investments in domestic education as well as infrastructure, telecommunications

and preservation of property rights in enabling a country to enjoy the fruits of

openness to the rest of the world (WTO, 1999).

3.L1. Raising government revenue

3.11.1 Trade taxes

Although trade taxes no longer play an important role as sources of

government revenue in developed countries, they do in developing countries.
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Experiences of various developing countries reveal that taxes on foreign trade are

substantial sources of revenue.

According to Corden (1997), the main type of trade tax has been the tariff,

but in addition, there have been the profits of multiple exchange rate systems,

export taxes, and profits from exporting marketing boards. The optimal tax mix, in

Corden's View, is determined by three main considerations, namely income

distribution effects, distortion effects and collection costs. The latter is crucial not

only for income taxes but also for commodity taxes to get a first-best case for

revenue tariffs or export taxes.

The argument which is developed by Corden in a number of stages

provides an insight into how policy makers deal with the issue. A trade tax could

be a component of either a sales tax or an excise tax. A sales tax of an import-

competing good could be levied in the form of a tariff combined with a tax on

domestic production at the same rate. Similarly, a production tax on an exportable

good could be levied in the form of an export tax combined with a tax at the same

rate on sales of the exportable product to domestic consumers.

The benefits of trade taxes as sources of revenue have been acknowledged.

However the imporlance of trade tax in economic development in various

countries, particularly in advanced countries appears to decline based on the

following five considerations: first, as countries become more developed, costs of

collection of non-trade taxes, and notably of the income tax as well as trade taxes

are likely to fall; second, the maximum revenue obtainable from tariffs decreases

in relation to GNP; third, the use of progressive taxes on imported goods; fourth,

the ratio of government expenditure to GNP tends to rise in the process of growth;

and lastly, the pattern of imports tends to shift away from manufactured consumer

goods to intermediate goods and capital goods.

Concern over the share of trade taxes in total revenue has been well

explored by Corden (1991). Taking the ratio of government expenditure to GNP at

each level of development as given, it suggests that changes in this ratio may

influence trade-tax share in revenue. But the relationship may also go the other
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way: the ability to collect taxes on trade may affect the ratio of government

expenditure to GNP for a given per capita income. Cross-country comparisons

suggest that such a relationship may exist for poorer less-developed countries

(Corden, 1997). There is a relationship between a country's openness, that is the

trade-GNP ratio and the ratio of government revenue to GNP. Hence, for a poor

country, openness tends to be a better indicator of the government-revenue-share

than per capita income.

3.11.2 A value-added. tax

A VAT which is a tax levied on the value added to a good or services at

each stage in its production and distribution, has attracted attention in many

countries for three main considerations: revenue, neutrality, and efficiency (Tait,

I99l).In addition to being neutral with respect to foreign trade, the VAT does not

distort domestic production and distribution. For much the same reason and

because the VAT is collected on a cunent basis, it is a flexible tax instrument; a

change in the rate translates into more or less revenue. Because, the tax is broadly,

applying to all sales in the business sector, its base is less subject to differing

interpretations than the base of the income tax. Furthefinore, opportunities for tax

avoidance and tax evasion are probably more limited. The broader tax adjustments

under the VAT are in line with the tax provisions of the WTO (OECD, 1998).

Empirical studies, for example Mclure (1987) and Tait (1991) reveal that

an introduction of a VAT would probably cause a one-time increase in prices, but

it need not cause ongoing inflation. Criticisms were levelled against the

consumption tax on the grounds of regressivity, fear that VAT was a money

machine and inflationary, and that VAT would be an administrative nightmare.

The VAT has been used in more than 50 countries (OECD, 1998). In the case of

Indonesia, Korea, New Zealand, Portugal and Tunisia, the VAT provides a

buoyant revenue base, and it contributes 12 percent to 30 percent of revenue in

most countries representing about 5-10 percent of GNP (Tait, I99l). In the

Philippines, for example, Tait found that the VAT has improved the profitability
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of exports by 20 percent. This reliable revenue creates a valuable alternative tax

source, especially in countries that have a limited tax base or must rely on

revenues from primary commodities whose exports receipts may be volatile, such

as oil, minerals, coffee, sugar and cocoa.

3.12. Conclusion: policy implications for East Timor

This chapter has discussed valid reasons why openness to foreign trade and

investment might bring benefits to an open small economy. This chapter surveyed

a number of other arguments for protection. At a general level, one would expect

the gains to be related to the amount of adjustment countries undertake in

response to openness. Therefore, for small countries, regardless of their size and

GDP, openness will enable them to purchase ideas, import goods and services,

and import capital and institutions.

An essential aspect is that openness will benefit economies with smaller

markets, since they are more adversely affected by a number of factors. First, the

smaller the market, the less firms will be able to exploit economies of scale, and

the higher average production costs will be. Second, problems caused by

monopoly pricing are more likely to be more pronounced in small economies.

Third, the overall domestic price level is dominated by improvements in the

foreign price level of imports. The price of nontraded goods also tends to adjust

rapidly through the impact of foreign prices on wage and other cost movement.

Fourth, trade barriers, tariffs, and exchange restrictions on current transactions

tend to produce strong and detrimental effects on production and prices. For all

these reasons, poor economies with small domestic markets, such as East Timor,

will be more adversely affected by trade barriers, and benefit relatively more from

an open trading environment.

The chapter also surveyed a number of important arguments for FDI. In

view of the importance of FDI, the study finds that an increase in levels of

protection tends to attract investment into the protected sector and thus by

encouraging production to cause imports to fall. An argument sometimes raised in
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favour of restriction on imports of goods is that it may encourage foreign

investment to produce those goods in the home markets. The review shows that

while such investment may save foreign exchange by reducing the need to import

good y, the country may also lose foreign exchange earnings in so far as

production of exportables falls. More than that, if capital specific to sector x is

internationally mobile, the fall in returns to that capital may encoutage it to move

abroad - more or less offsetting the capital inflow to sector y'

Foreign Direct Investment involves a complex set of economic and

political considerations. As emphasized by Hill (2001), FDI will be especially

important in weaning the economy of East Timor off a very heavy initial reliance

in the government sector on international aid flows. East Timor will need to attract

foreign investment, not just for the financial capital it brings but also for the

accompanying benefits of technology and intemational market connections. This

applies to the mining sector, tourism projects, some cash crops and potentially

some labour-intensive investments. Whether particular sectors or activities should

be closed to FDI is principally a political question. The economic case for such

restrictions is weak, therefore it would be imperative that clearly defined,

transparent, and long term leases be available for land-intensive activities such as

tourism and export-oriented cash crops. The principal policy challenges concern

the regulatory and fiscal regimes which should be guided by simplicity and

transparencY.

Looking beyond the transition period for East Timor, the introduction of a

VAT may very well serve as an ideal consumption tax. At present, East Timor is

introducing basic taxes" on goods and services in the forms of import duty, excise

and sales tax as part of its overall strategy for revenue. While raising taxes during

the transition period is important for the country, the impending decision of the

2l Service tax, income tax on wages and business income, land tax and other taxes are being

considered by the Central Fiscal Authority (CFA) in East Timor. These are based on principles of
good taxing, i.e. simplicity and transparency' everyone pays, good business environment, broad

base and low rates.
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tax regime may very well make the VAT or a broad-based consumption tax the

next appropriate tax policy in view of trade policy measures for East Timor.

The approach is theoretically at least, a second-best policy strategy, as

compared to an expenditure tax, which is neutral as between imports and

domestically produced goods. Therefore, notwithstanding the difficulties, it would

seem desirable to shift towards some sort of turnover tax as quickly as possible, so

as to avoid temptation of using duties as protective devices. The current rates

introduced by UNTAET at least have the advantage that they are set low enough

as not to encourage the proliferation of protectionist pressures.

Two relevant implications emerged from this chapter: first, it is now

apparent that there is an important relationship between the macroeconomic

environment and the benefits from opening up of trade; and second, the sequence

of which the process of openness is attempted has important consequences for its

impact on production, growth and income. The lesson leamed from this chapter is

that it helps to gain an understanding of the best international practice to

encourage cost-minimisation, adopt a less distortionary policy and reduce rent-

seeking activities and boosts the transfer of productivity-enhancing technology.

It is unlikely that East Timor will opt to isolate itself from its neighbours.

The discussion in this chapter suggests that openness to international trade at the

outset of independence for East Timor, and getting integrated in the mainstream of

international market, would be beneficial.



CHAPTER 4

PRODUCTION AND TRADE EFFECTS OF DEVELOPING

A POOR ECONOMY

4.L. Introduction

This chapter draws on modern and development theory to examine the

determinants of comparative advantage acfoss countries and over time as

economic growth occurs at home and abroad. It also draws on this empirically

supported theory to examine the trade and hence production specialization

prospects for East Timor's economy at the start of the 21't century.

4.2. WÞ,lat theorY suggests

From a theoretical and empirical point of view, if countries specialise in

production for which the opportunity cost is low relative to the opportunity cost of

producing the same products in other countries, then by specialising in making

such products, they can increase global production of all products, thereby all

countries can gain. The economic literature identifies two important reasons why

these opportunity costs differ across countries. They are differences in technology

and in factor endowments. The Ricardian model (see Chapter 3) shows how there

is scope for mutual gains when each country specialises its production towards

products for which it has a low opportunity cost relative to that for other products,

since it has low input requirements.

The Heckscher-Ohlin (HO hereafter) model, on the other hand, highlights

differences across countries in relative factor abundance as a source of differences

in opportunity costs. If technologies are the same internationally, then countries
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with a relative abundance of labour will tend to have lower opportunity costs tn

production for products which, in comparison with other products, require higher

labour inputs. The fundamental insight of the Heckscher-Ohlin theorem of their

general equilibrium trade model is that countries tend to export those goods which

use intensively the factors of production with which they are relatively abundantly

endowed (Markusen et al, 1995).

In an empirical test of the Ho theotem, Leamer (1984) found that the

patterns of imports and exports of 58 developed and developing countries in 1958

an|, t9l5 could be well explained by their relative factor endowments' This

implies that trade not only can expand production and increase national income'

but can also alter the mix of production. Furthermore, it implies that as the relative

factor endowments change overtime, so too will there be changes in comparative

advantage. A country can become industrialized, for example, if its endowment of

industrial capital relative to other factors grows faster than the rest of the world's'

In that case its comparative advantage could change from resource-intensive

exports, to unskilled labour-intensive manufactured exports, to skilled labour-

intensive and knowledge-intensive expofis'

A unifying framework first developed by Leamer (1987), and developed

further in Leamer et al (1999) provides a powerful analyical tool to depict how

comparative advantage is determined and hence how it might change as relative

factor endowments alter at home and abroad'

The triangular simple three-factor graphical setting is illustrated in Figure

4.1 which represented three factors of production, labour, natural resources and

capital (both human and physical). Both the factor endowments of countries and

also the input intensities of various productive sectors are depicted by points in

this triangle. According to Leamer et al (1999), the most important feature is that

increasing the amount of one factor, for example, capital, while holding fixed the

supplies of the other two factors, swings a country's endowment point directly

toward that factor's vertex.



83

Figure 4.1. Leamer's resources endowment triangle

Natural Resources

Labour Capital

Source: Adapted from Leamer et al. (1999)

On a line going through the capital vertex, the ratio of land to labour is

constant. This allows one to scale the three factor ratios along the axes of the

triangle, with land per unit of labour on the left edge, capital per unit of natural

resoufces on the right edge, and capital per worker on the horizontal axis.

Figure 4.1 also reveals that a movement between cones in the direction of

the capital vertex is accompanied by a decline in the price of that factor. This is

represented by the three arrows which imply three different development paths

taken as countries accumulate capital holding fixed the supplies of land and

labour. As capital accumulates and the endowment point shifts from cone A to B,

C and D, the rate of return to capital declines and the wage rate of labour

increases. Leamer et al (1999) termed this the development path of a natural

resource-poor country. However, two contrasting points for natural resource-

abundant countries emerge. The positive side is that land abundant countries have
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a preferred path of development which avoids the intense competition in labour-

intensive manufactures, and on the negative side is that the early stages of that

preferred path may not prepare a land-abundant country for the human capital

needs at later stages, causing the development to stall'

Moving along the path A-B-C-D (Figure 4.1) at the very first stage, these

land scarce countries have some peasant agriculture but depend upon exports of

handicrafts to pay for imports of simple consumer items. As these countries

develop, they begin to produce and to export labour-intensive manufactures'

When most of handicraft work is moved into the forrnal manufacturing sector,

additional capital accumulation requires that workers are moved from peasant

agriculture to manufacturing sector which begins to become more sophisticated

and capital intensive. Further capital accumulation supports a more capital

intensive mix of manufactures and more capital-intensive methods for exploiting

the meagre natural resources. This process is accompanied by increasing wages

for raw labour, an elevating need for a more educated workforce and a consequent

natural rise in educational attainment (Leamer et al. 1999)'

ln contrast, the resource-rich countries have a very different development

path, as depicted in cone E-F-G-D. The argument of Leamer et al' is that the

countries moving from the most undeveloped of the land abundant countries

dominated by primitive harvesting of natural resoufces and simple labour

intensive mining to a more capital-intensive activities. Initial and further capital

accumulation allows workers to shift from peasant agriculture towards capital-

intensive industry with rising wages for labour' Clearly, the paths of development

of resource-rich and resource-poor countries aIe very different in terms of product

mix at any point in time even if their per capita incomes were the same t'

An important feature of the development path for countries rich in ores,

cropland and forestland is also well illustrated by the Leamer triangle. Indeed, this

framework can be used to explain the differences between a pessimistic and an

optimistic view for natural-resoufce rich countries' In the case of countries

endowed with ores and oil, three different developments path in response to
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capital accumulation are depicted for countries with different initial supplies of

natural resources relative to labour. The authors point out that capital-intensive

methods of extraction can absorb a country's capital and thereby slow the

emergence of manufacturing.

4.3 Evidence from other, particularly small island economies

There are a host of characteristics that define small economies, and since a

sizeable number of small economies are islands or archipelagos, most of these

characteristics apply also to small island economies. They include: geographic

isolation; naffow production bases with often just one or two primary export

industries higher unit costs of infrastructural investment; and high vulnerability to

natural hazards and global markets fluctuations (World Bank 2000 a; and de Vries

1984).

Comparative indicators of selected small island states are presented in

Table 4.1. The table shows that East Timor is only slightly less densely populated

than the average developing country but appears to have less capital per worker (if

capital is used as a proxy) than even the average low-income country'

The problems facing small island economies therefore appear to arise from

several distinct but often related factors that affect most small economies, but

perhaps more so the island states'

An important question is: how well can small island states cope with an ever-

changing and competitive global economy? The World Bank sponsored a study

by Findlay and Wellisz (1993) provides a critical evaluation of the economic

history of five small open economies, Hong Kong, Singapore, Malta, Jamaica and

Mauritius. The authors explore the processes that yielded different levels of

growth, poverty, and equity in these countries. It shows the extent to which they

depend on each country's initial resource endowments, economic structure,

national institutions and forms of economic organisation, and economic policies.

t They are also very different in terms of income inequaìity



86

Table 4.L. Key indicators for selected PacifÏc island and other economies,
1999

Population Population Population
per sq KM annual growth

rate(1993-98)
(000) TolYur

GNP per head GNP total GNP Per head
PPP basis

currentUs$ currentUS$
million

US$

East Timor '150 ^

or 630 "

10
44

721
60
15

138
16

165

3,553

a

a1
I

na
07
J.J

0.4
2.7

50

42

304

800
2,270

910
1,060

750
t,'120
I,t'70
1,810
1,560

580
3,400
I,960

228

3,746
|,7'71

81
181

320
172
221
210
100

l 19,500
'l'7,300

121,000

2,096

Pacifrc Islands
Fapua New Guinea
FÜi
Kiribati
W.Sarnoa
Solo¡non Islands
Tonga
Vanuatu
Micronesia
Marshall Islands
South East Asia
Indonesia
Malaysia
Thailand
Caribbean
Antigua & Barbuda
Ba¡bados
St. Lucia
Indian Ocean
Maldives
Mau¡itius
Seychelles

Srnall Economies b

Hong Kong, Ctrina
Jamaica
Malta
Mauritius
Singapore

1,'710
801

88
l'70
429
100
189
116
64

6,687
2,576

3't'7
11,59'7
3,163

207.000
23,000
62,O00

6'7

26'7
154

2't8
1,170

80

8,300
7,890
3;t'70

2,260
4,540
3,190
3,920
1,950
4,280
2,'770

2,440
7960
5,600

9,440
12,260
5,020

3,550
8,650

10,380

138,847
8,615
8,633
9,552

80,021

1,790
3,960

1t4
69

t2t

153
620
253

925
576
1'17

1;l
2.5
1.3

0.6
o.4
1.6

s55

580

All Low income
All tower middle income
All developinq

26
1.1
1.4

332
4,203

520

166,440
6,334
3,410
4,160

88,162

20
1.1

6;755
238

1,1?8
5'71

5,1 86

J

1

I
I
2

1,1ó0
3,590
6,540

20,'t63
3,344

22,901
8,236

25,295

410
1,200

'73

48
5t

o R"fers to Table 1 1. Selected economic indicators, East Timor in Chapter 1

bSee Findlay and Wellisz (1993) using the 1998 data

Sources: World Bank (2000c) and IMF (2000)
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All five have long been connected with the United Kingdom as former

colonies with small populations. Despite the similarity in initial conditions,

including as reflected in a relatively narrow dispersion of per capita incomes in

1960, the economic status of the five economies today is vastly different (see

Table 4.2).

The economies of Hong Kong and Singapore have grown at spectacular

rates, exceeding those of most countries in the world over the same period, while

Jamaica, despite having the best natural resource endowment of the five

economies, has performed disappointingly. Malta is placed a respectable third in

terms of economic growth, followed by Mauritius, which has done quite well in

recent years.

The determinants of growth patterns of the five economies are well

summarised in Findlay and Wellisz (1993), and three patterns emerge: (i) the

brilliant success stories of Singapore and Hong Kong, both city-states with

predominantly Chinese populations, autonomous governments and liberal trade

regimes but without natural resources; (ii) the poor performance of Jamaica and to

a lesser extent, Mauritius, both resource-abundant primary exporters with

ethnically mixed populations, a competitive government subject to interest group

pressures, and interventionist economic policies; and (iii) the moderate

performance of Malta which, like Hong Kong and to a lesser extent Singapore is

ethnically homogenous and has no natural rosources other than a harbour and a

strategic location but is similar to Jamaica and Mauritius in having parliamentary

system and a record of intervention in economic policy.



Table 4.2. Selected characteristics and policy measures of five small island economies,1993

1. Size'
Populations (thousands)

Area (sq Km)
GNP/capita (Thousand US$)

Life
2. Government intervention

Monetary and Fiscal PolicY

Export oriented
open to investment

Import substitution

3. Natural Resources

Note : "Vy'orld Bank (2000c) for 1993 data series.
Sou¡ce : Author's own compilation based on the description of Findlay and Wellisz (1993)

Hong Kong

5.901
1.070
20.r
'78

minimal intervention

liberal trade regime
and open to MNC

Least Endowed
City states

Least endowed
City states

2.813
620
18.4
77

Singapore

active intervention

outward looking and
screened FDI
Open to MNC

Adopted in the 1960s
and moved to export

promotion

Very Rich in
sugar & bauxite

selective intervention

Inwa¡d oriented

2.411
10.990

J.J
77

Jamaica

Poor

sound policy
extenslve

intervention

Adopt wide range of
import substitution

Malta

364
320
9.8
77

Rich

interventionist

active pursuing FDI

Adopted in the mid
1970s

r.091
2.040

6.1
7I

Mawitius
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The determinants of growth pattems are explained by several factors, for

example, the availability of natural resources, a trade off in development between

growth and equity in the 1960s and 1970s, and economic policy choices' The

least-endowed with natural resources, Singapore and Hong Kong, performed the

best, whereas the best endowed with natural resources per capita, Jamaica, has the

worst record. Jamaica tried to squeeze more revenue out of primary exports rather

than create new sources of wealth.

From the five island economies, it appears there is an inverse relationship

be*rween endowments of natural resources and econonúc SucceSS' Singapore,

Hong Kong, and Malta have no resources other than a strategic geographical

location, yet all three developed at a vastly greater pace than the two resource-rich

economies. Jamaica, the best endowed of the five, stagnated after a boom in raw

materials that lasted some fifteen years, and Mauritius made little headway until it

abandoned its natural resource-based development strategy' Part of the

explanation can be found in the Dutch Disease'

Another important finding is that there appears to be no trade off between

growth and equity. Labour-intensive manufactured exports led to rapid

employment growth and higher wages in Hong Kong and Singapore, whereas in

Jamaica stagnation and decline have worsened the already skewed income

distribution of an economy well endowed with natural resources that were

developed by large foreign enterprises. The last factor has been due to poor

economic policy choices, which in Findlay and Wellisz's wofds, are the real

'suspects and culprits'. Hong Kong and Singapore have consistently implemented

market-oriented policies within a stable monetary and fiscal framework over the

entire period. Similarly, Malta and Mauritius by and large have adhered to sound

monetary and fiscal policies although their governments intervened extensively in

the allocation of resources and in the distribution of income Henca, economic

policy in any given country at any given time is influenced by a mixture of the

theories in fashion and the notable successes and failures in other countries-

Foreign trade was not believed by many to be an engine of growth, so countries

throughout the developing world emphasised import substitution instead during
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the 1950s and 1960s. It was only from the 1960s that the export-oriented

development strategies started to take hold, driven most importantly by the

success of the Newly Industrialised Economies (NIEs) of East Asia' including

Hong Kong and SingaPore.

Thus, the fbur economies (excluding Hong Kong) that obtained political

independence fiom Britain were pessimistic about foreign trade and emphasised

industrialisation for the domestic market. Even tiny Malta adopted a fairly wide

range of import substitution. Infant industry protection to new activities was

adcpted'inmosteconomies.SingaporejoinedHongKonginpursuingan
essentially free trade policy only after the break with Malaysia in 1965' Import

substitution continued, only modified by the establishment of export processing

zones, most successfully in Mauritius in the mid-1970s. Although Singapore, like

Hong Kong, removed virtually all restrictions on imports and exports, by no

means did it practice laissez-faire in other matters, in particular the government

controlled domestic savings, screened foreign investment and regulated the labour

market.

4.4. EastTimor's resources endowments and income at the start of the 21't

century

This section analyses the determinants of East Timor's comparative

advantage relative to other countries. The sources of a country's comparative

advantage view may include different factor relative endowment ratios'

technologies and consumef tastes among countries. However, for East Timor

which is relatively poor and tiny, the key determinant is relative factor

endowments.

In order to analyse the relative position of East Timor in 1998, the Leamer

(1987) endowment triangle is used (see Figure 4.2)- "fhe capital endowment per

worker is proxied by GNP per capita while natural fesources per worker is proxied

by per capita land area (sq km per person). These are shown in Table 4'3 for East

Timor, for the world as a whole, and for a sample of 14 countries.
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Table 4.3. Population and relative resource endowments of East Timor and

various economies, 1998.

Country Land Area Population

(O00 sqKM) (Thousands)

GDP GDP/person Landl/Person

(US$ Million) ($US) (square KM)

East Timor
Australia
Ethiopia
Fiji
Hong Kong, China
Indonesia
Jamaica
Japan
Malta
Mauritius
New Zealand
Portugal
Singapore
United States
World

15^
7,682
1000

18

1

1812
11

377
320

2
268
92

1

9,t59
109.672

g84 b

t8,532
59750
782

6,502
200,390
2,554
12609t

375
1,148
3,761
9,945
3,104

267,144
5.093,175

424h
404,251
6,380
2,100

fl3,609
215,747
4,t34

4,t97,439
3,339
4,177
64,959
10r,286
95,138

7,844,000
t5.479.175

503
2t8r4

ro7
2685
2670r
lo77
r6t9

33289
8904
3639
t'7272
10185
30650
29291
3039

18

415
l7
23
0
9
4
J

853
2
7t
9
0

34
2l

Note: oEast Timor's land area was obtained from Pedersen and Arneberg (1999)

b GDP was obtained from UNTAET (2000e);

Source : World Bank (2000c)

Figure 4.2 presents graphically various countries' relative endowments of

three factor of production, denoted N for natural resources, L for labour time, and

C for produced capital (human, physical, knowledge)2. These ratios are measured

in log terms along NL and LC sides of the triangle, respectively. The world

average endowment of each factor ratio is shown by the mid-point (W) which is

taken as numeraire. With the assumption that all countries have equal access to

available technologies, the comparative advantage of a poor country with little

capital will be determined largely by its natural resources per worker. The higher

2 Anderson (1995c) explains that although crude proxies are used here to represent the natural
resource to labour ratio, and the produced capital to labour ratio are national product per capita,
more sophisticated indexes are not likely to change very much the relative positions of the country
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(lower) an economy's its L/1.{ ratio relative to the rest of the world, the stronger its

comparative advantage (disadvantage) in unskilled labour-intensive manufactures

relative to primary products, ceteris paribus. Should labour skjlls and stocks of

physical capital per worker expand faster in this poor country than in the rest of

the world, the capital intensity of its production would increase its comparative

advantage in manufacturing and services and would gradually strengthen and

move to more capital-intensive products.

The most important property of the endowment triangle is that straight

lines emanating from one corner have the same ratic of the other two factors. For

example countries located along any one line which emanates from corner Capital

(C), have the same natural resources per worker (Figure4.2). That common ratio is

measured by where that ray from C intersects the left hand side of the triangle

along LN.

According to this standard theory, East Timor's comparative advantage

currently is likely to be slightly more in labour-intensive manufactures than in

primary products because in addition to being relatively capital-scarce, East Timor

is located a little below the AC line and within AwL. under the above

assumptions of identical consumption patterns and technologies across countries,

the economies located in space BWC (Figure 4.2), such as those of Japan, Hong

Kong, Portugal and Mauritius, have above average per worker endowments of

capital and below average per worker endowments of natural resources per

worker, and so tend to have comparative disadvantages in primary products and

unskilled labour-intensive manufactures and comparative advantages in skill-and

knowledge-intensive products. On the other hand, Indonesia, Ethiopia, and

Jamaica are much less endowed with capital per worker, though they exceed the

ratio for East Timor. The triangle concept could be generalised if additional

dimensions were to be added to distinguish different types of natural resources,

for example by separating out other natural resources (minerals, forests) from

farm land. It appears that the more abundant a country's per worker endowment of

groups.



Figure 4.2 Retative endowments of natural resources, labour and produced

capital, various economies, 1998.
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other natural resources compared with farm land and industrial capital, the

stronger will be its comparative advantage in non-agricultural primary products. If
there was a new discovery of minerals, or an increase in the international price of

minerals and energy such a country's comparative advantage in mining would

strengthen and its comparative advantage in farm and other goods were weaken,

ceteris paribus.

It is important to rccognize that domestic or foreign savings can be

invested to enhance the stock or to improve the quality not only of industrial

capital, but also of labour or natural resources in addition to providing capital

specific to the non tradeables sector. Any such increase in the net stock of

produced capital per worker will put upward pressure on real wages. That will

encourage, in all Sectors, the use of more labour saving techniques and the

development and/or importation of new technologies that are less labour intensive

(Anderson and Pangestu, 1995).

Which type of capital would expand fastest in a free-market setting

depends on expected rates of return. The more densely populated, natural

resource-poor a country, the greater the likelihood that the highest payoff would

be in expanding its capital stocks for non-primary sectors. At early stages of

development of such a country with a relatively small stock of natural resources

per worker, wages would be very low and the country would have a comparative

cost advantage in unskilled labour-intensive, standard technology manufactures.

Then as the stock of industrial capital grows, standard-technology move toward

expanding more capital and skill-intensive manufactures, natural resource-

abundant countries, on the other hand, would enter manufacturing at a later stage

of development. Such countries are likely to have remained more than fully self

sufficient in agricultural products for longer and their first industrial exports

would be comparatively capital-intensive.

4.5. Managing a resource boom in the Timor Gap

According to Corden (1984) a resource boom would also encourage
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mobile resources to move into the production of non-tradeables as their demand

strengthened and their prices rose, further reducing farm and industrial protection.

For East Timor, the inheriting of the part-ownership in the Timor Gap is like a

new discovery of minerals and energy. The Timor Gap Treaty3, signed between

Australia and Indonesia in 1989, deals with the allocation of petroleum resources

and the sharing of benefits in the agreed zone of cooperation (ZOC). The Treaty

established aZone of Co-operation covering nearly 61,000 square kilometres. The

Treaty also provides for theZone to be divided into three administrative areas: A,

B. and C. Area A of the Zone of Co-operation (the central area in the Zone),

covers an area of 34,970 km2. Government revenue from petroleum production in

the ZOCA is shared equally between Australia and Indonesia, with Australia

taking a major share in ZOCB (907o) and Indonesia in ZOCC (907o) (Kjar, 1999).

Since IggL, royalty returns to the goverxments of Indonesia and Australia

amounts to some A$5-6 million per year' East Timor has not receive any of

Indonesia's royalties directly (Moraitis, 1999).

The assertion of East Timor's legal rights over oil reserves in the Timor

Gap is of critical importance to the emerging nation. Under an earlier agreement

between Australia and Indonesia it was decided that the oil resources believed to

lie beneath the seabed in the disputed zone would be jointly exploited. It may be

that there will be a frictionless deal to transfer Indonesian torritorial rights vis-a-

vis Australia and the treaty zone to East Timor.

The main signatory of the existing Treaty is UNTAET and the

Government of Australia a to recover oil and gas from the Timor Sea promises to

generate millions of dollars in foreign exchangelHowever, the production will

not begin before 2004 which leads East Timor authorities to depend for foreign

exchange earnings on exports particularly from agriculture and fishing. With the

record high price of oil in 2000, the return on oil and gas developments in the

3 A bri"f description of the treaty is illustrated in Appendix 42.
a The transfer of signature took place on 28 February 2000 in Perth between UNTAET and the

Australian Government.
5 At the time of thesis writing, a series of talks between the Government of Australia and The

Transitional Cabinet of East Timor Administration have been underway in Dili on the Timor Gap.
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Timor Sea holds even greater appeal for mining and petrochemical companies. It

is estimated that over A$ 8.5 billion worth of oil was produced in the Timor Sea

from 1986 to March 2000.

Following the oil price rises of the 1970s, many oil-producing developing

countries, including a number of small economies which had been relatively poor,

found themselves to be suddenly relatively wealthy (Heeks, 1998)' However, the

existence of significant quantities of oil, gas or other minerals with strong export

potential has rarely been seen as an unmixed blessing for national development.

Despite the self-evident nature of the econcmic and social benefits that oil

has brought to oil-exporting countries, concem for the future oil boom is not a

problem-free driver of the development process. Much has been discussed in

mineral-exporting countries of the effects of rapid growth in one export industry

or sector (petroleum and minerals) on output and employment in other sectors and

in the economy as whole (Corden, 1984).

The standard Dutch Disease model incorporates significant movement of

resources out of manufacturing into the booming mining sector. East Timor, like a

number of small countries, has very little manufacturing, however. Therefore,

there are few capital or labour resources to move out even if oil were not an

enclave. On the basis of cases like this and the particular nature of manufacturing

in developing countries, Benjamin et al (1989), argue that the developing country

variant of the Dutch Disease model sees the resource-movement (and spending)

effect more likely adversely affect agriculture than manufacturing.

The question raised is what lessons can be learned for application to the

forthcoming resources boom expected from the Timor Gap? To help understand

the effects of a resource boom on the local economy, Garnaut and Baxter's (1984)

work on Papua New Guinea serves as a reminder for East Timor in the future. The

basic argument runs as follows:

Consider a small economy with internal and external balance that suddenly

has a massive investment in oil and gas financed by capital inflows. The mine

uses some indigenous labour in construction and production, but all other inputs

are required to be imported. There is an increase in demand for labour which
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raises wage and hence the cost of producing non-tradables. The expenditure of the

increased labour income further raises non-tradeables' prices by shifting out the

demand for non-tradeables. The higher labour incomes and (prospectively at least)

the royalties from the mining operation raise government revenues. The trade

balance moves into deficit, both because imports are required in construction and

because tradeables' consumption has increased and production has fallen as a

result of the increase in demand for labour in non-tradeables and at the mine site.

The payment surplus is equal to the difference between the capital inflows

on the one hand, and the increase in imports plus reduction in traditional exports

on the other. The increased surplus allows an increase in domestic expenditure

consistently with external balance; to the extent that government uses this

opportunity to expand expenditure, there will be further increase in demand for

labour and in wages and non-tradeables' prices. These cause production in some

export and import-competing industries to become less profitable. Producers in

these industries may reduce output or the resource boom has hurt them, even if it

raises the incomes or services available to others in the economy.

The consequences of mine development would be different if real wages

were rigid and there were unemployment prior to construction (Garnaut and

Baxter, 1984). Mine development reduces unemployment, and non-tradeables's

production increases. For East Timor, unemployment of relatively unskilled

labour exists alongside shortages of skilled labour. Increased domestic demand for

skilled labour bids up its price, and raises the costs and reduces the profitability of

other industries which use skilled labour. But the large excess supply of relatively

unskilled labour means that there would be non-marketplace pressures for

increases in their wages. This ensures that the adverse effect of mine development

on other industries, and especially on labour-intensive industries, is small. In

short, Garnaut and Baxter conclude that rising wages and prices of non-tradeables

relative to the average price level are symbols of economic performance, so long

as they are the product of strong demand for labour at full employment and with a

sound balance of payments. While raising wages can damage established tradable

goods industries, this cost to some is outweighed by the wider benefits'



98

4.6. The likely evolution of the structure of production and trade for East
Timor

East Timor's economy resembles the economies of most small islands that

have gained independence from colonial rule. Government transfer into a modern

sector focused on the high-income urban population, while low growth

charactenzes the rural economy.

As revealed in Table 4.4, the real GDP growth rate over the years 1983 to

1992 was 8.6 per cent per year, and over the three years 1994-7996 it was 10.1 per

cent (World Bank, 1999b). Despite significant achievements in primary sectors

and construction within East Timor over these years, marketed consumption needs

were met largely by imports from other outer islands. All of the economic

activities were highly dependent on central government transfers and benefited

primarily the urban population.

Table 4.4. Growth of GDP, East Timor: L983 to 1996 (per cent p.a)

Sector

Utility
Service
Manufacturing
Construction
Trans. & Comm.
Mining & Quarrying
Trade
Goverment & Defence
Agriculture
Rent
Bank &Financial institution
GDP

Growth
(r983-92)^

t1.8
t4.6
14.2
13.5
13.3
13.2
11.8
1.8
6.3
3.4
1.2
8.6

Growth
(tee4-96),,

19.1
15.1

15
t2.r

l1
13.8
11.6
2.7

13.8
10.1

Note: Column a from Dinas Pendapatan Regional Timor Timur 1983-1992
Column b from World Bank (1999b).

Real GDP is estimated to have declined almost 40 per cent in 1999

following the destruction in 1999 which affected all productive sectors. Real GDP

is projected to grow at least by 15 percent a year during 2001-2, led by

agriculture, commerce, basic services and construction (IMF, 2000). As supply
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constraints are relaxed and the US dollar becomes more widely used, pnce

inflation in East Timor should start converging of its major trading partners.

4.6.1 Production specialisation prospects for East Timor

The question is how will East Timor use resources to the economy's best

advantage? The following considers key sectors to be developed in the years

ahead. While part of Indonesia, the East Timorese economy was quite open and

heavily reliant on inter-island trade/inter-provincial trade.

East Timor's economy is iargely dominaied by subsistence agriculture.

Presently the sector provides the largest share to GDP, accounting for 40 per cent

in comparison with other regions of Indonesia in 1998 and employs almost three-

quarters of the workforce (Figure 2.3). In addition to enhancing productivity in

cereal production6 there is also considerable scope for developing important

plantation crops, particularly coffee, cocoa and bananas. Although there is

considerable potential in enhancing productivity, substantial investment will be

needed to enhance the capital base in agriculture and to develop essential services

like extension, marketing and input delivery systems.

Selected importable and exportable goods for East Timor prior to the crisis

during 1996-1999 are shown in Table 4.5. Imports wefe mainly consumption

goods, fuels, raw materials and intermediate goods from other islands of

Indonesia. Exportable products to other island of Indonesia include coffeeT, beef

.-11_t1", sandalwood, copra, coqga and candlenuts. Exports (with the exception of

coffee) are lagging due to low capacity utilisation. While East Timor's small

export base has decreased since 1993, retained imports have risen considerably,

widening the trade deficit (Figure 4.3). All basic goods such as rice, sugar and

flour are secured outside from East Timor. Consequently, prices are marginally

higher in East Timor than elsewhere in Indonesia (Pedersen and Arneberg,1999)

and this price differential is largely attributable to the cost of shipping and local

u Fo. u more detailed assessment of cereal production in East Timor, see FAO (2000).
7 There was no direct export of East Timor primary products; coffee was exported abroad (mainly
to USA) through the port of Surabaya, Indonesia.
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land transport. This magnitude of trade was financed by direct subsidy of the

government of Indonesia. Policy priority should quickly introduce and maintain a

sound foreign trade regime that allows enterprises operating in free markets to

determine what will be traded and with whom such a regime is essential for

rapidly restoring export growth and maximising the potential gains from trade

opportunities.

Figure 4.3. Share of Agriculture: East Timor and Eastern Indonesian
Provinces, L998

West Papua

Maluku

Sor¡th East Sulawesi

South Sulawesi

Cerìtral Sulawesi

North Sulawesl

East Nusa TerEgara

West Nusa Tenggara

East Timor

0102030Æ50607080

Iolo of labour force
E% of GDP

Source: Biro Pusat Statistik (1998)



Figure 4.4. Trade Performance, East Timor, 1993 to 1998
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In addition to the tremendous human cost, which came in the aftermath of

the civil disturbances last year, food marketing systems and general economic and

commercial life have been seriously disrupted. Normal economic activity in the

territory continues to be hampered in many areas due to disruption of internal

markets, absence of small traders and merchants, poor roads and decimated

commercial and private transport systems. The situation is heavily compounded

by the sudden cessation of access to trading, distribution and supply routes to

West Timor and the rest of Indonesia. Hitherto, these were essential for a wide

range of economic functions, such as wage labour, input supply and trading' In

rice marketing the end of BULOG operations has left alatge vacuum in the way

rice is procured and traded, whilst at the village level a large number of traders,

who bought from farmers and sold to local markets, have now left (FAO, 2000)'



Table 4.5 East Timor's Imports and Exports, 1996 to 1999

t996 L997 1998

unlt volume value i volume value

23162 78'75 21113 10557 23ttt.6't
5464 23016 I 1508

l02

1999*

: volume
Imports

Doþg flce
Private rice
Sugar
Wheat flour
Co

Iodized s alt

Expo!.1!
Coffee

fa
Cattle
Sandalwood sawdus_t.

Sandalwood oil

ton
ton

_.-16591 _

1250

6303
r778 355.6

000
450
-5003909

560
998

0 1 863 0
0

1001 50
132'7

16668

38. I
250
425

ziton
ton

r4816 . t99.6
0
0

"0-
0

head , 3000 0

t663
0

1000
150ton i 115 0

0
244

ton 0

Cocoa ton 58

Kemiri nuts ton t42 484

Source : Eas t Timor Statis tics 199 vafuous lssues

Note: * Pro,viåiona-lfigures in A 1999

Consequently, there ate already concerns that producers will have

considerable problems in marketing and storing surpluses of rice and maize which

will probably susceptible to storage losses. With the emigration of large numbers

of former civil servants and their families, the overall composition of demand is

also likely to change in the future, from higher quality consumer goods to basic

goods.

0 27

Livestock

East Timor's potential for cattle production is generally held to be of some

significance. Livestock was the second largest export of East Timor after coffee

during 1.996 to 1998 (World Bank 1999b). Traditional livestock types include

cattle, buffaloes, pigs and horses, chickens, pedigree hens, sheep and ducks (see

Table 4.6). The livestock population took a sharp drop during the 1980s

(Soesastro, 1987), and has not regained its importance after the 1999 conflict8.

45317
5120

8 The number of livestock decimated considerably in the 1980s, for details see Saldanha and da
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Appropriate land for grazing covers more than 30 percent of all agriculturally

suitable land and totals more than 200,000 hectares.

Fisheries

Fisheries hold great promise for East Timor, and more so if the 200-mile

exclusive economic zone is introduced.e The problems affecting this sector,

according to Galbis (1984), include the migratory nature of offshore species and

the costs associated with fleet smallness. Although current exploitation is low, the

marine resources of East Timor have high potential. The main fishing region is

around Dili and Atauro, where more than fifty percent of the total fishery

workforce resides. East Timor has an estimated potential for maritime production

of more than 600,000 tons per year. However, less than one percent of this is

harvested (Brahmana and Emmanuel 1996). Poor equipment, low skills and lack

of capital are all reasons for the low levels of production. Nevertheless, the

potential contribution of the fishing industry to the economy of East Timor is

considerable.

Forestry

The potential for forestry is restricted by scarce resources due to the small

amount of forest areas and their limited production. Monk et aI. (1997) observed

that the extensive secondary vegetation and grasslands in East Timor are a result

of widespread deforestation for hunting, cultivation and livestock grazing. Earlier,

Metzner (1917) stated that as much as 90 percent of the vegetation of the area has

been modified by man.

Plantations

Traditionally the yields from estate crops were of great importance to local

the livelihood of both village people as cash revenue generators and for local

consumption. Estate crops contributed about one third of food crops to regional

Costa (1999).
e The Exclusive Economic Zone for East Timor has not been established, and it is assumed that the
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GDP in t997. The sector's share of GRDP has been in the region of four to almost

six percent in constant prices between 1993 and 1997 (BPS , 1991). While small-

scale estate crop production is still prevalent in East Timor, large-scale estates

exist only for coffee, vanilla and cacao.

Coffee is the only estate crop product that has been able to contribute to

the local economy. Coffee has shown rapid growth in terms of volume in recent

years, almost doubling its output from 1998 to 1999 (Murphy, 1999). Currently,

farmers organised by the US based National Cooperative Business Association

(NCBA) controls the production and marketing of coffee. Since this arrangement

was duly signed and the producers formed a processing and sales cooperative with

the NCBA four years ago, production has increased year by year. Small-scale

(small holder) estate production dominates that of large-scale estates in coffee

product.

The likely combination of a large share and export goods in GDP for East

Timor in the years ahead tend s to produce a severe concentration of production in

a few export products, particularly agricultural products, whose prices are subject

to fluctuations in world markets. Galbis (1984) points to the concentration of

domestic production exposes the economies of small states to real shocks of an

intensity unparalleled in larger countries. These shocks resemble in some respects

those of small regions within a large country, but can be more intractable. For

example, a change in world technology or in tastes can reduce the prices of the

exports of small states and force a restructuring of their lines of production.

In addition, evidence shows that the more-advanced small states tend to be

more diversified, avoiding export concentration by partly orienting their

economies toward the provision of services, tourism, offshore banking, and

multinational business, that are in greater demand as incomes rise in the

industrialized world. However, not all small states have the opportunity to exploit

these activities, being constrained by such factors as geographical location,

climate, and cultural and political considerations'

official line will be announced prior to the period of self-rule in late 2001
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Table 4. 6. Production of various agricultural commodities, East Timor, 1998

Productions (tons) Yield (tons/ha)

Food crops

Rice

Maize

Peanut

Soybean

Cassava

Sweet potato

Tree Crops

Coffee

Coconut

Candlenut

Cocoa

Cloves

Livestock slaughtered

Local chickens

Broilers

Pigs

Goats

Cows

Buffalo

Seafish

Pond/paddy fish

9,700

9,900

690

42

l2
Head

806,000

449,000

37,500

19,700

5,500

1,700

2,400 (tons)

350 (tons)

52,000

106,600

3,200

1,200

66,500

16,200

2.1

1.8

1.0

0.8

4.O

3.9

0.2

0.2

0.2

0.08

0.05

Source: World Bank (2000e))

The above expectations about agricultural self-sufficiency drawn from the

theory of comparative advantage as determined primarily by relative factor

endowments are based on the assumption of no interference in markets by

governments. In reality, most countries intervene in markets and alter incentives

facing producers and consumers. An important point is that most countries are

trading less in farm products than would be the case without intervention:

countries with a comparative advantage in farming tend to be exporting less, and

those with a comparative disadvantage in farming tend to be importing less.
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What is the likely path ahead? There is scope for agriculture to grow ln

absolute terms, though more likely through a more intensive use of existing

agricultural land and labour rather than via an expansion of cropland. The

experience of earlier-industrialising Asian economies suggests that the number of

workers in agriculture will continue to grow for some decades yet, but the shares

of employment in an labour income earned from farming are likely to diminish

overtime as off-farm employment opportunities expand.

The extent to which exports of primary products will proceed depends on

several factors, but mainly the relative rates of growth in the key sectors. If there

were new discoveries and exploitation of new mines sites that caused the output of

fuels and minerals to grow faster than domestic demand for those products, their

share of exports may well be maintained or even grow despite rapid

industrialization. In that case of agriculture's share would come under pressure to

fall more rapidly than if there was no such mining export boom (Anderson, 1999).

4.6.2 Liglrt manwfactwríng and tourism

An advantage inherent in small size is that many small countries are able

to diversify their export industries through importing imports (de Vries, 1984).

Hence, the main avenues for this diversification in East Timor include tourism,

light manufactures and mineral for export. Because of the diseconomies of scale

for major industry and agriculture, small island economies could profit from

developing its light manufacturing and services sectors. This would include light

manufacturing for exporl, creating export processing zones, attracting foreign

investment and multinationals, developing tourism and the setting up of offshore

financial centres (Galbis, 1984).

The mining and manufacturing sector together are likely to constitute

promising base for further development in East Timor. Accounting for about 3

percent of the GDP and workforce, the manufacturing sector is composed of some

4,000 enterprises, employing around 10,000 pefsons as of 1998 (Pederson and

Ameberg, 1999).

Principal employers in terms of labour absorption are weaving, food
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processing and wood manufacturing such as furniture works. However, these

industries have low productivity measured in terms of production per employee

and contribute little to the overall economy. Manufacturing is unlikely to become

a significant source of growth in the foreseeable future, given the shortage of

skilled labour, high local living costs (particularly in urban centers), the small

local market, and poor transport services. Attempts by the government to

encourage large scale investment seem to be unsuccessful. As a result, only a

handful retailers, construction, home industry, and other infrastructure-related

business activities can operate successfully. However very few of them are owned

by local Timorese (Mubyarto et al. 1991).

putting into perspective, there is scope to further move towards a more

pragmatic approach to inflows of foreign direct investment. In the longer term,

promising areas of growth will be resource-based processing activities which

build on East Timor's experience in estate crops such as coffee and coconuts, and

possibly livestock and forest industries (Brahmana and Emmanuel, 1996). The

primary obstacles to promoting manufacturing continues to be the iack of skilled

personnel, scarcity of capital, and lack of access to foreign markets.

Tourism is an important source of income is small island states in the

Caribbean, Pacific and Indian oceans. It has been the largest contributor to GNP in

Bahamas (53 percent), and Antigua (69 percent) (Shaw and Williams, 1997)'

Viewed from its geographic, topographic, climatic situation as well as its socio-

cultural and socio-economic conditions, East Timor has a potential for tourism.

The country has various natural attractions in terms of sightseeing, cultural

tourism and arts, as well as the unique and attractive traditional architecture and

ceremoniesto. However, the tourism sector in East Timor is not well developed. As

a fast growing sector in the tourism industry (Brahmana and Emmanuel, 1996),

ecotourism is likely to be an attractive investment. There is a strong case for

10 During the colonial period, only some parts of Dili and Baucau attracted foreign tourists,

especiall! Australians. Tutuala's beach, Uatucarbau's waterfall, and Maubisse's beautiful scenery

*å." .roi developed as tourist attractions due to lack of infrastructure, capital and technology.

During the last dècade of Portuguese presence in the region, several activities were undertaken to

improve tourism with special emphasis on attracting overseas tourists.
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vigorously promoting ecotourism in East Timor, given its unique traditional

village life, natural environment settings. It is expected that during the

construction phase of tourism in East Timor, at a time any evolution may occur,

capital provided by private investors (developers) and state expenditure on

infrastructure is considerable. Many unskilled and skilled will be generated that

can often be filled by local people.

A major development challenge for an independent East Timor will be '

how to maintain a healthy, friendly and peaceful environment as a tourist

destination. Fostering a dynamic private sector, particularly in tourism industry,

crucial if the country is to attract potential tourists. In the current and medium

term, East Timor will be an attractive destination for visitors in view of proximity

to the region. In view of the importance of tourism in East Timor, it is expected

that a significant share of the country's resources should be extracted for tourism

and agriculture in an independent East Timor in order to generate sufficient

income. Despite the enormous scale of domestic tourism is fragmented, poor

infrastructure and stagnant industry over the last 24 years of Indonesia's

incorporation, there are opportunities to develop and foster the tourism industry

based on the criteria of sustainability and economically viable, and ecologically

bearable, if proper planning is in place.

The search for sustainable tourism development calls East Timor policy

makers to reassess its development strategy. In order to sustain financial

significance of tourism in East Timor, it is vital to maintain visitor satisfaction.

There are a number of factors which mitigate against this requirement. These

include: first, transport networks to East Timor have been restored, although

currently there is a lack of competition in most cases. That is, all the providers are

monopolists, for example, there is only one operator flying to Dili from the two

international gatewaysll and air travel is very expensive. Likewise, in the case of

sea transport, there is just one shipping line each from Surabaya and Darwin. This

raises the possibility of monopolistic pricing by transport providers, or regulatory

impediments at the point of origin. This highlights the broader issue of
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normalizing relations with Indonesia, underlying the importance of ensuring that

there is contestability in the case of transport seryices Hill (2001). Secondly, the

challenge of very high malaria incidence remains an issue of concern for potential

visitors. Malaria is reported as one of the two main causes of mortality in East

Timor. It is given as the cause of up to one third of all health care visits and is

undisputedly a major cause of suffering in East Timor (Pedersen and Arneberg,

1999). Public health policies are being promoted by the cunent administration

through various channels to minimize the risks of malaria incidence. Thirdly,

there is fragile security outside Dili, especially, along the border area which

potentially may create instability in the country. Cross-border relations will be an

on-going matter as continued efforts will have to be undertaken to make cross-

border movements and transactions easier and more free (Soesastro, 2001).

4.7. Conclusion: policy implications for East Timor

This chapter has analysed pertinent issues in developing an open economy

based on theoretical framework of relative endowments, and empirical

experiences of other small island economies. Evidence from five small formerly

British economies (Jamaica, Malta, Mauritius, Hong Kong and Singapore) reveals

that an inverse relationship between resource endowments and economic success

appears to be strong. Part of the explanation can be found in policy responses to

the Dutch Disease. It describes how a favourable change in conditions affecting

one tradeable sector can adversely affect other tradeable sectors by squeezing their

profits or returns to specific factors. For East Tmor, the inheriting of the part-

ownership in the Timor Gap is like a new discovery of minerals and energy. Such

a resources boom would also encourage mobile resources to move into the

production of non-tradeables as their demand strengthened and their prices rose,

further reducing farm and industrial protection. Hence the experience of Papua

New Guinea serves as a good example of how care should be taken in managing a

resources boom in East Timor in the years ahead. Higher growth rates will depend

1r Merpati and Air North from Bali and Darwin to Dili service the routes respectively
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on more foreign capital, and investment in human resources, and in the medium

term there will be some imbalance between domestic savings and investment as

the government is forced to play an active role in transforming and restructuring

the economy.

The Leamer triangle helps to explain the relative position of East Timor as

compared with endowments of other countries. Theory suggests that countries

tend to gradually alter their comparative advantage from land and other natural

resource-intensive industries to ones that are more capital-intensive, as produced

capital accumulates from abroad. This can expected to happen in East Timor too,

as investments in human capital, physical capital and infrastructure begin to bear

fruit. Core strategies to achieve this will include structural changes in primary

products. These changes are likely to result in increased exports from the

agricultural sector, opening up the country's goods, service and financial capital

market to global market forces, thereby expanding foreign exchange earnings and

creating job opportunities. The economy is likely to gro'w even more rapidly if oil

and gas revenues are forthcoming in the near future, such investment would

facilitate access to export markets, to the latest technologies, to marketing and

management know how, and to international capital markets. The structural

openness of a small island economy, such as East Timor, and its potential

dependence on the foreign exchange earned from exports imply that the

maintenance of international competitiveness must be an important policy

objective. If exports become uncompetitive, foreign exchange earnings will fall,

the country's ability to consume imported goods and to obtain intermediate

production inputs will be reduced, and long term employment growth prospects

will deteriorate as investment resources are cut back'

Sound economic policies and innovative private sector are critical if the

economy is to be shifted onto a sustainable development path. Governments can

nurture the growth of the private sector through the provision of competitive

tenders to local firms, encouraging joint ventures with foreign companies and

developing extension services to advise farmers and exporters about market

opportunities.
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More specifically, export programs should be adopted by various

industries at an early stage. It should also ensure that economical backward

linkages, skill development, and technical assistance are in place. This will

encourage domestic industries to produce inputs for export activities and confine

these to low-cost and high quality production.



CHAPTER 5

APPROPRIATE TRADE AI\D INVESTMENT POLICIES

IN THE FUTURE

5.L Introduction

A sound economic development strategy including clear signals about the

direction of trade and investment and other policies, is needed to attract new

investment in the future, Policy choices at home and abroad reflecting national

priorities are important for East Timor to generate self-sustaining growth.

In this perspective, the chapter first outlines the basic elements of an outward-

looking strategy. It then discusses appropriate trade and investment policies and

proposes external links through bilateral, and well-established regional and

multilateral trading arrangements.

5.2 Ãn outward-looking trade strategy

An economy with a small and skewed natural resource base and with

limited domestic financial resources should actively engage in trade if it wishes to

develop its economic rapidly. The growing interest often found in small island

economies is opening up trade which offers the prospect of improved

opportunities for the expansion of domestic production and exports of primary

and all other products (Selwyn,1975;Legarda,1984). Thus, the dependence of a

small economy on expofts, and on imports of raw materials, intermediate and

consumption goods to fill gaps in the domestic structure of production, and on

foreign investment capital, argues for liberal trade and investment policies. Since

national economic welfare is maximised by liberal trade and investment policies,

most nations institute these policies as shown in Figure 5.1.
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A challenging question raised at the outset is whether East Timor should

pursue outward-looking trade policies or a more inwardly focussed strategy

including import controls. This implies that licensing of imports and foreign

exchange were common in countries relying on this strategy as well as central

allocations of raw materials and capital.

Figure 5.1. National trade and investment policies

Government Policy

International PolicY Domestic Policy

I
Policies to improve the

country'standard of living and
quality of life

Source : Dumois (1991)

Drawn from a recent economic development strategyt' and experiences

from other post-conflict situations, the overarching principles of medium and long

term East Timor development strategy are outlined in Box 2.

The unique contributions of trade policy as an indispensable component of

development policy are described by Winters (2000b) and summarised in Table

5.1. Although a little arbitrary, the table distinguishes between theories of macro-

policy and the economics or resource allocation'

l'For a detailed statement of objectives and strategies of East Timor's economic development, see

the final report of the East Timor's Strategic Development Conference held in Melbourne, 5-8

April 1999.

Trade Policy
FDI Policy
Developmental aid policY

a
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Box 2. East Timor's Development Strategy

r East Timor's economy is a market based economy with selective interventton
by the state. The private sector plays a leading role, while the role of public
sector is confined to providing basic facilities particularly infrastructure, a legal
framework, efficient public institutions, and creating an enabling and
favourable environment to motivate and encourage the private sector to invest
in all profitable economic activities.

o Due to the small size of East Timor's economy, and following the current
trends in the international and regional economic strategies, it will adopt an

export-oriented and outward-looking development strategy.

o East Timor's economic strategy assigns paramount importance to human
resource development. Hence designing policies to effectively and
productively utilise the fast growing East Timorese labour force, and making
sectoral choices that maximises the benefits to East Timor.

The East Timorese development strategy aims to integrate its economy with
the regional and international economies, and improves access to their markets.
It also aims at facilitating and enhancing the ability of the economy to promote,
acquire, adapt, and apply appropriate technologies in order to increase the
competitiveness of the economy's firms.

a

o The strategy also aims at laying the foundation for good governance based on
democracy, accountability, transparency and human rights so as to build East
Timor into a modern civil society run by efficient institutions based on the rule
of law.

Source : Author's compilation based on CNRT (1999 and 2000)
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Table 5.1. A stylised history of thought on trade policy as an asserted
component of development policy, 1950 to 2000'

Decade Macro policy Resource Allocation

1950s

1960s and 1970s ExPort Promotion

Import Substitution

Commodity pessimism and

industrialisation;

Infant industrY Protection;

Special and differential treatment;

Regionalism

Outward orientation

Getting prices right;

Fallacy of composition;

Costs of adjustment

Endogenous growth

Theory and evidence;

Governance

Economic geography

Welfare economics of

trade

Second best

General theory of

distortions

Infant industry arguments

Costs of protection

Rent-seeking

Political economy of

protectton

Rent-seeking

Trade and technology

Poverty/Income

distribution

1980s

1990s

Source : Adapted from Winters (2000)

The former are the big issues, and deal quite explicitly with the whole

economy. The latter encompasses both macro and micro-economic issues and is

drawn on the fundamental insights of general equilibrium analysis.

To date, evidence shows that import substitution holds back rather than

promotes economic development. Furthermore, for countries that embarked on

that strategy backing out is difficult (Blomqvist,1991). This is partly because they

are left with an industrial structure incompatible with the country's comparative
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advantages, and partly because the strategy left a heritage of strong and politically

influential groups which resist unfavourable changes to their privileged situation.

Hence the importance of a new state avoiding this strategy if at all possible.

It is not surprising that the emerging alternative to import substitution,

namely an export-oriented strategy, became popular first in East Asia where the

traditional power structures had been destroyed by international conflicts.

Experiences of the Asian NIEs reveal this was a high payoff strategy for sustained

development.

Since East Timor's political and bureaucratic bases have been largely

destroyed in 1999, this new state has a golden opportunity to choose the optimal

strategy for development. Openness to trade and foreign investment will provide a

key to raising living standards in an underdeveloped economy such as East

Timor's. Kasper (2000) asserts that the unconditional external disciplines of free

trade and free capital flows will supplement the internal constitutional control of

political power in the small government to be established. Furthermore, Kasper

emphasises that economic openness from the outset is not only a time tested

means to stimulate the discovery of resources and economic development, but

also the only means of cultivating habits and rules of economic and political

conduct that are essential to peaceful cooperation and reconciliation. The opening

of East Timor to trade and investment also has the advantage of being simple to

administer.

This leads to the discussion of liberal trade and investment regimes for

East Timor.

5.3 Trade Policies

An important questions is: what trade policy issues are likely to be most

important for East Timor? The essentials of trade policy for development in East

Timor include the following:

o Capacity building for bureaucrats to enable them to appreciate the virtue of an

open trading system;
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o

It7

Trade facilitation, which includes efficiency and transparency of customs

administration; and

Active pursuit of regional and multilateral avenues for expanding market

access for East Timorese exporters.

It is encouraging to note that East Timor is already committed to pursuing an

open and liberal trading policy and regional cooperation from the outset (see Box

3), aimed at integrating East Timor's economy into regional and international

markets.

Currently East Timor is relying on budgetary support not only from other

countries but also from customs duties, the latter accounting for 5-15 percent of its

budget revenue (UNTAET,2O00a). Since lowering trade taxes should be an

Box 3. Trade Policy Objectives

Mission Statement

To establish a broad policy and institutional framework for rebuilding trade and
industry, business and entrepreneurship for a sustainable socio-economic
development of East Timor.

Objectives
¡ Develop an open, transparent, and efficient market economy and a liberal trade

regime in East Timor;

o Seek Most Favoured Nation (MFN) trading status under the'WTO, preferential
market access under the Generalised System of Preferences (GSP) and
membership of regional trading arrangements, ASEAN, APEC, ACP (Lomé
Convention).

o Establish a "one stop shop" Business Facilitation Unit within the Trade &
Commerce Department to assist entrepreneurs/SMEs register businesses and
obtain trade information ;

o Strengthen capacity building of trade promotion organisations through the
establishment of representative institutional structures in East Timor, such as

tràde associations, business/ industry associations and Chambers of Commerce;

Source:UNTAET (2000Ð
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essential future of an open trade policies, this presents a dilemma. In an attempt to

ensure adequate revenue without excessive distorlions, a duty of 5 percent was

introduced in 2000 on all imports into the shattered territory, and additional sales

taxes of up to 15 percent were placed on specific goods such as cars, mobile

phones and items classed as luxuries, such as perfume (see Table 5.2). Other items

will carry a sales levy on top of the import duty, including alcoholic beverages,

cigarettes and fuel t3. Among the measures, there is a presumptive income tax on

coffee exports (57o), the country's largest agricultural item.

Table 5.2. Selected items subject to excise duty, East Timor,2000.

General description of goods

Soft drinks and other flavoured waters

Beer

Wine and other fermented beverages

Ethyl alcohol & other alcoholic beverages

Tobacco and tobacco products

Gasoline, diesel fuel and petroleum products

Perfumes

Audio electronic goods

Mobile phones

Television and video monitors

Satellite dishes

Passenger motor cars

Motor cycles

Note: (%) of the value of the customs.

Note: All items I and the rates listed in the table are subject to excise and equivalent duty, and shall
not apply to imported goods exempt from import duty:

a. humanitarian relief goods financed by international grants;
b. goods of anon-commercial nature imported in personal capacity by travellers, up to US$

300 per person, and the personal effects of traveller;
c. two hundred cigarettes and two and half (2.5) litres of excisable beverages per person.

Source : UNTAET (2000a)

'' The National Consultative Council (NCC) passed these tax measures, a l5-member UN
appointed body dominated by Timorese representatives, introduced taxes for the time since the UN
took over the territory in October 1999.

Rare (US$)

0.50 per litre

1.50 per litre

1.50 per litre

1.50 per litre

15.00 per Kg

0.05 per litre

15 Vo of tbe customs value

I0 Vo of the customs value

I0 7o of the customs value

lO Vo of the customs value

l0 Vo of Íhe customs value

15 Eo of the customs with a minium of US$ 200
per vehicle

70 Vo of the customs
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Current tax revenues mobilised by LINTAET in East Timor are very

limited in relation to GDP (LINTAET,2000o). Low tax revenues do not allow the

government to carry our essential functions to enhance the welfare of the

population and provide basic services to facilitate economic activity. Over time

the ability of the government to mobilise revenues should increase, provided that

this increase should take place within a tax regime which is simpler, more

transparent and whose implementation is fair and equitable.

Introducing tax legislation/regulation is not enough. If it is to be accepted

and sustainable, it must also be simple enough to be administered efficiently from

the outset. The fiscal strategy for East Timor was the adoption of a consolidated

budget that would be underpinned by a fair, transparent, efficient and easy to

administer tax. The consolidated budget was presented at the Brussels Meeting

and was consistent with the aim of providing sufficient revenue to finance half of

the current expenditures in the three-year period of reconstruction (UNTAET and

World Bank, 2000). A more likely scenario for East Timor economic policy

beyond the transition period is the implementation of a value-added tax (VAT)

that will serve as an ideal consumption tax. At present, East Timor is introducing

basic taxesra on goods and services in the forms of import duty, excise and sales

tax as part of its overall strategy for revenue (UNTAET, 2000c). This also

includes an interim structure of fees, such as an airport departure fee and car

registration fee, and user charges based on cost recovery principles.

While raising taxes during the transition period is important for the

country, the impending decision of the tax regime, may very well make the VAT

or a broad-based consumption tax the next appropriate trade policy for East

Timor. By comparison, East Timor can avoid the pain of adjustment to a better tax

regime (that Australia is going through right now)15 by implementing state of the

art taxation from the start.

la In addition, service tax, income tax on wages and business income, land tax and other taxes are
being considered by the authorities in East Timor based on principles of good taxes, that is,
simplicity and transparency, everyone pays, good business environment, broad base and low rates.
tt Sin"" the first of July 2000 Australia is implementing GST 107o.
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According to the World Bank (1998d), a viable tax system requires at least

three necessary conditions: first, consensus between taxpayers and the tax

authorities; second, a system that does not discourage entrepreneurship and does

not encourage evasion; and third, an administration capable of handling the tasks

effectively. International best practices suggest that a broad, deep, and sustainable

system is characterised by a limited number of taxes possibly centred around a

VAT, some excises, and a personal income tax; relatively low reliance on trade

taxes, with physicality of natural resources tailored to suit developmental

objectives and sustainable exploitation. Clearly, taxes are easier to impose and to

collect if each tax base is broad, with few rates and minimum exemptions or

special regimes, and is adequately administered. Administrative surcharges not

related to the provision of a service are onerous and can be nearly eliminated in a

well-conceived system. Most importantly, the introduction of a new tax system

requires less capacity building within the administration at the local and national

level.

However, given its low economic base, a modest but not insignificant

domestic tax would raise government revenue. As discussed in Chapter 3, non-

tariff barriers to trade should be avoided owing to their lack of transparency, their

comrption-prone nature, and the fact that their rents invariably accrue to

individual beneficiaries rather than the public purse (Hill, 2001), It might be

argued that, in the absence of effective income and expenditure tax collection

procedures, tariffs are necessary for revenue-raising pu{poses. The recommended

approach The recommended tax structure for East Timor had the following

characteristics (IMF, 2000): 5 percent import duty, various excises taxes and a 5

percent sales tax to be collected at the border; a 5 percent service tax on hotel,

restaurants receipts, private accommodation rental, government rental, and vehicle

rentals; a 5 percent presumptive income tax on coffee sales, considered to be a

reasonable proxy for corporate income tax, that could be credited against the
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corporate income tax liability, once a comprehensive business tax system was ln

placel6.

A simple structure of tariffs would minimise administrative costs and

comrption at custom ports. It also has the potential to reduce domestic price

distortions and thereby increase the efficiency of resource use within import

competing and export sectors. For this reason, a simple customs administration in

East Timor is being set up with simple steps and procedures. 'with a view of

facilitating trade and economic growth' communication, transport and port

facilities have also been incorporated in the rehabilitation scheme by the Asian

Development Bank (World Bank, 2000e).

Given the present state of the tax and custom system, this study proposes

East Timor's trade policy outlined for a medium term (5-10 years) in the

following steps:

o Enact foreign trade law that would limit the scope for intervention and limit

quantitative restrictions to cases where genuine health or safety issues are

involved;

o Secure the revenues from natural resources through appropriate resource rent

taxation so as not to compromise the attractiveness of the country to foreign

investment in mining;

o Streamline trade taxes, ideally to a single low tariff on all imports and no tax

on exports or Introduce a VAT to be collected at the border (giving East

Timor a chance to become another Singapore or Hong Kong);

o Establish a simple system of personal income taxation;

. Apply a low corporate tax rate for all firms, both domestic and foreign;

¡ Strengthen the government bureaucracy's capacity for tax policy design and

analysis.

An urgent step is the preparation and adoption of relevant laws governing

foreign trade. This could involve the law on Foreign Trade Policy, the law on

Customs Policies and the Law on Customs tariffs. While coÍìmon trade policy is

16 In addition, a 10 percent wage withholding tax was introduced in July 1,2001
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being prepared, measures can be taken immediately to reduce the government's

discretion in imposing trade restrictions. Tariffs can be lowered at the same time

that other indirect taxes are broadened in base or raised in rates. In addition,

procedures for registering, licensing and handling foreign exchange can be

simplified.

5.4 Foreign investment policies

The benefits of openness to capital inflows to small island economies are,

as outlined in Chapter 3, well known. Consistent with a strategy of openness,

East Timor is adopting liberal investment policies (see Box 4). Maintaining a

conducive macroeconomic and political environment, improving the quality of

infrastructure, establishing an efficient legal and regulatory framework, and

streamlining and simplifying the procedures for investment approvals will achieve

this strategy. These activities will transform East Timor's economy and ensure

sustained economic development.

Similarly, East Timor would appear to gain from putting in a place a

transparent and predictable tax regime, and an effective financial sector regulation

and supervision system that invites new investment including inflows of foreign

capital.

Hill (2001) shares the view that East Timor has very little choice other than

to maintain an open trade regime, where the lower boundary is obviously free

trade, and the upper limit is Indonesia's trade regime. Protection for tradeable

sectors across-the board can be achieved by setting the exchange rate at the

desired level. Assuming they deservedly receive a high priority, rural and

agricultural activities can be promoted through direct productivity-enhancing

investments such as roads, irrigation, and agricultural extension.

Some general considerations require immediate attention to prevent

adverse consequences in the medium term development. These are property

rights, especially land titles; the treatment of Indonesian property; fiscal incentives

for foreign investors; and lessons learned from Singapore's Economic

Development Board (EDB). Each is discussed briefly in turn.
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Box 4. Investment Policy Objectives

Mission Statement

To develop policies and establish a permanent mechanism for the promotion and
facilitation of investment in East Timor, including a Foreign Investment Act and
Investment Board. To provide, in the interim, services including facilitation and
clearance of investment proposals and the carrying out of promotional activities.

Objectives

o Establish a one-stop investment advisory service. Provide advice and guidance
on investment policy to companies seeking to invest in East Timor.
Provide information on a variety of matters such as capital costs, wages, land
tenure infrastructure, etc.
Assist companies in making contact with relevant UNTAET departments, East
Timorese counterparts and identifying locations.
Prepare investment proposals for submission to the Joint Committee
Investment Policy
Develop guidelines in consultation with the various departments of UNTAET
on investment policy. This includes policy on land and property, fiscal
incentives, environmental considerations, infrastructure requirements and
others.
Identify areas of potential interest for foreign investment.
Develop a Foreign Investment Act working with relevant I-INTAET
departments and East Timorese representatives, including those from trade
and industry.
Provide the basis for a statutory Investment Board of East Timor. In the
meantime serve as the secretariat for an interim Joint Committee on
Investment, consisting of senior UNTAET and East Timorese representatives.
Develop and publish promotional literature on investment in East Timor,
including sectoral investment.
Provide investment information available readily on the Internet.
Organize and attend investment workshops as well as organise promotional
missions to nei ghbouring countries.
Receive investment delegations and provide briefings, tours.

a

a

a

a

a

a

a

a

o

a

Source:UNTAET
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Firstly, why are property rightst? regarded as so important to economic

development? Frtzpatrick (1991) emphasises that well-define property rights, with

a high degree of enforceability will be central to encouraging reconstruction and

job creation. In practical terms, it implies that, subject to necessary and legitimate

regulation of foreign investment, enforceable property rights are essential to

attracting the private investment so necessary for reconstructing East Timor. It is

well known that land is a rather complicated problem as it is currently subject to

claims under four different jurisdiction, the customary law, titles issued in both

Portuguese and Indonesia times, or long term occupation. Therefore, resolution of

these competing claims, the question of which titles should be recognised, that is

the most pressing property rights issue in East Timor. Clearly, investors have

pressed a quick resolution of land titling issue, both foreign and domestic.

However, the immediate properly rights issues for East Timor are more political

than economic, and certainly cannot be restored simply through state fiat

(Fitzpatrick,200l).

Secondly, the residual problem of mutual claims and liabilities must be

resolved. A number of specific agreements may be finalised only the government

of independent East Timor. Two points worthy of attention for both East

Timorese and Indonesians. For the East Timorese, it should not be difficult to

reach an agreement on extending access to East Timorese of their deposits in

Indonesian banks that no longer operate in East Timor. On the other side, the main

issue relates to the status of the four types of Indonesian assets in East Timor,

namely assets of the government, state-owned enterprises, private companies and

assets of Indonesian individuals (Soesastro, 2001). Indonesian private investments

in East Timor could be turned into foreign direct investments. For example,

Pertamina, the Indonesian state oil company should be given the same option.

Although it does not have much access, it continues to operate in East Timor to

supply fuels in two distribution depots. Telkom, the state telecommunications

't A -ore detailed work on property rights and its relevance to East Timor is well illustrated in
Fitzpatrick (2001).
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company, values its investment in East Timor at Rp 45 billion. It may consider to

continue its operation and competes as a foreign investor or sells off its assets to

other foreign companies. State banks, like BNI, may return into East Timor at

later date. Apart from physical assets, banks have given out credits and have

deposit liabilities. On balance, Indonesian govemment assets in East Timor should

logically be handed over to the new government in East Timor.

Thirdly, the important aspect of foreign investment policy is administrative

impediments and incentives. Appendices A4 and A5 show the importance of these

policies in a number of Pacific island countries. It appears that foreign investment

can and has played an important role in the economic development of these

countries. Attracting foreign investment is indeed a daunting task for East Timor.

Experiences elsewhere (Hill 2001) suggest that in order to attract foreign

investors, there will be pressures to offer foreign investors fiscal incentives,

especially as a means of establishing the country's commercial reputation abroad.

Such an approach carries with it considerable risks. A uniform and low general

tax rate ala Hong Kong, would almost certainly be preferable to a regime of

higher rates of combined with concessional incentives. Furthermore, Hill (2001)

emphasises that incentives can quickiy degenerate into a de facto and costly form

of industry policy, as policy planners attempt to employ them in an exercise of

picking winners and worse still, incentives are often comrption-prone.

As part of competition, countries are attempting to attract investor by

opening their markets, reducing various impediments to investment and inducing

furlher microeconomic reform. As indicated by Bora (1996), some South Pacific

countries tend to attract investment by using specific incentives rather than

removing and streamlining administrative impediments to investment generally.

Fourthly, East Timor could learn much in FDI from the early days of

Singapore's Economic Development Board (EDB), particularly after its separation

from Malaysia. As observed by l{rll (2001), Singapore set out aggressively to

attract FDI by lowering the costs and uncertainties of establishing and running a

business in the country. These included simple and clear regulations; an efficient

and corruption-free bureaucracy; the ready availability of good quality and
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competitively priced infrastructure; a predictable policy regime; a generous but

efficient administered tax regime. While the journey for East Timor to achieve the

Singaporean experience is still long way off, there is more scope to set sound

economic policies at the outset to attract foreign investment guided by simplicity

and transparency.

An appropriate policy question asked at the outset is whether foreign

investment should be encouraged in all sectors as a means of stimulating

economic growth and development, or should restrictions be placed on some

areas. Clearly, the economy of East Timor will not shift onto a growth path unless

it can overcome the chronic shortage of capital and attract investment. Larcombe

(1999) suggests that government involvement in priority infrastructure programs,

using aid funds, multilateral concessional loans or carefully constructed

partnerships with the private sector may stimulate investment. Key sectors

according to Duncan (lggg), include power, communications and transport' As

emphasised by Taylor (1993), there is increasing evidence in developing

economies that rather than crowding out private sector investment, appropriately

directed public sector capital investments can attract private sector investment.

This is because of the complementarity between private and public sectors in

developing economies, where the state can play a critical role in capital formation.

Hence, Taylor found that public capital formation may be an essential pre-

requisite for attracting private investment after adverse shocks in developing

countries.

An important means of encourage foreign investment is to establish an

appropriate legal framework. East Timor's Foreign Investment Act is being

prepared and the impending act is likely to be patterned on the standard

international practice as a consequence of the IIN presencers. Therefore, the

t8 A t"am of two experts from the Foreign Investment Advisory Service (FIAS) of the World Bank

arrived in the country on June 28,2000. The delegation was there to assist in making a survey of
the environment for investment and to prepare for the development of a Foreign Investment Act
for East Timor. For more details, see UNTAET (2000g).
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urgent need is to adopt regulations on company incorporation, land tenure and

employment of foreign nationals as necessary measures to encourage investors.

East Timor may wish to encourage foreign investment in certain sectors,

particularly, so as to be able to assert East Timor's legal rights over oil reserves in

the Timor Gap (McKee, 2000). The strategy to create a competitive environment

is essential to avoid experiences of many small island states that have been

ruthlessly exploited in terms of prices paid once global corporations establish a

dominant base. It is important to develop a foreign investment policy that spells

out the legal rights and obligations for foreign firms. Similar to most of the Pacific

island states which often offer concessions to attract investment, one of the

dilemmas for East Timor is the powerful corporations have many global location

options available to them and require incentives.

In addition, aid fatigue and fiscal pressures in the industrial countries have

made it more difficult for developing countries to attract official capital flows in

the form of grants or concessional loans. In such an environment, is all the more

important for East Timor to tap private foreign capital to raise productivity levels

necessary for sustained increases in living standards. East Timor will need to take

concerted action on many fronts, including:

o improving infrastructure and strengthening modern financial sector.

o formulating an appropriate regulatory framework and a liberal

investment regime;

¡ introducing competitive labour market policies while creating,

maintaining and expanding institutions for upgrading human capital;

o introducing a tax regime that is not discouraging foreign investment.

It needs to be emphasized that a piecemeal approach, even one including

tax holidays and other investment incentives, is unlikely to sway investor

decisions and attract international resources on a sustainable basis. International

evidence suggests that growth itself is the most powerful stimulus of foreign

investment. Nash and Tracks (1998) reveal that the combination of freer trade and
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more generous policies on foreign investment, both of which boost investment

confidence, have led to significant increases in foreign investment flows to
developing countries.

An overview of FDI inflows into selected Pacific island countries is

provided in Table 5.3. The countries are chosen in view of their structure, size,

geographical proximity, and other features shared by the conventional view of

small island states. Earlier, Bora (1996) found that the trend in FDI inflows many

ways was quite remarkable given the lumpiness in which foreign investments into

the Pacific Island Countries are usually project specific, as opposed to a

continuous flow into an industry. It appears that the bulk of FDI is in the primary

and tertiary sectors.

Table 5.3 reveals that Papua New Guinea is the largest recipient of FDI

inflows. It is followed by Fiji, Vanuatu and New Caledonia. Not surprisingly the

flows to other Pacific countries are not listed because of their relatively small size.

This is consistent with the general conclusions that there is no question that

detailed firm level issues are important, but at an aggre5ate level, it is country size

combined with geography and factor endowments that are important.

A useful framework proposed by UNCTAD (1999) may be worth

considering. It outlines three broad factors that determine where Transnational

Corporations (TNCs) invest abroad: the policies of host countries including the

core regulatory framework for FDI, the proactive measures countries adopt to

promote and facilitate investment, and the characteristics of their economies

(Appendix A3). It suggests that rules and regulations governing entry and

operations of foreign investors, standards of treatment of foreign affiliates, and the

functioning of the markets are the core-enabling framework for FDL

Complementary core FDI policies include trade policy and privatisation policy

that affect foreign investors' locational decisions directly and indirectly. It is in

this context of a greater similarity of investment policies at all levels that business

facilitation measures enter the picture.
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Table 5.3. Foreign direct investment inflows into selected PacifÏc island
economies,lgST to L998 (US$ millions)

1987-t992 1993 1994 1995 t996 1997 1998

(annual

average)

Flji
New

Caledonia

PNG

Solomon

Islands

Tonga

Vanuatu
'Western

Samoa

Total

9l
20

68

i0
43

l0

138

2

220

70 34

10

91

5u

30u

10u

27

62

23

62 455 111 29

2l22 6

10

t6

22

I22

26 30 31 33

I

30

20

1n

2gu

10u3 J

226 r10 562 180 145 115

Note: u estimated figure;

Source: V/orld Investment Report 1999

Moreover, economic factors assert themselves as locational determinants,

once an enabling FDI policy framework is in place. It is true that the availability

of natural resources has been the most important FDI determinant for resource-

rich countries that lack the capital, skills, know-how and infrastructure required

for their extraction and sale to the rest of the world.

5.5. Bilateral, regional and multilateral economic links

To maximise opportunities from opening up the economy to foreign trade

and investment, East Timor will need to build bilateral economic relationship with

Indonesia and other countries, notably Australia and New Zealand, and seek

membership of regional and multilateral organisations.

Small and medium-sized states are typically enthusiastic joiners of

multilateral institutions. This will be particularly important for a vulnerable state

like East Timor. But the first priority is normalisation of bilateral relations with
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Indonesia, where the exchange of merchandise will be a major source of economtc

growth and development. The second priority is membership of Association of

Southeast Asian Nations (ASEAN), as an affirmation of East Timor's formal

credentials as a new Southeast Asia member of the community of states.

Simultaneously, East Timor needs to explore the possibility of becoming an

ACP/Lomé Convention, and a WTO member or at least associate, so as to learn

more about the benefits of a rules-based trading system. The APEC forum is

another avenue o explore in the near distant future. Finally, other Portuguese

speaking countries, CPLP, Community of Portuguese Speaking Countries re such

as Portugal, Btazll, Angola, Mozambique, Cape Verde, Guinea-Bissau and São

Tome e Píncipe20. Each is briefly discussed in tum

5.5.1 Bilateral economic cooperation wíth Indonesia

Timmer (1999) suggests that private capital simply will not enter East

Timor if domestic resources and the attention of policy makers are tied up with

protracted conflicts with Indonesia. In a peaceful environment, trade relations

with Indonesia are likely to provide large gains to East Timor, given the

geographical location of the country. Maclntyre (1999) reinforces this argument

claiming that normalising relations with Indonesia through a policy of functional

diplomatic engagement and economic cooperation would bring economic benefits,

despite the past violence and tension.

This leads to the question as what should East Timorese leaders do to

foster good relations with Indonesia? A possible scenario in the words of

Maclntyre is:

tt Th" CPLP is in its very beginning (it was created in 1996), and is still quite underdeveloped
relative to the Francophone and the British Commonwealth communities. It has an Executive
Secretary (Marcolino Moco, former prime-minister of Angola), and so far its major achievement
was to act as a mediator in the civil war in Guinea-Bissau. It is a strictly political-diplomatic
organisation with the promotion of the Portuguese language as its prime aim.
20 In a statement made to the Third Summit of CPLP, Xanana Gusmao stated that East Timor
would be the eighth member of the CPLP once the country formally declares its independence
(Xinhua, 17 July 2000).
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"If possible, in its dealing with Indonesia, East Timor needs to pursue a

policy of functional diplomatic engagement. Notwithstanding the past

violence and tension, as a matter of priority, East Timor needs to work to

find a means for diplomatic coexistence, if practicable, cooperation. The

bilateral relationship with Indonesia is unlikely ever to be close, but it is

not unreasonable to think that it might be functional. There would be

many advantages to East Timor if this were so" (Maclntyre, 1999).

Echoing the spirit of building economic relations, a recently concluded

joint communiqué2r between TINTAET and the Government of Indonesia has

paved the way to normalise the relations in trade, safe corridor and economic

cooperation22. At this juncture it should be useful to formulate bilateral Indonesia-

East Timor economic relations. Soesastro (2001) proposes the bilateral economic

framework could have the following five elements: first, a unilateral initiative by

Indonesia to conduct open and free trade with East Timor. This may need to be

accompanied by a simple and liberal rules of origin provision; second, joint

development of transportation infrastructure, especially linking East Timor and

West Timor, and East Timor and other major regional centres such as Denpasar,

Surabaya and Makassar; third, extension of agriculture extension services to East

Timor. Joint rural infrastructure and agriculture development projects could be

developed along the border on both sides; fourth, enhanced cooperation between

the business sectors in the two countries, particularly in undertaking larger

development policies. Most of such projects were previously undertaken by the

government. A public-private partnership scheme, involving public and private

actors from both sides could be developed; fifth, cooperation in development of

East Timor's human resources. Indonesian public and private universities, in

cooperation with donor agencies and foundations, should provide education,

training and the necessary scholarship to a sizeable number of students from East

Timor eachyear.

2l See UNTAET website: http:// www.gov.east-timor.org/english.html
22 Experience in the Palestinian's West Bank and Gaza Strips reveal that a nonporous border
coupled with a workable agreement would provide positive effects in moving to an independent
and non discriminatory trade regime (Diwan, and Shaban (1999).
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Links between East Timor and West Timor are of crucial importance to

East Timor's development. When border barriers are erected, smuggling activities

are likely to emerge at the border. Imposition of essential import duties as part of

the tax measures introduced by UNTAET is meant to raise govemment revenues

without having complex administrative arrangements. The wisdom of adopting

this measure can be questioned in light of the importance of keeping the border as

open as possible. It should be acknowledged that open and free border trade must

be coupled with effective control of the border and sufficient resources are

required to this effect.

Beyond this, it is imperative that Indonesia-East Timor relationship should

aim at contributing to East Timor's viability as an independent state, help

enhancing East Timor's capacity to govern itself. However, many critical issues

will have to be addressed at the government level to produce the right policies'

Given the historic albaggage in the relationship the formulation of various policies

should not be taken for granted. The active involvement of non-governmental

organisations is needed to form an effective body to help promote a durable

relationship between the two countries.

5.5.2 ASEAN memhershíP

The Association of Southeast Asian Nations (ASEAN) was formed in

196723 with peace and security of the Southeast Asian Region as its main

objective. As a regional association of member states, it is a grouping of equals'

The ASEAN-1024 comprises very diverse economies, states, and societies in South

East Asia (Gates, lggT). So far ASEAN works for two reasons' First, the

cohesiveness within the association means it is able to achieve consensus,

although not necessarily unanimity, a typical Asian way of decision making

(pangestu, Iggi). Second, modus operandi is unilateralism within a multilateral

tt Fo. u more description on the formation and evolution of ASEAN, see ASEAN Secretariat'

2000, website (http ://www'aseansec'org) ; and Ahmad (1991 )'
,o The ASEAN-10^i, no* composed of 10 countries (Brunei, Burma, Cambodia, Indonesia , Laos,

Malaysia, Philippines, Singapore, Thailand and Vietnam)'
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framework. This enables independent points of view to coexist within the larger

ASEAN position (Ahmad, 1991). With the exception of Burma, Cambodia, Laos

and Vietnam, which are late reformers, ASEAN economies are highly open and

market oriented. The foreign sector plays a very significant role in their growth'

The appropriate question is perhaps how should East Timor view ASEAN

and vice versa? The likely answer is that East Timor should view ASEAN

positively. In time, East Timor will undoubtedly become a member of ASEAN. In

the foreseeable future, East Timor should seek Observer status in certain working

group activities, thereby initially getting the learning benefits without having to

bear burdens of full membership25. In this way, East Timor could learn a great

deal about the benefits and difficulties of the growing regional economic

affangements. Joining ASEAN is like joining a club, which provides opportunities

and challenges. Like all clubs, the ASEAN bestows benefits and obligations on its

members. Evidently, the net benefits are overwhelmingly positive since no

members have left.

The preparatory work for a country's participation in ASEAN and AFTA

is well summarised by Moniroth (1997) under four categories:

o institutional and organisational anangements

o structural adjustments and legal framework

o technical and specialised tasks

o training activities

Joining ASEAN automatically implies East Timor's acceding to the

AFTA'6. That implies that harmonising its customs regime with the Common

External Preferential Tariff (CEPT) and providing MFN and national Treatment to

trade from ASEAN partners.

2s An early positive sign is the inclusion of the East Timorese leaders as observers in the ASEAN
Ministerial Meeting in Bangkok at the end of July 2000.

'u D"tail"d description on AFTA, see Hourn and Kanter (1991).
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As a tiny country with extreme limited human resources, signing to

innumerable international commitments and organisations remains a daunting

task. The essence is to formulate capacity building for the East Timorese,

recruiting senior bureaucrats through the establishment of training and

development in various international organisations. However, sufficient financial

resources need to be available for comparative studies in various regional

organisations.

5.5.3 The ACPlLomé Convention

The Lomé Convention, as a comprehensive intemational agreement,

comprises the European Union and ll African, the Caribbean and the Pacific

(ACP) countries '7. The agreement sets out the legally binding terms upon which

the EU provides trade preferences, trade cooperation, financial and technical

assistance to ACP countries.

The provisions of the Lomé IV Convention give special treatment to small

states, often equivalent to that offered to LDCs on two grounds. First, recognising

the dependency on commodities of many ACP countries, the Lomé Convention

provides compensation for shortfalls in commodity export eamings through its

Stabex and Sysmin mechanisms with LDCs, landlocked and island states eligible

on conditions that are less restrictive than for other ACP countries. Under Lomé

IV, small economies in the Caribbean have been among the substantial

beneficiaries of the Stabex facility. Second, small economies also locked in by

various commodity protocols (banana, sugar, rum, beef, and veal), although many

of these have been dismantled as a result of the recent negotiations on post Lomé

affangements. In addition to these provisions, small vulnerable ACP states receive

higher financial aid per capita from the European Development Fund than other

developing countries (World Bank, 2000).

27 For more details on the background of the Lomé Convention and its evolution to the IV
Convention, see Maunder (1982); Stevens et al (1998) for ACP-EU Partnership Agreement and
www.acpsec.org
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Wolf and Spoden (2000) state that since 1975 up to the eighth European

Development Fund (until 2000) almost 30 billion Euros have been committed

under the Lomé I-IV Conventions to ACP countries. Despite this investment, 39

of the 71 ACP countries still belong to the group of least developed countries.

Therefore one could conclude that the EU has not yet achieved its stated aim of

poverty reduction in ACP countries (ECDPM, 2000). Most of ACP countries have

made less progress on the road to trade reform than most other developing

countries, their offers of tariff cuts during the Uruguay Round were among the

lowest, particularly those by African countries, although other lower income

countries had equally limited offers'8.

Stevens et al (1998) show that the economic importance of the ACP to the

EU is much less than it was ín 1915. Various reasons may have contributed to that

relative decline: weak economies, a lack of interest in trade by some ACP

governments, inward looking policies, poor infrastructure and a shortage of

sufficiently qualified personnel. Two possible solutions may be considered,

namely, removing the element of discrimination between ACP and non-ACP or

creating free trade agreements. There is a further distinction between LDCs and

small states in the proposed new trading arrangements to replace Lomé

preferences in line with the WTO rules. By 2005, LDCs will benefit from duty-

free access to EU markets for essentially all goods. A more plausible option for

ACP countries is to request more time in adapting Lomé to WTO rules, spreading

the adjustment period of 10 years (ECDPM, 2000).

In addition to the effects of adapting Lomé commodity protocols to WTO

rules, small states can be affected by the new framework of additional

macroeconomic support as established under the Partnership Agreement, to

replace the Stabex and Sysmin schemes, so as to mitigate the adverse effects of

instability in export earnings, particularly from the mining and agriculture sectors.

In this new setting some small states may, however, find themselves ineligible for

these additional resources, because the qualifying threshold has been set high;

28 It should also be noted that sixteen ACP countries are not WTO members. These can be seen in
Appendix 46.
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however, a lower threshold applies to LDCs (World Bank, 2000). The new

anangements also provide support for market-based insurance schemes to address

export earnings fl uctuations.

Van Hove (1999) examines how the EU and other donors are tackling the

issue of aid for trade and development. While international trade can be a

powerful engine for growth and development, weaker ACP countries are

threatened by further marginalisation in the world economy. Donors are therefore

searching for more effective ways to build the 'trading'capacity of ACP countries.

A new dimension added to the existing entitlement is the so-called 'performance'

to be eligible for EU support. The ACP economies are required to perform in the

following areas: good administration and democratic government, respect for

human rights, a functioning civil society, good financial and economic

management, and transparent government. In response to this ACP perspective,

ECDPM (2000) suggests that a country's needs must take precedence and the

performance achieved must be universal but individually and specifically applied

to each country. It also suggests that for notions like good governance or the rule

of law, most ACP countries agree the performance indicators and yardsticks for

measuring achievement are controversial and require inputs from ACP and EU.

Finally, reciprocation on the EU side could improve its performance as well as

procedures and policies so as to be more transparent and better coordination is

needed among and between the EU and its member states.

Putting Lomé in a more global perspective, there is scope for East Timor

to apply for membership of the Lomé Convention in spite of the Convention's

current transformation. If East Timor is eligible,2e the country will enjoy

privileged access to EU markets access under the new Lomé Convention.

A more likely scenario in the immediate term is for East Timor to seek

status as an Observer to and meanwhile to assess EU markets for agricultural

'n T*o countries (Cuba and EastTimor) most likely will join the ACP group in the future. This
implies the financial allocation of the 9ù European Development Fund (2000-07) will be 13.5
biliion Euros, in real terms on aid volume will be 3 Vo less than the 8û EIF . see Wolf and Spoden
(2000).
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products should duty free be provided by the EU for least developed countries tn

the near future.

5.5.4 WTO membership

Similar to other clubs, the World Trade Organisation (WTO) offers rights

and obligations as well opportunities and some challenges on member countries.

So far more than 130 countries are WTO members and more than 30 others have

applied to join. This implies that the net benefits are overwhelmingly positive. As

explained by Anderson (1999), there are rules to be followed, entry conditions to

be met and formal accession procedures to follow. Occasionally the rules and

obligations upset political sensitivities because some groups within a country may

lose a privilege but almost invariably those rules boost the overall economy of

each member state.

Rodrik (1995) summarised the general benefits that come from the freer

trade those rules encourage as follows:

¡ better allocation of national resources towards industries with the strongest

comparative advantage ;

. enhanced learning and newer technologies from interacting more with the rest

of the world;

o greater flexibility, via trade, for dealing with shock such as natural disasters;

. less wasteful rent-seeking lobbying activities by groups seeking govemment

assistance and protection.

There is a series of steps required before a country can accede to the

WTO30. In short, a country gradually amends its policies and institutions in

readiness to abide by WTO rules and accept the obligations of membership.

While these steps for East Timor are still a long way off, the first step commonly

taken is to request observer status so that national government officials can be

30 For detailed steps to WTO accession, see Anderson (1999) and WTO (1995)
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exposed to V/TO structure and mechanisms, a similar approach suggested in

contemplating ASEAN membership. As soon as the country is ready, the next

step is to submit a letter of application which triggers the establishment of a

working party to examine the applicant's trade policies and practices to organise

accession negotiations and to prepare protocol of accession. Further steps include

the preparation of a memorandum on the country's foreign trade regime. This

includes background information on the economy and domestic economic

policies, detailed statistics on the country's foreign trade and investment, an

outline of its legislative and bureaucratic frameworks for making and enforcing

policies affecting trade, and a copy of all the laws and regulations are required. In

addition, according to Anderson (1999) the memorandum must detail every

current and agreed future policy measufe affecting trade in goods, foreign

investment policy and regulations, a comprehensive tariff schedule in the detailed

harmonised system nomenclature must be attached, the trade-related intellectual

property regime, trade-related services regime and any bilateral or plurilateral

trade or economic integration agreements to which the country is a signatory.

The effects of joining the WTO on the local economy may be categorised

as follows. Similar to the Vietnam's impending accession to WTO, Anderson

(1999) summarised these benefits as follows:

o economic growth would be boosted and sustained at a higher level,

particularly if essential public infrastructures were simultaneously improved;

. agriculture and light export oriented manufacturing would expand along with

associated agribusiness and other service activities, both of which would boost

income earning opportunities for farm households in rural areas;

. more jobs will be created, more poverty will be alleviated and a more

equitable income distribution will emerge over time with than without a more

open policy regime, particularly for rural people;

To date, the WTO has 139 members and 30 applicants economies are awaiting to

accede to it. If all were succeeded, there will be a total of 170 members of

signatories, bringing V/TO membership close to that of the World Bank (181)
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and the IMF (182). The participation of developing countries became much more

important than was the case under the WTO's predecessor, the GATT. Three

main issues analysed by Michalopoulos (1999) have direct implications for East

Timor to consider. These are: repÍesentation as reflected in the existence or not of

a mission in Geneva, participation in the affairs of IVTO; and institutional

capacity at the home capital which is necessary for both effective representation

and participation. Given the same difficulties experienced by several smaller

island economies pointed out by Michalopoulos, such as St Kitts and Nevis, St

Lucia, St. Vincent and Grenadines, with little trade and basically represented only

nominally, East Timor is likely to face similar limitations. As to institutional, the

major constraints are both meeting its obligations under the WTO and in effective

participation in the organisation. Despite the obligations required, a special case

can be proposed. Being an LDC state, having lots of sympathetic friendly nations

in WTO and having no strong protectionist interests defending bad policies yet, it

is in the interest of East Timor in the long term to apply for WTO membership in

view of the potential benefits discussed earlier. Given an average of 5-10 years

for a country's accession to WTO, it appears to be the cheapest and easiest way

for East Timor to join WTO and would provide lots of learning opportunities and

technical assistance as policies are being formulated.

5.5.5 APEC membership

The Asia Pacific region, and in particular East Asia, is now widely

recognised as an exemplar of sustained rapid economic growth (Garnaut, 1997)

APEC was formed in 1989 in recognition of the growing interdependence of Asia

Pacific nations. Accounting fot 42 percent of world trade in 1998, APEC has

become one of the world's most dynamic economic groupings so fat't. What

began as an informal group with a handful of members has become the primary

organisation for the promotion of liberal trade and economic cooperation in the

region. Current members3t are a diverse group, but all share a commitment to

3l See APEC Secretariat (http://www. apecsec'org'sg)
32 The l8 members of APEC include: Australia, Brunei Darussalam, Canada, Chile, China, Hong
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sustaining regional and global economic growth via the strengthening of the open

multilateral trading system. To date, five successive Heads of Government

meetings have been held interchangeably, first in Seatle, Washington (1993),

Bogor, Indonesia (7994), Osaka, Japan (1995), Manila, the Philippines (1996) and

the approaches that APEC has developed is to promote regional cooperation and

free trade in its own region33.

According to Janow (1991) at least four related factors are important in

response to regional and global economic development: First, APEC may be seen

as a reaction to economic realities. Throughout the 1980's, the economies of the

Asian members of APEC grew at rates substantially higher than those of Europe

and North America. Beginning in 1986, intra-regional trade and investment came

to represent the fastest growing dimension of Asia's trade. Second is the shared

interest of its members in maintaining an open international trading regime. The

developed and developing members of APEC have been major beneficiaries of the

open trading system. Most are export-oriented. The importance of access to world

markets has been the recurring refrain of APEC member nations. Third is the

widespread anxiety about emerging regional trading arrangements elsewhere in

the world.

In its early days APEC was seen as a needed alternative initiative in the

event that regional arrangements elsewhere became inward looking trading blocs.

Indeed, it is no coincidence that after many years of discussion about the value of

fostering an Asia-Pacific initiative in order to facilitate regional cooperation, the

APEC forum got off the ground only at a time when NAFTA negotiations were

under way, when there were concerns about the potentially exclusionary

consequences of European Community-92, and there was a distinct possibility

that the Uruguay Round would fall. Fourth, is a concern about the number of

trade disputes involving APEC members--especially those between the United

States and Japan and China.

Kong, Indonesia Japan, Republic of Korea, Malaysia, Mexico, New Zealand, Papua New Guinea,
Philippines, Singapore, Taiwan, Thailand and the US.

" For more details of each meeting, see Garnaut (1991); and APEC Secretariat website:
http://w ww.apecsec.org.sg
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Most of the literature on the APEC forum has been focused on APEC's

accomplishment, and its contribution to global and regional trade liberalisation

and cooperation in the future (Garnaut, 1991; Findlay and Bora, 1996).Indeed,

one of the accomplishments of the APEC forum has repeatedly emphasised the

importance that it attaches to multilateral trade liberalisation, that is, commitments

within the APEC to implement or accelerate Uruguay Round liberalisation

commitments in general, and reductions in tariff bindings in particular. Since the

Uruguay Round was concluded, the emphasis on multilateralism and WTO-

consistency within APEC has remained strong. The Uruguay Round achieved

significant increases in the percentage of tariffs subject to bindings, and

substantial reductions in tariffs on industrial and agricultural products by APEC

and non-APEC countries (PECC, 1995).

Available evidence suggests that tariff reductions alone, however, are

insufficient. Many of the developing economies of APEC have bound their tariffs

at rates higher than those currently applied. Thus although technically this

represents tariff reductions, the gap between bound rates and applied rates

continues. In the industrial goods area, for example, the average bound rates range

from less than 10 percent, for Korea and Malaysia, to nearly 40 percent for

Indonesia and over 30 percent for Mexico. The 1995 applied rates for industrial

goods for Korea, Indonesia, and Mexico were 6.5 percent, 11.3 percent, and 13.5

percent, respectively. In terms of agricultural products, all but two of the APEC

countries import a quarter or more of their agricultural products at applied rates

below their bound rates (PECC, 1995), One relatively costless step for APEC

members to take as part of their acceleration of Uruguay Round commitments

would be to lower their tariff bindings to their applied rates. While such a step

would not necessarily increase access to their markets, it would be an important

symbol of their commitment to trade liberalization.

Key economic indicators of APEC member economies are presented in

Table 5.4.
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Table 5.4. Key indicators of member economies of APEC, 1999

Member Area
(Sq km)

Population
(million)

GDP
(billion
US$)

GDP
per caplta

Exports
(fob)

Imports
(ciÐ

Australia
Brunei
Darussalam
Canada
Chile
China
Hong Kong,
Indonesia
Japan
Korea
Malaysia
Mexico
New Zealand
PNG
Philippines
Singapore
Taipei
Thailand
USA
Vietnam

7,682
5,8

18.3
0.31

20,650
r1,246

64.9 63
42

394
5

9,97 r
157

9,56r
1

r,9t9
318
99
JJJ

1,973
27r
453
300

I
36

513
9,373
325

30.3
14.62

t,244.2
6.5

203.4
t26
45.7
2I

94.3
3.8

4.2t
1r.4
3.4
2t.1
59.7

27r.8
76.5

608
1l

902
163.8
221.5

4,8r2.1
485.2
98.2

348.6
59.5

5
88.4
101.8
283.4
165.8
7,783

26

19,640
4,820
860

25,200
I,l 10

38,160
10,550
4,530
3,100
15,830

946
1,200

32,81O
13,060
2,740

29,080
335

211.4
16.9
t82.1
1 88.1
56.3

409.2
138.6
77.9
rto.4
t3.9

J
25.2
t25.8
t2t.7
56.1

681.3
9

r99.9
t8.2

136.4
209
46.3
307
t4r
40
109
13.9

2
36.4
r24.6
107.8
55.1
817.3

l4
Source : APEC Secretariat (2000)

Economically, lowering tariff bound rates to applied rates is relatively

costless because it simply brings de jure rates into line with de facto tariff rates

(Janow, 1997). In addition, bringing tariff bindings down to applied rates would

require APEC members to forego the possibility of raising their tariffs, if
domestic circumstances were seen as warranting such increases in the future.

Although this provides one with an admittedly naffow perspective from which to

view APEC's efforts to support multilateral trade llberalization, early indications

suggest that further tariff reductions, even down to applied levels, are likely to

prove difficult for a good many APEC countries. And of course, even if countries

dropped their applied tariff rates, this step offers little assurance that rates will
remain at lower levels unless countries then took the next step of binding those

lower rates in the V/TO.

Clearly, APEC has already made a contribution to regional and global

cooperation by building confidence in its members in their ability to cooperate; by
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serving as a nascent geopolitical forum and by establishing broad and ambitious

goals for the future (Findlay and Bora, 1996). In general, for the foreseeable

future, a number of factors are likely to combine to keep APEC alive: the

economic dynamism of the Asia-Pacific region, the growing importance of cross-

trade and investment and the shared interest of political leaders and business

executives from the APEC region in enhanced access to regional and global

markets. A basic reason for optimism over the long term therefore stems less from

expectations of visionary policy initiatives coming out of APEC than from the

economic dynamism of the region itself. It is this underlying economic vitality

that is spurring economic integration and the APEC process onward in some

instances even when neither sought nor anticipated by local officials.

For East Timor, the benefit of APEC is that it keeps the East Asian region

open, and that is where most of East Timorese exports will go. Membership of

APEC is not an option because of moratorium on new members.

5.6 Conclusion: policy implications for East Timor

This chapter examined the need for an outward-looking strategy for East

Timor as part of its overall strategic development objectives. It is impofiant to

recognise that economic potential of East Timor are closely linked to extemal

developments. With its small domestic market, trade encompasses the exchange

of merchandise, aid flows, migration and tounsm.

Despite sluggish beginnings, and the changes in the composition of

tradeable sectors, trade and investment policies will be a contributing factor for

economic growth and development for East Timor in the years ahead. It is

encouraging that under the current UNTAET's administration, there is a forward-

looking policy to maximise opportunities from opening up to foreign trade and

investment.

A possible scenario for East Timor economic policy beyond the transition

period is the implementation of a value-added tax (VAT) that will serve as an

ideal consumption tax. Introducing tax legislatiodregulation is not enough. If it is
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to be accepted and sustainable, it must also be simple enough to be administered

efficiently from the outset. While raising taxes during the transition period is

important for the country, the impending decision of the tax regime may very well

make the VAT or a broad-based consumption tax the next appropriate tax policy

for East Timor, in view of using trade policy measures for that purpose.

The discussion in this chapter suggests that despite its vulnerability, and its

dependence on a few potential trade partners, the opportunity to establish

economic cooperation with its nearest neighbour, Indonesia, is one of the key

challenges for East Timor policy makers. Similar to other small islands in the

Pacific, managing vulnerability for East Timor can be done by increasing the

breadth and depth of trade and investment linkages between East Timor and the

global markets.

The chapter finds that benefits are most likely to favour countries with

open economies and take advantage of new market opportunities. More

importantly, East Timor should engage in bilateral and regional trading

negotiations with ASEAN, the ACP/Lomé Convention, 'WTO, and APEC once

the country is in a position to contemplate membership. Thus, in the best interest

of East Timor, seeking immediate status as an Observer of these groupings will

enable the country to learn more of the functions and the benefits of these fora.

This requires building institutional and human capacity, helped by external

technical assistance to enable the government's bureaucrats to overcome its

shortcomings.



CHAPTER 6

SUMMARY OF CONCLUSIONS, POLICY IMPLICATIONS'

AND AREAS OF FUTURE RESEARCH

This study has analysed the roles of foreign aid, trade and investment for

rebuilding East Timor's economy following the 1999 crisis. It has approached this

important theme by adopting economic principles from both theoretical models

and empirical evidence drawn from selected small island economies. This chapter

summarises the main conclusions and policy implications drawn and suggests

some areas of future research.

The country has suffered economic and social catastrophe, which claimed

many lives and sparked off movements of displaced persons and refugees in the

territory on an unprecedented scale. These changes have fundamentally affected

the characteristics of East Timor's economy. East Timor is not a transition

economy but a new economy that is practically rebuilt almost from scratch. In

essence, if there is any benefit at all to starting over in the wake of the devastation

visited on East Timor, it will be the opportunity to learn and benefit from other

small island economies and other post conflict situations, in particular, the

extraordinary set of circumstances about how people and institutions respond to

challenge and crises in nation building.

What policy lessons can be drawn from the roles of aid, trade and

investment in the face of East Timor's reconstruction and development?

Governance and capacity issues are clearly of great importance. Efforts should be

given to capacity building within East Timor, thus ensuring a capable system of

governance that fosters and complements private sector-driven growth.

Ultimately, the degree of success of this effort will be determined by activities in

the private sector, which generate output, savings, investment and trade.

However, the present environment of instability in the border of East and West

Timor still restricts the ability of the East Timorese to develop their country.
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Unless these reconstruction challenges are met, economic and social conditions

will continue to be hampered.

Against this background of fostering economic recovery and development

with underdeveloped, capital, skilled labour, technical know-how, institutional

infrastructure and policy direction, crucial choices have to be made on the scale,

timing and phasing of trade and investments in support of economic

development.

chapter t has highlighted the beginning of a new era of national

reconstruction in East Timor. The fragility of East Timor's economy manifests

itself on its colonial legacy, heavy dependency on foreign aid, limited domestic

market, and lack of educated and trained entrepreneurs, and high energy and

transport costs. Major efforts are underway to rebuild the war-ravaged economy,

secure peace and tranquility in the country, and establish the foundation for the

required social and infrastructural frameworks needed for economic recovery.

In order to ensure that a viable and vibrant nation can be built and be

capable of relying on its own resources, this study finds that, as the country strides

for reconstruction and development, pertinent issues such as enhancing the

country's capacity to absorb investment and aid flows for efficient use in

promising ventures, and establishing institutions and policies favourable to private

sector development together with the maintenance of physical infrastructure and

human capital, are critical ingredients for sustainable development in East Timor.

Chapter 2, looking at the task of reconstruction in a comparative

perspective, presents a literature review on reconstruction and the role of foreign

aid's contribution in post-conflict situations. The review shows the need for early

economic development and institutional building for countries emerging from

years of conflict. As the humanitarian tide crested and the prospects for peace re-

emerged in many areas, the focus of international aid turned from humanitarian

relief to laying the foundation for durable peace and economic and social

recovery. As with all other countries emerging from conflicts, policies that bring

macroeconomic stability need to be supplemented by appropriate structural social

policies that provide the basis for growth.
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The study finds that maintaining a stable macroeconomy, low or zeÍo

import tariffs and other trade restrictions; well-established property rights,

effective govemance and the rule of law, high investment in education and rural

infrastructuÍe are all imperative. Optimai use of domestic resources coupled with

a capable system of governance that fosters and complements private sector-

driven growth would reduce future burdens for the independent state. To generate

sustained increases in income, the need for secure public order and property rights

and adoption of internationally respected codes of commercial practices are

stressed in Chapter 2.

Looking beyond donor assistance, another key issue is how to support

investment projects to ensure sustained growth and poverty alleviation without

relying solely on public finance beyond the tIN transitional administration. The

challenge is to assist and encourage the private sector to undertake projects, with

donors offering complementary finance of by offering political risk guarantees or

insurance. Likewise, more efforts should be given to capacity building within East

Timor, thus ensuring a capable system of governance that fosters and

complements private sector-driven growth. Ultimately, the degree of success of

this effort will be determined by activities in the private sector, which generate

output, savings, investment and trade. Hence the role of public policy is to create

a policy environment within which the private sector can expand and flourish.

Given East Timor's status as a small half-island economy, openness to

trade and investment will enable the country to purchase ideas, import goods and

services, import of capital and institutions.

To gain an understanding of the effects of openness of trade and

investment, Chapter 3 applies the economic principles of international trade and

development theory to illustrate the concept of openness, the dynamic gains that

come from openness and market liberalisation, equity benefits from openness,

and efforts of maximising government revenue. The analysis presented in this

chapter raises questions about the conduct of economic policy in the early stages

of openness. As East Timor strives for reconstruction and development, the

urgency of opening up trade and investment is imperative. These activities are
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aimed at creating a condusive atmosphere for the implementation of broad

economic policies. Thus, the discussion in Chapter 3 has two important relevant

implications: first, it is now apparent that there is an important relationship

between the macroeconomic environment and the benefits from opening up of

trade, and second, the sequence of which the process of openness is attempted

has important consequences for its impact on production, growth and income.

Several consequences follow from openness to trade. First, the smaller the

domestic market, the less firms will be able to exploit economies of scale, and

hence the greater the benefits per capita from openness. Second, problems caused

by monopoly pricing are more likely to be more pronounced in small economies

that are not open. Third, trade barriers and exchange restrictions on cuffency

transactions tend to produce detrimental effects on aggregate production and

prices. For all these reasons, a small poof economy such as East Timor, will be

more adversely affected by trade barriers than larger economies, and hence will

gain relatively more from an open trading environment.

A less distortionary policy also reduces rent-seeking activities and boosts

the transfer of productivity-enhancing technology. The smaller the country, the

largu the fraction of know-how needed from abroad.

Chapter 4 explores the production and trade structure likely to emerge as

such as East Timor develops. The analysis examines the experiences of five small

island economies (Jamaica, Malta, Mauritius, Hong Kong and Singapore) and

concludes that there appears to be an inverse relationship between natural

resource richness per worker, and economic success. Part of the explanation can

be found in policy rssponses to the Dutch Disease that resource rich economies

experience from time to time. It describes how a favourable change in conditions

affecting one tradeable sector can adversely affect other tradeable sectors by

squeezing their profits or returns to specific factors.

For East Timor, the inheriting of the part-ownership in the Timor Gap will

be like a new discovery of minerals and energy. Such a resources boom would

encourage mobile resources to move into the production of non-tradeables as their

demand strengthened and their prices rose, furlher reducing fatm and industrial
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protection. Therefore, the experience of Papua New Guinea serves as a good

reminder, of the need to carefully manage a resources boom in East Timor in the

years ahead.

The endowment triangle of Leamer helps explain the paths of development

of a country as it alters its comparative advantage from labour-intensive to capital-

intensive settings. The triangle also shows the relative position of East Timor

compared with the resource endowment ratios of other countries. The empirically-

supported theory suggests that countries tend to gradually alter their comparative

advantage from land and other natural resource-intensive industries to those that

are more capital-intensive, as produced capital accumulates from domestic

savings and from abroad.

Among other things, this chapter finds that in the absence of government

intervention, which is likely to happen in line with the overall development

strategy of East Timor, commercial activities in agriculture, unskilled labour-

intensive manufacturing and tourism are likely to emerge. These changes are

likely to result in increased exports from the agricultural sector, in the first

instance, stimulated by the opening up the territory's goods, services and financial

capital markets to global market forces, thereby expanding foreign exchange

earnings and creating job opportunities.

The emphasis of the study shifts to a more policy-oriented discussion in

Chapter 5. The chapter has attempted to answer two important questions on policy

direction: whether East Timor should pursue outward looking trade policies, and

whether investment should be encouraged in all or just select sectors as a means

of stimulating economic growth and development. The review suggests despite its

low economic base, East Timor is likely to gain most by gradually adopting

transparent and liberal trade and investment policies at home to ensure the country

seizes the opportunity to integrate its economy into the region and beyond. With

the emergence of regional and multilateral trading opportunities, markets clearly

favour countries with open economies.

The discussion in this chapter concludes that despite its small size, and

sluggish beginnings, the opportunity is there to put appropriate domestic and
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foreign policies in place. Most importantly, East Timor needs to establish as soon

as possible a functional diplomatic relationship and bilateral economic relations

with Indonesia (East Timor's nearest neighbour) to secure political and economic

stability as a basis to attract foreign investment in the years ahead. Next, in view

of regional interests, East Timor should seek an Observer Status in the ASEAN,

ACP, WTO and APEC in the transition period. Notwithstanding the cost of such

involvement, this will provide a golden opportunity for East Timorese bureaucrats

to leam more of the functions and benefits of these groupings.

On a more specific policy direction, the country will gradually be better off if
planning capacities are raised and reliable data become available and updated on a

regular basis. It is therefore important to set up much-needed base line data as

soon as possible.

A United Nations-sponsored Common Country Assessment (CCA)34 model

should be completed in order to provide the framework for elaboration of a

countrywide master plan based on identified needs with a longer-term

development approach. This includes demographic, sociological, economic and

geographical data necessary for the planning and implementation of economic and

developmental policies, and for the structuring of public services particularly in

the areas of trade, commerce, and domestic and foreign investment.

As better data become available, they can be used in empirical models to serve

the government and its bureaucrats with analyses of policy options on pertinent

issues. For example, creating a national East Timor General Equilibrium Model

(ETGEM) would allow forward-looking analyses to examine empirically the

policy prospects in the years ahead. Technical assistance would be necessary to

facilitate this process.

Finally, institutional and capacity building will continue to be important

elements in East Timor's growth strategy. Priorities should be directed to training

in various forms, building institutions with the necessary equipment to perform

their jobs, creating technical assistance programs and ensuring the transfer of

3a CCA is a framework for analysis of development challenges in East Timor commissioned by
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knowledge and expertise. A long-term human rosource development plan needs to

be prepared, highlighting the skills gap. Among other things, the provision of

technical assistance and adequate training in trade and investment policy making

for prospective government officials by willing institutions should be pursued

immediately.

UNDP
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Appendix A1:

Survey of East Timorese economic development and performance,
1958 to L9981

l.Introduction

East Timor was a Portuguese colony for 450 years. The Portuguese arived

in East Timor (formerly known as Portuguese Timor) by the beginning of the 16th

century. The Portuguese outpost was established in East Timor around 1514, as

part of the Portuguese attempt to gain control of the spice lands of the orient. The

outpost in Timor was primarily established to facilitate Portuguese access to

sandalwood trade and (Jolliffe, 1978). It is clear that trade was the main goal of

the Portuguese presence in East Timor.

During 450 years of colonialism, the Portuguese established themselves on

a pennanent basis on the island, through Dominican friars who exercise a

progressive cultural and religious influence whilst the Portuguese expanded their

control. Faced with rapid economic development of most of Europe, Portugal

tried to improve its economic position by a more systematic exploitation of its

colonies than had previously been the case' As observed by Carey and Bentley

(1995), this resulted in an expansion of cultivation for export, persuading villagers

to increase their yield and diversify into new crops such as cocoa, copra, rubber,

and introducing plantation to grow coffee. Force labour was used to develop the

infrastructure, cultivate cfops and extend the trading system' The Portuguese

recruited compulsory labour from villages to reconstruct government buildings

and port facilities, but their primary concern was to improve the conditions for the

cultivation of exPort crops.

With the demise of Portuguese colonialism in 19'75, a new episode of

Indonesian incorporation of East Timor emerged, drawing widespread

controversies around the world (Carey, 1995). Following the political events of

the mid 1970s and the consequent economic setback, the government of Indonesia

began its intensive resocialisation and resettlement of the East Timorese. These

I This is an edited version draws partly on Saldanha and da costa (1999)
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campaigns were virtually carried out in an atmosphere of political instability and

military intimidation (Taylor, 1991). Despite the extreme circumstances, the

development of a virtually subsistence economy of East Timor posed a formidable

challenge to the Government of Indonesia through its REPELITA2 program which

chose to emphasise in agriculture, small industry, infrastructure, and human

resources. While the initial economic response to the program was favourable,

ongoing political instability and delayed implementation of key structural

elements of the development led to a generally disappointing growth performance

in the earlier stages of Indonesia's incorporation. The political developments

leading towards the incorporation of East Timor are well documented elsewhere3.

Work in this area includes Soesastro (1989), Dunn (1983), Horta (1987) and

Aditjondro (Igg4). However, much of the literature has been focused on East

Timor's political status. Very little attention has been paid to the economic

development thus far. Saldanha (1994) has attempted to address the gap between

political and economic development although the issue of security was not

explored comprehensivelY.

The overview of development policies in East Timor covers the period

1958-1999. Table A2.l provides an overview of economic policies that

overshadowed East Timor between 1968-1999. Four distinct periods can be

observeda. First, the period of 1958 - 1960 which is termed as the plantation

economy because there was no other significant economic activity going on

except land opening and seeds development for coffee and coconut plantation.

Second, the period between 1960 - 1975 where the colonial regime finally started

to develop the economy to promote the welfare of the natives after centuries of

benign neglect. It is called as the Ethical Economy. Third, the war economy,I975

- 1980 where the experienced a substantial contraction due to the significant

destruction during the war. Finally, the era of reconstruction, recovery and

development characterised by lavish expenditure, which generated high economic

t Rencana Pembangunan Lima Tahun (Five Year Development Planning)
3 See for example Dunn (1989) and Taylor (1991).
o Fo. a., exposition of economic development in East Timor over the past 4 decades, see Saldanha

and Costa (1999).



155

growth compared to any period in East Timor's economic history since 1980.

However, economic development during this period was undertaken within an

atmosphere of political instability and uncertainty in the future political status of

East Timor. This period is termed as Uncertain Development.

2. The Plantation Economy (1958-1960)

Prior to 1958, besides subsistence agriculture, the main economic activity

was sandalwood trade that attracted the Chinese and later the Portuguese to

colonise East Timor. Only after the pacification of Manufahi War in 1913, coffee

plantation has become a major economic activity. In the 1930s, Filomeno da

Camara, the successor of Celestino da Silva as governor, forced the rebellious

kingdoms to cultivate coffee and coconut. Silva founded Sociedade Agricola

Patria e Trabalho (SAPT) - the equivalent of VOC in the Dutch East Indies- to

monopolise coffee production and trade in the beginning of the 20th century. By

1975, SAPT became the largest holding company in the territory with activities

ranging from coffee production and manufacturing to exports, and from sole

importer of consumer goods to wholesaler. During 1925-1936, coffee plantation

was intensified in which the colonial government introducedviveiros (plantation

experiences). As a result, Ermera and Liquica emerged as the major centres of

coffee production in East Timor.

3. The ethical economy (1960 '1975)

The period 1960 to 1975 is called the Ethical Economy where the colonial

govemment finally developed the welfare of the natives. A Portuguese historian

(Thomaz, 1974) describes this policy as o fardo do homem branco (the

responsibility of the white people). Nevertheless, three factors may have

contributed to the emergence of Ethical Policy in the late Portuguese Timor. First,

the liberation movements emerged in Guinea-Bissau, Angola, and Mozambique -

the Portuguese colonies in Africa. Second, isolation of Portugal by the

international community due to alleged neglect in various Third, a short but
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bloody Revolt in July 1959 in Viqueque and later spread to other parts of East

Timor that caused more than thousand East Timorese died and hundreds others

exiled to Atauro - an island north of Dili - and Angola'

During the Ethical period, the foundations of a modern economy were

created through the creation of infrastructure, trade promotion, and creation of

financial institutions. In terms of infrastructure, the colonial government built the

Baucau International Airport with the capacity of Boeing 741 and DC 10, which

stimulated the growth of tourism in the early 1970s. Tourism was booming where

Baucau and Dili became the favourite destination of middle-income tourists,

especially from Darwin, Australia. The sources of revenue in this period were

head taxes and exports although there is reason to believe that it only covered up

50 percent of the total expenditure. The deficit was financed by Portugal, which

may have diverted funding from Mozambique and Macau, two other colonies at

the time.

The colonial regime also launched efforts to develop the agriculture sector

by opening new land for rice cultivation and improvement of irrigation system in

major agricultural centres of Suai and Viqueque. New seeds also were introduced

and it was proven that IR-5 and IR-8 species grew very well in the rice fields of

East Timor. Therefore, rice production increased along with corn as the main

staple of the people. The sub-sector that experienced rapid development in this

period was livestock with its population increased I.2 percent annually since

1960. Efforts to identify natural resource potentials, especially oil and gas both

on-shore and offshore also were intensified. Several multinational companies,

including BIIP Ltd of Australia were invited to explore the territory's natural

resources. In short, we argue that Ethical period was the period of initial economic

development in East Timor. The Portuguese initiative to invite the Hong Kong-

based Allied Mining Company in 1936 to survey economic resources was evident'

One of the major conclusions of the study was that East Timor has oil, gold,

mineral and agricultural potential (Saldanha,1994). During this time the objective

of successive plans was essentially to create a viable economic unit, which would

provide jobs and welfare for the locals'
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Table 41. Economic development policies, East Timor, L958 to 1999

Source: Saldanha and Da Costa (1999)

Due to dualism nature of East Timor under the colonial rule, two

economic sectors, namely traditional/ rural plantation, and industrial/ urban

economy were dominant in the East Timor economy. The Timorese with a

traditional and subsistence agricultural pattern mostly lived in the mountains and

the colonial administration and the ethnic Chinese whose activities were industry

Period

1930-1960
Plantation Economy

1960 - 1975
Ethical Economy

1975 - 1980
War Economy

1980 - L999
Uncertain Development

Economic Policies

A. Agricultural development:

- Opening up of coffee plantation
- SAPT founded
- Introduction of new seeds

Plano de Fomento @ive Year Development
Plan):

Priorities

- Introduction of new plants (cinnamon,
cacao and other fruits)
- Infrastructure (transportation and
communication), agriculture, education and
health.

War period:
- Destruction, rehabilitation, consolidation,
and restructurisation.

A. Short-term development Plan
B. Five Year DeveloPment
(REPELITA).

Plan

Priorities:

- Agriculture, education, health, public
sector, transportation & communication, and

rural development
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and trade lived in the cities. Together, they exploited trade activities through the

cultivation of coffee, copra, and sandalwood to ovefseas markets'

Notwithstanding, there was considerable interaction with foreign countries and

other colonial territories, and gradually East Timor's imports and exports became

more foreign oriented rather than bias towards Portugal and other colonies. As

shown in Table A3 overseas imports in 1968 were 39.1 percent rose to 54'4

percent in 1972, whereas domestic imports decreased from 60.9 percent to 45.6

percent. The figures on the exports side is more striking, In 1968, exports were

88.7 percent increasing to 92.1 percent in 1972, whereas domestic exports fell

from 1 1.3 percent to L9 percent during the same period.

Table 42. Sectoral contribution of GDP, East Timor,
1953 to1962 (Percent)

Economic Sector Relative Position

Agricultural
Extractive industries
Processing industries
Construction
Electricity and Water
Wholesale and Retail trade
Banks and financial institution
Real Estate & Lease
Administration and Defence
Services

t953
31
1.8

1.8

24.8
3.9
0.2
t7.0
18.7

t962
32.5
1.1

25.8
3.0
0.2
t7.9
15.9

2.8

Source : Aldeia (1973)

Table 43. Trading partners of East Timor, 1968 to L972 (percent)

Imports ExPorts
Year Overseas Domestic t) Overseas Domestic
1963 39.t 60.9 88.7 11.3

tg6g 39.9 60.1 89.0 11.1

rg70 45.2 54.2 85.8 r4'2
rg7r 51.9 48.2 9t.6 8.4

rg12 54.4 45.6 92.r 1'9
*) Domestic=Portugal and other colonial territories using the Portuguese escudo.

Source: Aldeia (1913).
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This suggests that export dependency on other colonies weakened when

compared to overseas exports. Since East Timor's internal market is very small,

industrial expansion had to be sustained through increase reliance on the export

market, and therefore the importance of competitiveness for attaining economic

objectives was always stressed. All plans and strategies were based on the need to

adapt attitudes and methods of production to the changing structure of the East

Timor economy. The major differences between the planning and strategies under

different governments were related to the role of state in directly productive

activities. The Portuguese government in its development policy believed that

state organisations should only take a backing role in such activities, leaving the

private sector to take business initiatives according to market forces'

4. The vvar economY (1975 - 1980)

The notion that a shattered economy of East Timor following the civil war

in 1975 and the subsequent years has led the new government of Indonesia in East

Timor to introduce economic policy into four distinct phases. Less has been

researched about the effects of the war between 1975 and 1980 on the local

economy. Many infrastructures, such as buildings, roads, and markets built

during1975 and 1980 were destroyed following the war. Agricultural production,

trade, cofnmerce, and other economic activities practically halted during 1976 -

1979. One of the grave consequences of this contraction was the big famine

between L977 and,1980, which coupled with shootings, resulted in more than

100,000 died (Dunn, 1983). This does not count with hundreds of thousands

livestock killed during this period.

a) Rehabilitation (1916-71) involved massive indoctrination and security

operations.

b) consolidation (1977-18) thousands of East Timorese were displaced and

resettled in designated areas, aS a consequence crop production and livestock

farming declined sharPlY'
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c) Stabilisation (1978 -79), a fragile situation remained obvious overshadowed by

military operations, widespread famine and contagious diseases.

d) Short-term development (1979-1984), new infrastructure such as school, roads,

hospitals were built.

Faced by the desire to gain the hearts and minds of East Timorese, the

government of Indonesia began to pour into East Timor approximately US$2.5

billion to carry out the development process between 1916 and 1996 (Brahmana

and Emanuel, 1996). During this period the campaign for integration was

consolidated amid growing international pressure to respect human rights

situation in East Timor. By the early 1980s, the Indonesian government had

clearly expressed its intention to intensify the development process through a

nationally planned development for East Timor as implemented in other

provinces.

5. The uncertain development period (1980'1999)

East Timor since then has had three five-year development plans (known

as REPELITA) commencing in 1984, 1989 and 1994 to which East Timor

respond relatively well. East Timor's economic development has been based on

the political economy reasoning to boost economic growth through allocation of

special transfer in order to win the hearts and minds of the East Timorese. The

fourth-five year development Plan (REPELITA IV) launched in 1984 has an

objective of containment of policies that lagging behind other provinces

throughout Indonesia. Targets were set with the aim at supporting the living

standards and welfare of the people. Priorities in East Timor were given to five

dominant sectors, namely, agriculture, communications, and education, health and

the government apparatus. The Indonesian handled the security aspect. After the

lack of success of the first plan, targets were set with extreme caution. The future

looked bleak at the time and it was expected that unemployment, which was

alarmingly high in 1984, was to remain high at very high rate. The fifth plan for

East Timor Development (REPELITA V) covered the period 1989-1994. Broadly

speaking, this plan had the same objectives as the previous two. However, for the
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first time business sector was encouraged. This was due to the fact that the policy

of opening up East Timor to outside world in December 1989 after 14 years of

occupation. The longer time span on the plan - the aims was geared to the long

term national development for the next 25 years - was justified on the grounds that

the domestic conditions prevailing at the time were relatively stable and long term

projections were therefore viable.

Several observations are made to the Fifth-Five Year development Plan.

With the exception of agriculture and education sectors, the economy however

was still hampered by a policy of growth enhancing, which in general promoted

inefficiencies, The targets of the plan were very much influenced by what

happened during the mid 1980s. It contained rather gloomy projections as to East

Timor's growth in primary sectors, and laid major emphasis on creating

employment through infrastructural proj ects'
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Appendix Ã22

The Timor GaP TreatY

Resource companies welcomed oil and not natural gas, the Timor Gap

treaty, and exploration has boomed. Current production is small, but analysis say

the region is one of the richest new hydrocarbon areas outside the Middle East.

An estimated uS$2.1 billion has been spent to explore and tap the oil pools so far.

Industry insiders estimate the region holds the potential for producing US $11

billion in revenues.

The boundaries under the treaty form a coffin-shaped zone that divides

administration and ownership between two national and two state governments'

The northern part is administered by Indonesia, with Australia holding rights to 10

percent of royalties on any oil found. Two Australian state governments

administer the southern part, with Indonesia having 10 percent royalty rights' In

between is a 23,552-square-mile "zone of cooperation" administered jointly by

Australia and Indonesia, where royalties on any oil found are split 50-50' Phillips

Petroleum Co., based in Bartlesville, Okla., currently pumps 33,000 barrels of oil

a day from its Elang, Kakatua and Kakatua North oil fields and has rights to

exploit other fields in the Australian zone and the zone of cooperation, including

the Bayu-undan gas field, which is due to be in production by early 2003'

When Australia and Indonesia reached a Seabed Agreement in 1972,East

Timor was not part of Indonesia. Thus, the area between East Timor and Australia

\ilas a gap in the agreed boundary. It became known as the Timor Gap' On

December 15, 1978, Australia announced full legal (de jure) recognition to

Indonesia's incorporation of East Timor, so negotiations could be conducted on

the Timor Gap boundary. The beginning of the boundary talks in February 1979

marked the start of that de jure recognition. Australia said it recognised the fact

that East Timor was part of Indonesia, "but not the means by which this was

brought about". The negotiations lasted for a decade. The Timor Gap Treaty

between Australia and Indonesia was signed on December 11, 1989' Indonesia's
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Foreign Minister, Ali Alatas, and Australia's Foreign Minister, Gareth Evans,

signed the agreement on an aircraft flying over the Timor sea.

Purpose

The Treaty came into force on February 9, 1991. It allows for the

exploration and exploitation of the petroleum resources of the Gap' The Treaty

uses the framework provided by the 1982 United Nations Convention on the Law

of the Sea (UNCLOS). Both Australia and Indonesia claimed the 200 nautical

mile exclusive economic zones permitted by TINCLOS' These claims overlapped'

So, rather than reaching agreement on a single boundary line, Australia and

Indonesia established Zones of Cooperation to share the resources. The Treaty

was a provisional agreement (not prejudicing a final boundary settlement) entered

into for an initial term of 40 years. The Timor Gap Treaty covers about 65,000

squafe kilometres. It has three areas: The central zone, Area A, is jointly

controlled by Indonesia and Australia. The southern zone' closer to Australia, is

Area B, and is controlled by Australia. The northern zone, Area C, is closer to

East Timor and is controlled by Indonesia. There has been no exploration in Zone

C and limited unsuccessful exploration in Zone B'

Output

Since lggl,42 wells have been drilled inZone A. The Zone A reserves

are estimated at 400 million barrels of oil or light petroleum liquids; the zone has

proven natural gas feserves of 4 trillion cubic feet, and the prospect of another 4

trillion cubic feet in areas still to be explored. These figures mean the Timor Gap

is much less important than the oil and gas resources found in Bass Strait or the

North West Shelf. One field in Zone A, (Elang Kakatua) has been developed' At

the start of 1999, the field was producing 30-40 thousand barrels of oil per day.

But by August, the flow was down to 18 thousand barrels a day. The Australian

Foreign Affairs and Trade Department in Canbeffa says: "Royalty returns to the

governments of Indonesia and Australia amount to some $45-6 million per year.
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East Timor does not receive any of Indonesia's royalties directly"

East Timor

In 1995, Portugal, as the former colonial power, took a case to the

International Court of Justice (ICJ), in the Hague, contesting the Timor Gap

Treaty. Portugal argued that in creating the Zone of Cooperation, Australia

violated the rights of the people of East Timor to self-determination, and violated

Portugal's rights as the administering power. In June, 1995, the Court decided in

Australia's favour by a majorig of 14 to 2. The ICJ ruled that it could not make a

ruling on Indonesia's rights because Iridonesia did not consent to be a party in the

case. Australia said the case confirmed that the Timor Gap Treaty was a proper

framework and oil companies could continue to prospect with confidence and

certainty.
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Appendix A3:

Host country determinants of foreign direct investment

Host country determinants Type of FDI classified by
motives of TNC

Principal economic
determinants in host countries

I. Policy framework for FDI
o Economic, political and

social stability
o Rules regarding entry and

operations
o Standards of treatment of

foreign affiliates
¡ Policies on functioning

and structure of markets
¡ Internationalagreements

on FDI
o Privatisation policy
o Trade Policy (tariffs and

non-tariff barriers) and
coherence of FDI and
trade policies

II. Economic determinants

III. Business Facilitation
o Investment promotion

(including image-building
and investment generating
activities and investment-
facilitation services)

o Investmentincentives
. Hassle costs (related to

corruption, administrative
efficiency)

o Social amenities (bilingual
schools, quality of life)

r After-investment
incentives

A. Market seeking

B. Resource/asset seeking

C. Efficiency seeking

¡ Market size and per capita
lncome

¡ Market growth
o Access to regional and

global markets
o Country-specific

consumer preferences
¡ Structure of markets

o Raw materials
¡ Low-costs unskilled

labour
¡ Skilled labour
o Technological,innovatorY

and other created assets
(e.g. brand names),
including as embodied in
individuals firms and
clusters

¡ Physicalinfrastructure
(ports, roads, power,
telecommunication)

¡ Cost ofresources and
assets listed under B,
adjusted for productivitY
for labour resources

¡ Other input costs, e.g.
transport and
communication costs
to/from and within host
economy and costs of
other intermediate
products

¡ Membership of a regional
integration agreement
conducive to the
establishment of regional
corporate networks.

Source: UNCTAD (1998), World Investment Report: Trends and Determinants.
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Appendix A4:

Screening mechanisms for foreign investment proposals in
PacifÏc island economies, t996

Mechanisms
Cook Islands

Kiribati

Marshall Islands

Niue

Papua New Guinea

Solomon Islands

Tonga

Tuvalu

Vanuatu
Western Samoa

The Cook Islands Monetary board must approve proposals for takeovers

Fui

and mergers and requests for incentives to assist new projects'

All investment proposals from foreign investors must be approved by the

Government onthe advice of the Fiji Trade and Investment Board which
now acts as 'One Stop Shop' for all necessary approvals to implement new

project.

All foreign investment proposals must be submitted to the Foreign
Investment Commission (FIC)' The FIC may approve projects up to

US$180,000. Cabinet decides on larger projects on the advice of the FIC'

Foreign investors require an investment license, which is granted by the

Foreign Investment Advisory Board.

cabinet decides upon foreign investment proposals with the advice of
relevant officials.

ase

Authority handles all other foreign investment proposals'

All foreign investment proposals must be approved by the foreign
investment board on the advice of the foreign investment division, of the

Ministry of Commerce and Primary Industry'

Foreign investment proposals are reviewed by the standing advisory
.o*.itt"" on industrial licensing on the advise of the Ministry of Labour,

Commerce and Industries'

Foreign investment proposals should be directed to the Ministry of Finance,

c and public corporations .Large proposals may be referred to cabinet for
considerations and aPProval.

New investors require Ministry of Finance approval'
Proposals for foreign investment must be vetted by the Department of
Economic DeveloPment

Source: Bora (1996)



168

Appendix A5:

Summary of selected incentives provided for new investments in
Pacific island economies' 1-996

Country Examples of Investment Incentives

Cook Islands

Flji

Kiribati

Papua New Guinea

Solomon Islands

Tonga

Tuvalu

Vanuatu

Western Samoa

Exemptions from customs import duties
Taxation concessions
Tariff protection
Accelerated depreciation allowances
Tax free zonel tax free factory scheme which
includes: tax holidays, accelerated depreciation,
import duty exemptions
Special industry related incentives
Carry forward losses

Case by case approach which may include:
Reduced company taxation
Depreciation allowances
Full or partial exemptions from custom duties
Direct government intervention in certain projects
Taxation incentives
Special depreciation allowances
Wages subsidies
Staff training double deduction against company
taxation
Contribution to costs of feasibility studies
Taxation concessions
Staff training double deduction against company
taxation
Export promotion taxation incentives
Accelerated depreciation
Customs import duty concessions on capital
equipment
Taxation concessions
Accelerated depreciation allowances
Customs import duty concessions on capital
equipment
Protection from competition for specified periods
Case by case approach which may include:
Taxation concessions
Case-by-case approach which may include:
Customs import duty concesstons
Vanuatu has no company tax, no lncome or
withholding tax, no capital tax nor sales tax.
Taxation concessions
Customs import duty concessrons
Export finance facility
Access to industrial land

Source: Bora (1996) based on APEC database.
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Appendix A6:

ACP and other developing countries' levels of development and
WTO membershiP states

Africa (33)
Angola

Benin

Burkina Faso

Burundi

Cape Verde*

Central African
Republic
Chad
Comoros*
DR ofCongo
Djibouti

Equatorial Guineax
Eritrea*

Ethiopia*

Gambia

Guinea Bissau
Lesotho
Liberia*
Madagascar
Malawi
Mali
Mauritania
Mozambique

Niger
Rwanda
Sao Tome &
Principe*
Sierra leone
Somalia*
Sudan**
Tanzania
Togo
Uganda

Least Developed Countries

Caribbean (1)
Haiti

Cameroon

Caribbean (14)
Antigua and
Barbuda
Bahamas*

Congo-
Brazzaville
Cote
d'Ivoire
Gabon

Barbados

Belize

Dominica

Ghana Dominican ReP

Pacific (5)
Kiribati*

Solomon
Islands
Tuvalu*

Vanuatuxx

Western
Samoa*

Non-ACP
Afghanistan
Bangladesh

Bhutan*
Cambodiax
Lao PDR*
Maldives
Myanmar
Nepal*x

Africa (15)
Botswana

Pacific (3)
Fiji

Papua New
Guinea
Tonga **

Yemen*

Costa Rica
Cuba
Cyprus
Ecuador
Egvpt
EI
Salvador
Guatemala

Kenya
Mauritius
Namibia
Nigeria

Senegal
Seychelles
*{<

South
Africal
Swaziland

Zimbabwe
Non-ACP
Algeria**
Argentina
Bahrain
Bolivia
Brazll
Brunei

Chile
China**
Colombia

Grenada
Guyana
Jamaica
St Christ &
Nevis
St. Lucia
St Vincent &Gr

Surinam

Trinidad &
Tobago

Honduras
Hong Kong
India
Indonesia
Iran*
Iraq*
Jordan**

Korea DPR*
Korea
Kuwait

Lebanon*
Lybia x

Mexico
Mongolia
Morocco
Nicaragua

Pakistan
Panama*
Paraguay
Philippines
Peru
Qatar
Saudi
Arabia*
Singapore
Srilanka
Syria

Thailand
Tunisia
Turkey
UAE
Uruguay
Venezuela

Zambia

Countries

Oman** Vietnam

Source: Solignac (199S), and WTO website: ttp://www.wto.org
Notes: * not a WTO member; x* observer status at WTO.
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Key indicators of ACP members' economies
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Key indicators of ACP memberst economi€s continued

Land area Population, total GDP percapita aid
7o of GNP

Visible
ÀCP continued.,..

eila

Sierra Leone
Solomon Islands

$
1,626 6

ts
t25 33

756
523

t3
24

29
44
34

3

681 13 :24
62 49

1,563
8,312 ó5

54

702
28

823,290 76
782

739
'795

30
63
23

t2
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16
2332

66
10,Papua New Guinea

.Dominican Republic
lCentral African Republic

14t

70
40

68

3I
1612 25

23 5

86

389,038
87
314,854

627,340
1,221,040

416
9,0'76

1,940

183 68
'll

65
50
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Somalia
South Africa

Kitts and Nevis
Lucia

Suriname

25

4,692
r,394

7
2
8

51

2

12

5

95
25 8

r,285

9
15ì

40

56

34

41

20,897

7t9
2,669

38

10

29

r8
21

11

:Zimbabwe 386,850

Source : World Bank (2000c).
I 1,689 48 46
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Appendix A8:

Summary of budget allocation by sector, East Timor,
2000-01 to 2002-03

Current Capital
$'000

200t-02

TotalCurrent Capital
$'000$'ooo

2000-01

Current Capital
$'000

Agency

47,5'10 9,250 56,820

185

400
360

7,220
360
250

1,830

6,

2,000

150

930

500

500

1,850

13,595
8,520

320
22,435

150

1,000
1,000

2,000

I,500

250
1,750

l,000

500

6,945

1,930

2,350

370
820
820

2,150

500
500

I,500

3'70
7,320
t,320
3,650

'120

360
250

I,330

4,610
7,800
2,600

520
I 5,530
2,000

3,6r0
6,800
2,600

520
13,530
2,000

l,000
1,000

t2,t25
'7,520

320
20,43s

4,685
400
110

5,195

45,5'70 9,750 55,320

150

2,000

r50

3 485
380
100

500

500

2,000

t,920

2,320

12,125
7,4lO

310
19,845

13,125
8,410

310
21,845

250
2,250

1,000

500

3,965

920

7,820

360
1,3 10

1,3 10

3,600

'110

350
250

1,310

1,210
350
250

1,810

1,000
1,000

5,485
380
350

6,215

3,550
6,800
2,600

510
13,460
2,000

360
810
810

2,100

500
500

1,500

1,000
1,000

2,000

4,550
7,800
2,600

510
t5,460
2,000

43,630 15,600 59,230

2,000

150150

950
700
700

2,'t50

300
100

400

1,500
1,000

2900

2,500

900

2,'700
500
200

3,400

250
2,250

2,000

700

1,310
1,500
1,500
4,810

700
650
350

1,700

3,500
6,800
2,600

500
13,400
3,000

13,650
7,500

510
21,660

10,950
7,000

310
18,260

4,300
360
350

5,010

2,300
360
100

2,760

5,000
7,800
2,600
2,100

17,500
3,000

1,600
4,100

1,800

360
800
800

2,060

700
350
250

1,300

1. Education,, Health, Social Affairs
l.l. Health

1.3. Ofhce of Social and Labour Affairs

Political Affairs

Defence and Security -Law and Order
l. Police

.2. Guarding Services

.3. Fire and Ambulancwe Services

Internal A,dministration

Finance
1. Monetary AuthoritY

6.2. Central Fiscal AuthoritY

. Economic DeveloPment

.1. Agriculture

.2.Tnde, Tourism and Industry

.3. Investment Promotion

Infrastructure
L Transport and Communications

8.3. Water and Sanitation
8.4. Land and ProPertY

Subtotal

Custorns

UNTAET

Subtotal

Health

4. Justice

.2. Power



REFERENCES

Anonymous (1998), East Timor: Prospects for an Independent Economy, Timor Link 43:

i-viii Special Supplement, London.

Adams, F.G and Behram, J.R. (1982), Commodity Exports and Economic Development,

D.C Health and Company, Toronto.

Aditjondro. G.J. (199 4), In the Shadow of Mount Ramelau, the Impact of the occupation
of Timor, Leiden, INDOC.

Ahmad, Zachana (Igg7), Asean: Political and Economic Development and Future
Directions, in Hourn, Kao Kim and Sarah Kanter (eds) (1997), ASEAN Free Trade

Agreement, Implications & Future Directions, ASEAN Academic Press, London.

Ajanant, Juanjai (1997), AFTA: An Introduction, in Hourn, Kao Kim and Sarah Kanter
(eds) (1997 ), ASEAN Free Trade Agreement, Implications & Future Directions, ASEAN
Academic Press, London.

Aldeia, Fernando Alves (1913), Na Hora do Arranque: Discurso Proferido pelo
Governador da Provincia de Timor na Sessao de Abertura dos Trabalhos do Conselho

Legislativo deLisboa, Agencia Geral do Ultramar.

Alesina, Alberto, S. Ozler, and N. Roubini (1996). Political Instability and Economic

Growth, Journal of Economic Growth (1): 189 -221.

Alesina, Alberto and Roberto Perrotti (1996),Income Distribution, Political Instability
and Investment, European Economic Review 40 (1996): 1203-1224

Allardt, Erik (1985), Small States in Comparative Perspecfive, Norwegian University
Press, Oslo.

Amstfong, H., R. J. de Kervenoel X. Li, and R. Read (1998), A Comparison of the

Economic Performance of Different Micro-states, and Between Micro-states and Latget
Countries, World Development 26 (4):639 - 656.

Anderson, Kym (1987), On Why Agriculture Declines with Economic Growth,
Agricultural Economics 1 (3): 195-207 , June.

(1995a), Rent Seeking and Price-distorting Policies in Rich and Poor
Countries, Economic Development and Cultural Change 43 (2):4OI-4I1.



114

Anderson, Kym (1995b), Agricultural Policy: Constraints to Development, in R. Garnaut,

Enzo Grilli, and James Riedil (eds.) Sustaining Export-Oriented Development, Ideas

from East Asia, Cambridge University Press, Cambridge.

(1995c), Australia's Changing Trade Pattern and Growth Performance
(Ch.4) in R. Pomfret (ed) Australia's Trade Policies, Oxford University Press, London

(ed) (1996 ), Strengthening the Global Trading System, from GATT to
WTO, Centre for International Economics Studies, Adelaide.

( 1 99 8), Are Resource-abundant Economies Disadvantaged? Australian
Agricultural Resource Economics 42 (I): I-23

(1999), Vietnam's Transþrming Economy and WO Accession,

Institute of Southeast Asian Studies, Singapore

Anderson, Kym and Richard Blackhurst (eds) (1993), Regional Integration and the

Gtobal Trading System, Harvester Wheatsheaf, London.

Anderson, Kym and Mari Pangestu (1995), Agricultural and Rural Development in

Indonesia into the 21't Century, Centre for International Economics Studies, Adelaide,
Seminar paper 96-05.

Anuario Estatistico da Provincias Ultramarinas (1973),Instituto Nacional de Estatistica,

Servico s Centrais, Lisboa.

ASEAN Secretariat (lgg7), ASEAN Economic Cooperation, Transition and

T ransþ rmation, ISF, AS, S ingaPore.

Asiaweek (2000), Establishing Ties with ASEAN, July'

Askew, Kate (1999), Oil and Gas will be on Jakarta's Mind, Sydney Morning Herald,29
January.

Associated Press (2000), East Timor Adopts US Dollar,24 Januaty.

AusAID (2000), C ountry Information : East Timo r, Canberra (http://www. ausaid. gov' au

-------- ----(2000), Aus AID B udg et S ummary 2 000 - 0 l, Canberra.
(http ://ww w. ausaid. gov. au/public ations/)

(2000), (unpublished) East Timor Rural Development Program, Project
Design Document Volume I, September, Canberra.



r75

Axline, W. Andrew (ed) (Igg4), The Potitical Economy of Regional Cooperation:

C omp ar ativ e C as e Studie s, Farlei gh Dickinson University Press, London'

Baker, Randall (Igg2), public Adminisffation in Small and Island States, Kumarin Press,

USA.

Balassa, B (1971), The structure of Protection in Developing Countri¿s, John Hopkins

Press, Baltimore.

(1987), The Importance of Trade for Developing countrl¿s, world Bank,

Development Research Depìrtment, Report No. DRD248, Washington DC'

Ball, Nicole (1996), Priority Tasks for Rebuitding war-torn societies, overseas

Development Council, Washington DC'

Ball, Nicole and T. Halevy (1996), Making Peace Work: The role of the International

Development Communiry, eoU.y Essay No.18, Overseas Development Council'

Washington, DC.

Banco Nacional Ultramarino. Boletim (1974, Trimestral No. 97, Lisboa'

Banco Nacional Ultramarin o (1978), Boletim Trimestral, Segundo e Terceiro Trimestres

No.82/8, Lisboa.

Barbone, Luca and Ronnie Das-Gupta (1999), Buitding a Revenue System' The

International Experience, Presentation ãt the World Bank Institute, Washington' DC'

B ayu Undan (2000), Introductio n : ht t p : //b ay undan. phillip s 6 6' c om/

Benjamin, N,Y.et al (1989), The Dutch disease in a developing country, Journal of

Development Economlcs (30): 7 l-92'

Benjamin, Nancy Y.(1991), Investment, the Real Exchange Rate, and DutchDisease : A
Two-period General ÈquitiUrium Model of ( ameroon, Journal of Policy Modelling (12) :

77-92.

Bhagawati, J.N., A. Panagariya and T.N. Srinivasan (1998 ), Lectures on Intetnational

Traile, Second Edition, MIT Press, Cambridge MA'

Biro Pusat statistik (1993), sensus Pertanian, Agricultural census, BPS, Jakarta'

Biro Pusat Statistik (Igg5), Penduduk Timor Timur: Hasil Survey Penduduk Antar

Sensus, BPS, Jakarta.

Biro Pusat Statistik (1996,1997 and 1998), Dili, East Timor'



r76

Blomqvist, Hans-Christer (1997), Economic Interdependence and Development in East
Asia, Praeger Publications, New York.

Bora, Bijit and Christopher Findlay (eds) (1996), Regional Integration and the Asia
Pacific, Oxford University Press, London.

Boyce, James K. (1995), Adjustment Toward Peace: An Introduction, World
Development 23 ( I2): 2067-2077.

(1995), External Assistance and the Peace Process in El Salvador,
World Development 23 ( 12): 2 1 0 I -2 I 16.

Brahmana, Radja Karina and Emanuel Ulu (1996), The book of 20 years of development
of East Timor, Corps of the Indonesian Civil Service East Timor Province, Dili.

Brewer, Thomas, L (ed) (1999), Trade and Investment Policy Volume I, The
Golabalisation of the World Economy, Edward Elgar, London.

(ed) (1999), Trade and Investment Policy, Volume II, The
Globalisation of the World Economy, Edward Elgar, London.

Broadfield, Robin (1978), The Economic Development of Small Islands, A Review of
Problems and Policy Options,Institute of International Law and Economic Development,
Washington, DC.

Briguglio, Lino and John Kaminarides (eds) (1993), Small and Small States: Issues and

Policies, World Development 2L (2): 193-195'

Briguglio, Lino (1995), Small Island Developing States and Their Economic
Vulnerabilities. World Development 23 (9) : 1615-1632'

Burnside, Craig and David Dollar (1997), Aid, Policies and Growth, Macroeconomics
and Growth Division. Policy Research department, World Bank'

Campbell, Bill (1999), Senate Standing Committee on Foreign Affairs, Defence and

Trade, References Committee Inquiry on East Timor, Submission No.62, Canberra.

Cantillo, Marco V. Sanches (1999),Implications of the Opening of Trade of Production,
Income Distribution and the Balance of Trade : A computable General Equilibrium
Model for Costa Rica with counterfactual simulations, Working Paper Series on Money,
Finance and Development, Institute of Social Studies, the Netherland.

Carey, P. and G. Garter Bentley (eds) (1995), East Timor at the Crossroads, University
of Hawaii Press, Honolulu.

Cassen, Robert (1984), Does aid work ? Clarendon Press, Oxford.



t77

Caves, R.(1996), Multinational Enterprise and Economic Analysis, Second Edition,

Cambridge University Press Cambridge'

Caves, R.E., Jeffrey A. Frankel, and R.W.Jones (1999), World Trade and Payments: An

Introduction, Eight Edition, Addison Wesley, New York'

Chand, Satish (lggi),Trade Liberalisation and Economic Cooperation: The Island States

of the South Pacific, Pacific Economic Bulletin 12 (l): 30-40'

Chand, Satish., Robert Stewart (lggl), Economic Reforms and Structural Change in

Papua New Guinea: progress, Performance and pfogram' Pacific Economic Bulletin 12

(1): 53-69.

Chang, Charles, C et al (1998), Measuring Aid Flows ; A New Approach, World Bank,

Washington, DC.

chen, chunlai (lggl), The Location Determinants of Foreign Direct Investment in

developing countries, Chinese Economics Research Centre, University of Adelaide
'Working Paper No. 97112.

Chhon, Keat (1997), Cambodia in the Context of Asean-AFTA in Hourn, Kao Kim and

Sarah Kanter (eds) (1997), ASEAN Free Trade Agreement, Implications & Future

Directions, ASEAN Academic Press, London.

QNRT (1999), Report on strategic Development conference on East Timor, Melbourne'

5-7 April.

CNRT (2000), East Timor Development Strategy, Conference in Tibar, Dili 2-3 June.

Cole, Rodney (1993), Economic Development in the South Pacific Promoting the Private

Sector, World Development 2I (2):233-245'

Cole, Rodney and Somsak Tambunlertchai (1993), Pacific Islands at the Crossroads ?,

Asian and the Pacific Press, Canberra.

Collander David C (lgg4), Neoclassical Political Economy, The Analysis of rent Seeking

and DUP Activities, Ballinger, Cambridge MA'

Collier, paul (1994), Demobilisation and Insecurity, A Study of the Transition from war

to Peace, in Azam et al (eds) (Ig94), Some Economic Consequences of the Transition

from Civil War to Peace, Policy Research Working Paper, World Bank, Washington, DC'

collier, Paul and Jan willem Gunning (1999), Why Has Africa Grown Slowly? Journal

of Economic Perspectives 13 (3) :3-22-



r18

Collier, Paul and David Dollar (1999), Aid Allocation and Poverty Reduction, Policy
research working paper 2041, World Bank,'Washington DC.

Connel, John (1988 ), Sovereignty and Survival Island Microstates in the Third World,
Research Monograph No. 3, Depafiment of Geography, University of Sydney.

Corden, W. Max and J, Peter Neary (1982), Booming Sector and De-Industrialisation in a
Small Open Economy, The Economic Journal92:825-848

Corden, W. Max (1982), Exchange Rate Policy and the Resources Boom, The Economic
Record58: 18-31.

(1984), Booming Sector and Dutch Disease Economics: Survey of
Consolidat ion, O xfo rd Ec onomic P ap e r s, November 3 6(3 ) : 3 5 9- 80'

(1992), International Trade Theory and Policy, Selected Essays of W'

Max Corden, Economists of the Twentieth Century, Edward Elgar Publishing Limited,
London

(1997), Trade Policy and Economic Welfore, Clarcndon Press,

Oxford.

Correia, Jose Alberty (1961). Concelho Legislativo de Timor: Discurso do Governador
(Legislative Council of Timor: Speech by the Governor), Agencia Geral do Ultramar,
Lisboa.

Cox, D., and R. Harris (1984), Trade Liberalisation and Industrial Organisation: Some

estimates for Canada, Journal of Political Economy 93:115-145

Czinkota, Michael, Ilkka A.Ronkainen and Michael H.Moffett (1996) International
Business, the Dryden Press, New York, Fourth Edition.

Da Costa, Helder (Iggg), East Timor Has the Potential to Raise From Ruins, Australian
Financial Review, 17 December.

(2000), East Timor Battles All Barriers, Australian Financial Review,

30 August.

Deardoff, A. (I914),A Geometry of Growth and Trade, Canadian Journal of Economics,
7 (2): I73-9I,May.

De Mello, Sergio Vieira (2000), Check Against Delivery, Statement of the Special

Representative of the Secretary Genera, Lisbon Donors' Meeting, 22-23 June'

De Mello, Jaime and David Talr (1992), A General Equilibrium Analysis of US Foreign
Trade Policy, MIT Press Cambridge, MA.



r19

Demas, William G. (1975). Economic Independence: Conceptual and Policy Issues in the

commonwealth caribbean. in Selwyn, P. (ed). Development Policy in small Countries,

Croom Helm, London.

Devarajan, S., H.Ghanem., and K. Thierfelder (1997) Economic Reform and Labour

Unionsl A general Equilibrium Analysis Applied to Bangladesh and Indonesia, World

Bank Economic Review,lI(I) : 145-69.

De Vries, Barend (1984), Industrial Policy in small Developing countries, Finance and

Dev elopment, Jùne, IMF, Washington DC'

Diwan, Ishaac and Radwan A. shaban (eds) (1999), Development (Jnder Adversity, The

Palestinian Economy in Transition, Palestinian Economic Policy Research Institute

(MAS) and the World Bank.

Dixit, A. And V. Norman (1980), Theory of Internalional Trade, cambridge university

Press, Cambridge.

Dollar, David. (I9g2), Outward-oriented developing economies really do grow more

rapidly, Economic Development and cultural change (40):523-44'

Dollar, David and Lant Pritchett (lggg), Assessing Aid: What Works, What Doesn't and

Why, The World Bank,'Washington, DC'

Dollar, David and A. Kraay (2000) Growth is Good for the Poor, Development Research

Group, Washington, DC.

Downer, Alexander (Iggg), Written speech by the Foreign Minister of Australia to the

Organising Committee of East Timorese in South Australia, December'

Duarte, Teofilo (1930), Timor: Ante-Camara do Inferno? (Timor: Ante-Chamber of a

Hell?) Famalicao: Tip Minerva de G. P. de Sousa & Irmao'

Dumois, Amador (I9g7), National Trade and Investment Policies, Lecture Notes

available on http : //introint @ gwis. circ. gwu' edu

Duncan, Ron (1999), Development Lessons for East Timot, Bulletin of Indonesian

Economic Studies 35 (1) :129-32.

Dunn, I.(1977), East Timor, From Portuguese colonialism to Indonesian Incorporation,

Parli amentary Library Legislative S ervice, Cenberra'

( 1983), Timor A People Betrayed, Milton, Jaracanda Press, Sydney.



180

Dunning J. (1993), Multinational Enterprises and the Global Economy, Addison-Weslay,
Wokingham, England.

East Asia Analytical Unit (1997) The New ASEA¡/S, Vietnam, Burma, Cambodia and

Laos,Department of Foreign Affairs and Trade, Canberra.

East Timor (1999), Interim Report of the Senate Foreign Affairs, Defence and Trade

Reþ renc e s C ommitt ee, Canberra, September.

Easterly, William and Aart Kraay (1999), SmaII States, Small Problems? The World
Bank,'Washington, DC.

ECpDM (2000), The Future of ACP-EU Trade Relations, Lome negotiating Brief No.1,

Maastricht: ECDPM.

Edwards, S, (1985), Coffee, Money and Inflation in Cambodia, in Thomas V' (ed),

Linking Macroeconomic and Agricultural Policies for Adjustment with Growth: The

columbian Experience, John Hopkins university Press, Baltimore.

Edwards, S and van Winjnbergen, S (1989), Disequilibrium and Structural Adjustment, in
Cennery and T.N. Srinivâsan (eds), Handbook of Development Economics, Vol.II,, North
Holland, Amsterdam.

Elek et al (1993), Liberalisation and Diversification in a Small Island Economy: Fiji since

the 1987 coups, World Development 2I (5) :749-69.

Estrutura Geografico-Economico de Timor (Geographic-Economic Structure of Timor)
(1968), Banco Nacional Ultramarino, Dili'

Esquivel, Jose (1936). Medidas Tendentes ao Desenvolvimento do Comercio de Timor
com a Metrople, Restantes Colonias e Estrangeiro (Measurements aimed at the

Development ôf Trade Between Timor and the Metropole, Other Colonies and Foreign

Countries). Cristovao Augusto Rodrigues, Limit, Lisboa.

Falvey, Rodney (1986), Export Instability and the Pacific Island Economies, the

Islands/Australi a Research Proj ect, ANU, Canberra.

FAO (1995) Production Year Book,Food and Agriculture Organisation, Rome.

FAO (2000), Special Report FAOMVFP Crop and Food Supply Assessment Mission to
East Timor, Rome, Italy.

Fardmanesh, Mohsen (1991), Terms of Trade shocks and Structural Adjustment in a

Small Open Economy, Dutch Disease and Oil Price Increases, Journal of Development
Economics ( 34): 3 39-3 5 3.



181

Fardmanesh, Mohsen (1996), External Shocks and Structural Adiustments, A Dutch

Disease þnamic Analysis, Economic Growth Centre, Yale University, Centre

Discussion Paper No. 760.

Felgas, Helio A. E.(1956), Timor Portugues: Monografia dos Territorios do Ultramar
(pirtuguese Timor'. Monograph of the Overseas Territories). Agencia Geral do Ultramar,

Lisboa.

Finger, J. Michael .,Francis Ng., and Isidoro soloaga (1998), Trade Policies in The

Caiibbean Countries: A took at the Positive Agenda, paper prepared for discussion at the

meetings of the Caribbean Group for Cooperation on Economic Development

Washington, DC.

Fitzpatrick, Daniel (2001), Property Rights in East Timor's Reconstruction and

Devllopment, in Hill and Saldanha (eds) ) Timor Lorosae : Challenges and Opportunities

for a New Nation, forthcoming'

Fletcher, R (1974), Portuguese Timor's Growth Points to Heightened Trade, Overseas

Trading 26 (15) :382-383,9 August.

Forman, Sheperd., Setwart Patrick and Dick Salomons (2000), Recovering from Conflict:

Strategy for an International Response, Paying for Essentials, a policy paper series,

Centre on International Cooperation, New York University'

Findlay, Ronald and Stanislaw Wellisz (eds) (1993), The Political Economy of Poverty,

Equiry and Growth, Five Small Open Economies, Oxford University Press, New York'

Fleming, E., and J.B Hardaker (1995), Pacific 2010, Strategies for Polynesian

Agricultural Developm¿nl, National Centre for Development Studies, Canberra.

Fortuna, Vasco (1968), Estruturas Economicas do Estado da India, Macao e Timor
(Economic Structure of the State of India, Macao and Timor), Estudos de Ciencias

Politicas e Sociais 8l: l7I-216'

François, J.F., B. McDonald, and H. Nordstrom (1996), A (Jser's Guide to Uruguay

Round Assessments, CEPR Discussion Paper No. 1410, June'

Francois Joseph F. and Kenneth A. Reinert (eds) (1997), Applied Methods of Trade
policy Analysls, A Handbook, Cambridge University Press, New York'

Galbis, Vicente (1984), Ministate Economies, Finance and Development, June, IMF,
Washington DC.

Garnaut, Ross (1997), APEC, the WO and Asia pacific Leadership for Global Trade and

Investment Liberali,sation, Paper for panel discussion in the Columbia University
(November).



r82

lg84),ExchangeRateandMacroeconomicPolicyin
ea, Policy Research Monograph, Development Studies

UniversitY, Canberra.

Garnaut, R. and Peter Drysdale (eds) (lgg4), Asia Pacific Regionalism, Readings in

Int e rn at i o nal E c on omic Rel at i ons, Harper Educ ational Publi sher, S ydney'

Garnaut, Ross and Peter Drysdale (eds) (lgg4), Asia Pacific Regionalism' Readings in

Int ernational Ec onomic Relations, Harper Collins Publishers, Sydney'

Gates, Carolyn (lgg7), Vietnam's Economic Reforms and Its Integration into ASEAN

and AFTA, in Hourn, Kao Kim and Sarah Kanter (eds) (1997), ASEAN Free Trade

Agreement, Implications & Future Directions, ASEAN Academic Press, London'

Gomes, Rui Augusto (1998), East Timor : Development or Colonialism' Paper presented

at the International Conference on Africa and the question of East Timor, Maputo,

October.

Gounder, Rukmani (1995), Overseas Aicl Motivations, the Economics of Australia's

Bilateral Aid, Ãvebtry Ashgate, London'

Greenaway, David and John Whalley (1999), The Labour Market in Middle-income

Countries, The World Economy 22 (8): 1095-1167 '

Greenleft weekly (2000), East Timor: Guarding Profits in the Timor Gap,Issue #422'

276 September.

Grilli, E., and J. Riedel (1995), The East Asian Growth Model: How General is it ? in R'

Garnaut, Enzo Grilli, and James Riedil (eds.) Sustaining Export-Oriented Development'

Ideas from East Asia, cambridge university Press, cambridge.

Grossman, G.M. (1991), Imperfect competition and International Trade' MIT Press,

Cambridge MA.

Grossman, G. and Helpman, E. (1991), Innovation and Growth in the Global Economy,

Cambridge MIT Press'

Grossman, G. and Helpman, E. (1995), Technology and Trade in Grossman and Rogoff

(eds) Handbook of Intirnational Economics, Vol.I[, North-Holland'

Gusmao, Xanana (lggg), speech delivered by the President of GNRT (National Council

of the Timorese Resistatncà), on the occasion of the World Bank Annual Information

Meeting,'Washington DC, 29 September'



183

in the Transition
August.

oggg),It's Time to construct, Reconciliation, unity and Development

Period, document outlined by the president of GNRT, Iakatta, 25

Hansen, Henrik and Finn Tarp (1999), Aid Effectiveness Disputed, Centre for Research in

Economic Development and International Trade,University of Nothingham, No. 99lIO'

-- (2000), Aid and Growth Regressions, Disputed' Centre

.for Research in Economic Development and International Trade, University of
Nothingham, No. 00/7.

Haughton, Jonathan (1998), The Reconstruction of war-Torn Economles, Technical

Papelr, Harvard Institute for International Development, Cambridge MA.

Haughton, Jonathan (2001), Reconstruction of War-Torn Economies: Lessons for East

Timór in Hill and Saldanha (eds) Timor Lorosae : Challenges and Opportunities, for a

N ew N atiorz, forthcoming.

Heeks, Richard (1998), Small Enterprise Development and the 'Dutch Disease' in a
small economy: The case of Brunei,Institute for Development Policy and Management

Discussion Paper No.56, University of Manchester, Manchester'

Helleiner, G.K.(1990), The New Global Economy and the Developing Countries' Essays

in International Economics and Development, Edward Elgar, England.

Helpman, E., and P.Krugman (1985), Market Structure and Foreign Trade, MIT Press'

Cambridge MA.

Hill, Hal (1988), Foreign Investment and Industrialisation in Indonesia, Oxford

University Press, London.

- (2000), East Timor: Development Policy Challenges for the World's Newest

Nation, paper presented at the 7th Convention of the East Asian Economic Association,

Singapore l7 -19 November.

- (2001), Trade and Commercial Policy: Issues and Options for an Independent

East Timor, in Hill and Saldanha (eds) Timor Lorosae : Challenges and Opportunities for
a New Nation, forthcoming.

Horta, Jose Ramos (1987), Funu, the Unfinished Saga of East Timor, Red Sea Press'

Trenton.

Hourn, Kao Kim and Sarah Kanter (eds) (1991), ASEAN Free Trade Agreemenl,

Implications & Future Directions, ASEAN Academic Press, London.



184

Hufbauer, G.C., K.A. Elliot (lgg4), Measuring Costs of protection in the United States,

Institute of International Economics, Washington, DC.

11y¡¡ (1993), Trade as Engine of Growth, inWorld Economic Outlook, pp 70-80, May'

IMF (2000), East Timor: Establishing the Foundations of Sound Macroeconomic

Management, IMF, Washington DC.

Institute of South East Asian Studies (1996), AFTA in the Changing International
Economy, ISEAS, SingaPore.

Jalan, B.(ed) (1995), Problems and Policies in Small Economies, Croom Helm, London.

Janow, Merit E.(Igg7), APEC: An Assessmenf, Discussion Paper Series, APEC Study

Centre, Columbia UniversitY, NY.

Jarrett, Frank (1994), The Evolution of Australia's Aid PrograLm , National Centre for
development Studies, Research School of Pacific and Asian Studies, the Australian

National University, Canberra.

Jepma, C.J. (1986), Extensions and Applícations Possibilities of the constant market

shares analysis inthe case of developing countries' exports, Groningen'

Jones, Ronald (Ig92), Factor Scarcity, Factor Abundance and Attitudes Toward

Protection: The 3x3 Model, Journal of International Economic Integration 7 (1):1-19.

Jolliffe, J.(1978), East Timor: Nationalism and Colonialism, University of Queensland,
St. Lucia.

Kasper, Wolfgang (2000), A Recovery Plan for East Timor, Policy, Summer, Canberra.

Kennan, Jane and Christopher Stevens (I9gl), From Lome to the GSP: Implications for
the ACp of Losing Lome Trade Preferences, Institute of Development Studies,

November.

Killick, Tony (1998), Aid and Political Economy and Policy Change, Overseas

Development Institute and Routledge, London.

King and Sugden (Igg7), Economic Reforms and Structural Change in Papua New

Guinea, Pacific Economic Bulletin 12 (I) :20-29,June.

Kinyanjui, Kabiru, Necla Tschirgi (1994), Social Reconstruction: Trading Rifles for
Plougishares, International Development Research Centre, DRC reports, 2I (24),

Ottawa.



185

Kjar, John (lggg), Senate Standing Committee on Foreign Affairs, Defence and Trade,

Rêferences Committee Inquiry on East Timor, Submission No.63, Canberra.

Knox, 
^.D. 

(1967), Some Economic Problems of Small Countries in Benedict, Burton
(ed) Probtems of Smaller Territorl¿s, University of London, London.

Krueger, Anne O. (1977), Growth, Distortions and Patterns of Trade Among Many

C ountri e s, Princeton, NJ, International Finance S ection.

--------(1979), The Developmental Role of the Foreign Sector and Aid, Council

on East Asian Studies, Harvard University Ptess, Cambridge MA'

(1990), Perspectives on Trade and Developmenl, University of Chicago

Press Chicago.

(1995a), Trade Policies and Developing Nations, The Brooking
Institution, Washington DC.

(1995b), The Role of Trade in Growth and Development : Theory and

Lessons from Experience, in R. Granaut, Enzo Grilli, and James Riedil (eds) Sustaining

Export-Oriented Development, Ideas from East Asia, Cambridge University Press, New

York.

Krueger, Anne O (1998), The WO as an International Organisation, University of
Chicago Press, Chicago.

Krugman, paul (ed) (1936), Strategic Trade Poticy and the New International
Economics, MIT Press, Cambridge MA.

Krugman, Paul and Maurice Obstfeld (Igg4), International Economics, Theory and

Policy, Third Edition, Harper Collins College Publishers, New York.

Langhammer, Rolf J., and M.Lucke (1999),WTO Accession Issues, The World Economy

22 (6):831-874.

Lapaglane,Patrick (Igg7), Dutch Disease in the South Pacific: Evidence from the 1980s

and Beyond,, Pacific Economic Bulletin 12 : 84-96, June'

Larcombe, Graham (1999), East Timor: Prospects and Economic Policy Options, Paper

presented at the Strategic Development Planning for East Timor Conference, Melbourne,

5-8 April.

Leamer, Edward, E. (1984), Sources of International Comparative Advantage, Theory

and Evidenc¿, MIT Press, Cambridge MA.



186

........ (1987), Paths of Development in the Three-Factor, n-Good General

Equilibrium Model, Journal of Political Economy 95 (5):961-99'

(1988), Measures of openness in R.E.Baldwin (ed) Trade policy issues

and. empirical anøIysis, University of Chicago Press, Chicago'

Leamer, Edward E., Hugo Maul; Sergio Rodriguez and Peter K. Schott (1999), Does

Natural Resource Abundance Increase Latin American Income Inequality ? Journal of
Development Economics (59): 3-42.

Lecomte, Henri-Bernard Solignac (1998), Options for Future ACP-EU Trade Relations,

ECDPM Working paper No.60, Maastricht.

Legarda, Benito (1984), Industrial Policy in Small Developing Countries, Finance and

Dev elopment, I;uîe, IMF,'Washington DC'

Lloyd, peter J. (1998), Measures of Trade Openness using CGE Analysis, Research Paper

No.659, Department of Economics, University of Melbourne'

Londero, Elio (Igg4), Preparing Relative Intensity Triangles, Inter-American
D ev elopment B ank, Working Paper Series 1 98,'Washington, DC'

Long, Frank (eds) (1980), The Political Economy of EEC relations with African,

Caribbean and Pacific States, Contributions to the understanding of Lome Convention on

North-South Relations, Queen Elizabeth House, Oxford'

Lusa (2000), Portuguese News Agency Daily News (http:www.Iusa.pt).

Maclntyre, Andrew (1999), International Strategy for East Timor: Some Preliminary

Thougtrts, Deadline Scholar Article, Graduate School of International Relations and

Pacific Studies, University of California' San Diego.

McGillivray, Mark and Oliver Morrissey (1998), Aid and Trade Relationships in East

Ãsia,The World Economy 2l (1): 981-95.

McKee, David L., and Clem Tisdel (Igg0), Developmental Issues in Small Island

Economies, Praeger Publisher, New York.

McKee, Geoffrey A (2000), A New Timor Gap, Will Australia Now Break the Past ?

Inside Indonesia (April-June) : 18-20'

Mclure, Charles E (Ig81), The Value-Added Tax, Key to Deficit Reduction, American
Enterprise Institute for Public Policy Reserach, Washington DC.

Mceueen, Mathew, (1982), The Lome Convention, in Peter Maunder (ed) Case Studies

in Development Economics, Heineman Educational Books, London'



187

Mceueen, Methew et al (1991), ACP-EU Trade and Aid Cooperation, EconomicPapet 32,

Commonwe alth S ecre taiat, London'

Magalhaes, Barbedo, ed (1992), East Timor : Land of Hope, Proceedings of the Second

Seminar of the Oporto University, Portugal.

Magee, S.P (1972) , The Welfare Effects of Restrictions on IJS Trade, Brookings Paper on

Economic Activity 3: 645-707 .

Magee, Stephen P, William A. Brock and Leslie Young (1989), Black Hole Tarffi and

Enãogenout fotiry Theory, Political Economy in General Equilibrium, Cambridge

University, Cambridge.

Mankiw, Gregory, David Romer and David Well (1992). A Contribution to the Empirics
of Economic Growth. Quarterþ Journal of Economlcs CVII (2) : 407 - 37 .

Mankiw, George N. (2000), Macroeconomics, Fourth Edition, Worth Publishers, New
York.

Martinho, Jose F. (1945), Problemas Administrativos e de Colonizctcao da Provincia De

Timor (Administrative and Colonization Problems of the Province of East Timor),
Livraria Pro gredior, Porto.

Markusen, James, R et al (1995), International Trade, Theory and Evidenc¿, International
Edition, McGraw-Hill, New York.

Matos, Artur Teodoro (Ig74), Timor Portugues 1515 - 1769: Contribuicao para a Sua

Historia (Portuguese Timorl575-1769: Contributions to Its History). Lisboa: Faculdade

de Letras da Universidade de Lisboa'

Maunder, Peter (ed) (1982), Case Studies in Development Economics, Heineman

Educational Books, London.

Metzner, J.K (1977), Man and Environment in Eastern Timor : A geological analysis of the

Baucau-Viqueue Area as a possible basis for regional planning, Australian National

University, Canberra.

Michalopoulos, Constantine (1999), The Developing Countries in the WTO, The World
Economy 22 : lIl-I44.

Milner, Chris (ed) (1998), Developing and Newly Industrialising Countrles, Volume I,
The Globalisation of the World Economy, Edward Elgar, London'

Minondo (1999), The Labour Market in Middle-income Countries, The World Economy

22 (8):1095-1117.



188

Missao de Estudos Agronomicos do Ultramar. Relatorio Annual 1975 (Ãnnual Report

te7s).

Missao de Estudos Agronomicos do Ultramar. Relatorio Annual 1974 (Annual Report

re74).

Mitchell, Alan (2000), East Timor Another Case for Free Trade ' Australian Financial

Review,l March.

Moniroth, Aun Porn (1997), Cambodia's Preparation for Participation in AFTA' in

Hourn, Kao Kim and Sarah Kanter (eds) (1997), ASEAN Free Trade Agreement'

Implications & Future Directions, ASEAN Academic Press, London'

Monk, K., and yance de Fretes, G.R.(1997) , The Ecology of Nusa Tenggara and Maluku,

Oxford UniversitY Press, London'

Morrissey, Oliver (1991), An evaluation of the Economic Effects of the Aid and Trade

Provision,TheJournalofDevelopmentstudies23(l):IO4-t29'

Mosley, Paul (1994), Foreign aid: Its defence and Reþrm, University Press of Kentucky'

Mubyarto, et al (1991), East Timor: The Impact of Integration, An Indonesian socio-

Anthrop olo gical Study' Melboume:IRIP, Australia'

Murphy, D. (1999), Ending Military Monopoly has Revitalised East Timor's coffee

Industry, Far Eastern Economic Review,18 lebruary'

Nash, John and wendy Tracks (eds) (1998), Trade Policy Reþ',m Lessons and

Implications, World Bank Regional aná Sectoral Studies, the World Bank' Washington

DC.

Neary, Peter J., and sweder van wijnbergen (eds) (1986), Natural Resources and the

M acioec onomy, Basll Blackwell, Oxford'

Nobel Peace Price committee (1996) , Text of the Norwegian Nobel committee's citation

for the 1996 Peace Prize, Oslo'

North, Douglass (1990), Institutions, Institutional Change, and Economic Perþrmance'

Cambridge University Press, Cambridge'

OECD (1998), Value-Ad.ded Taxes in Central and Eastern European Countries' A

comparative survey and evaluation, OCF,D Paris'

OPI Policy Brief (200 0), International Aid: Economics and Charirlr' Oxford Policy

Institute, 1 JanuarY.



189

Oyejide, T.A (1993), The Oil Boom, Macroeconomic Policies and Nigerian Agriculture:

eíaiysis of a Dutcú disease phenomenom: in Bautista, R.M' and A' Valdes (eds)' The

Bias against Agriculture: Trade and Macroeconomic Policies in Developing Countries,

Washington, ICEG and IFPRI.

Palestinian Authority (lggg), Palestinian Development Plan 1999-2003, the world Bank,

Washington, DC.

Pangestu, Iy'Ian (1997), The future of ASEAN, The Indonesian Quarterly,XXY (4):362-

381, Fourth Quarter.

Parsons, David (lggl), AFTA in the context of a Multilateral System, in Hourn, Kao

Kim and Sarah Kanter (eds) (1997), ASEAN Free Trade Agreement, Implications &

Future Directions, ASEAN Academic Press, London'

Pastor Manuel Jr. and Mitchel E. conroy (1995), Distributional Impacts of

Macroeconomic Policy, Theory and Applications to El Salvador, World Development 23

(12): 2117-2131.

Paul, Satya (ed) (1998), Trade and Growth, New Theory and the Australian Experience,

Allen & Unwin, SYdneY.

Paus, Eva (1995), Exports, Economic Growth and the Consolidation of Peace in

Salvador, WorldDevelopment 23 (12): 2173- 2193'

PECC (1995), Milestones in APEC Liberalisation, Pacific Economic Cooperation

Council (PECC) Secretariat, Singapore'

Pederson, Jon., and Marie Arneberg (eds) (1999), Social and Economic Conditions in

East Timor, A join Report by International Conflict Resolution Program, School of

International and Public Affuit., Columbia University, New York and FAFO Institute of

Applied Social Science Oslo, Norway.

Pemerintah Daerah Propinsi Timor Timur (1993), Pola Dasar Pembangunan Daerah

P r op in s i Timo r Timur, Dlli.

Pepall, Jennifer (1996), Reconstructing War-torn Societies, Overseas Development

Council, Washington DC.

poincelot, R.D (1986) , Toward a more sustainable agriculture, AVI Publishing Company,

Westport.

poirine, Bernard 1995), Two essays on aid and remittances,Pacific Studies Monograph

No. 19, Centre for South Pacific Studies, the University of New South Wales'



190

Pomfret, Richard (1991) International TracJe, An Introduction to Theory and Policy'

Blackwell, Cambridge MA.

(ed) (1995), Australia,s Trade Policy, oxford University PreSS,

London.

(Lggl),TheEconomicsofRegionalTradingArrangements,Clarendon
Press, Oxford.

provincia de Timor (Ig13),Iil Plano de Fomento para 1968 - 1973, Lisboa'

Provincia de Timor (1973), IV Plano de Fomento para 1974- 1979)' Relatorio do

Anteprojeclo Provinìial, Diti: Servicos Provinciais de Planeamentoe Integracao

Economica, Lisboa.

Provincia de Timor (1915), Informacoes Relativas aos Jazigos de Petroleo e a

Agricultura (Timor Province: Information Regarding the oil Deposits and Agriculture'

Sociedade de Geografia de Lisboa.

Raffer, Kunibert and H.w. Singer (1996), The Foreign Aid Business- Economic

Assistance and Development Co-operation,Edwar Elgar Publishing Limited' London'

Ranis, Gustav (1996), The Trade-Growth Nexus in Taiwan's Development' Economic

Growth centre, Yale university, centre Discussion Paper No. 758.

(1995),TradeandindustrialPolicyReform,inBehrmanandT.N
srinivsan (eds), Handbook of development Economics, vol. I,Elsevier, Amsterdam'

---- Qggg), The New Global Economy and Developing Countries: making

Openness Work,eolicy Essay No. 24, Overseas Development Council, Washington DC'

Roemer, M, (1985), Dutch Disease in Developing countries: Swallowing Bitter Medicine

in M. Lundahl (e¿) rne Primary sector in Erono^ic Development, croom Helm'

London.

Rolland-Holst, D.W., Reinert K.4., and C.R.Shiells (1994), A General Equilibrium

Analysis of North American Integration, in J.F. Francois and c'R' shiells (eds)'

Modelling Trade Policy: AGE Modãts of North American Trade, Cambridge University

Press, New York.

Romer, Paul (1994), New Goods, Old Theory, and the Welfare Costs of Trade

Restriction s, Journal of Development Economics 43:5-28'

Rowley, Charles K.,Eobert D. Tollison and Gordon Tullock (1988), The Political

Economy of rent seeking,Kluwer Academic Publishers, Boston.



19r

Relatorio Geral Preparatorio: IV Plano de Fomenfo. (General Preliminary Report:

Fourth Five year Dãvelopment Plan) (1971). Servicos Provinciais de Planeamento e

Integracao Economica, Provincia de Timor, Dili'

Rencana pembangunan LimaTahun (1g96),East Timor Provincial Government, Dili'

Reparticao provincial dos Servicos de Economia e Estatistica Geral, Provincia de Timor

(tg72). Comercio Externo e Navegacao Maritima 1966 (External Trade and Maritime

Ñavigation 1966, Comissao Para os Inqueritos Agricolas no Ultramar, Lisboa'

Rich, Roland (lgg9), International Economic Assistance, Paper presented at the
'Workshop on East Timor, Australian National University, Canberra.

Rodrik, Dani (1995), Aid and Development: why is there Multilateral Lending? In N'

Bruno and B. Pleskovic (eds), Annual world Bank conference on Development

Economics, Washington, DC.

----- (lggg), The New Global Economy and Developing Countries: making

openness work, Overseas development Council, John Hopkins University Press,

Baltimore.

Rostow, W.W (1990), Theories of Economic Growth from David Hume to the Present

with a perspective on the next century, Oxford University Press, New York'

Sachs, Jeffrey D. and Andrew Warner (1995), Natural Resource Abundance and

Economic Growth, NBER Working Paper No' 5398, National Bureau of Economic

Research, Cambridge MA, December.

Saldanha, Joao Mariano., and Helder da Costa (1999), Economic Viability of East Timor

Revisited, Outlook for the 2lst Century,East Timor Study Group, Working Paper 01'

July.

Saldanha, Joao Mariano de S. (lgg4). The Potitical Economy of East Timor Development'

Jakarta: P.T. Pustaka Sinar Harapan'

Salvatore, D (1995), International Economics, Fifth Edition, Prentice-Hall, New York'

Saphiro, Helen and Lance Taylor (1990), The State and Industrial Strategy, World

Development 18 (6): 961-68'

Shaw, G. and Williams, (Igg7), Critical Issue in Tourism, A geographical perspecîive'

Blackwell, Oxford.

Schiff, F,nc $973), Value-Added Taxation in Europs, American Enterprise Institute for
Public Policy Research, Washington DC.



192

Sengupta, Arjun (lgg3), Aid and Development Policies in the 1990s, Working Paper -

Sub series on Money, Finance and Development No. 44,Institute of Social Sciences, The

Hague, Netherland.

Selwyn, Percy (eds) (197 5), Development Policy in Small Countries, Croom Helm'
London.

Scherlock, Stephen (1996), Political Econorfly of the East Timor Conflict, Asian Survey

36 (9) : 835-851.

Snape, Richard, H.(lgl7), Effects of Mineral Development on the Economy, Australian
Journal of Agricultural Economics 2l (3): I47 -156.

(lgg4), Trade and Multilateral Trade Agreements: Efficts on the

Global Environmenf, Seminar Paper No. 8, Department of, Monash University'

Soares, D.C 8., Pat Madyana, S.Seran, and S.Sudrajat, G'Taryono (1996), The conditions

of Labour Force in East Timor, East Timor University, Dili.

Soesastro, Hadi (1989), East Timor: Questions of Economic Viability in Hal Hill (ed)

Unity and Diversity: Regional Economic Development in Indonesia since 1970, Oxford
University Press, Singapore.

(2001), East Timor's economic Relations with Indonesia, in Hill and

Saldanha (eds) Timor Lorosae: Challenges and Opportunities for a New Nation,
forthcoming

Sporton, Benjamin Robert (2000), Australian aid and the fostering of PNG and East

Timor,BA.Honours Thesis (unpblished), Department of Politics, University of Adelaide.

Srinivasan, T.N (1936), The Costs and Benefits of Being a Small, Remote, Island,

Landlocked, or Ministate Economy, World Bank Research Observer l(2): 205-2t8.

Stabex System and export revenues in ACP countries (1997), ACP, Brussels.

Stevens, Christopher et al (1998), After Lome IV: A Strategy for ACP-EU Relations in the

2¡'t Century, Institute of Development Studies, University of Sussex, December.

Stevens, C., M. McQueen and J. Jennan (1998), Aiter Lome IV: A Strategy for ACP-EU
Relations in the 2l't Centu4y, Commonwealth Secretariat, Institute of Development
Studies, University of Sussex, December.

Streeten, Paul (1995), The Special Problems of Small Countries, World Development 2l
(2): r97-202.



193

Stringer, Randy and Kym Anderson (Iggl),International Developments and Sustainability

Agriãilture in Austràlia, Centre for International Economics Studies, University of

Adelaide, Policy Discussion Paper No. 97103.

Struthers, J.J. (1990), Nigerian Oil and Exchange Rates: Indicators of Dutch Disease',

D ev elopment and Change (21): 309 -41.

Strutt, A. and Kym Anderson (1998), Will Trade Liberalisation Harm the Environment ?

A Case Study oi Indon", ia to 2020, in P. Fredriksson (ed), Trade, Global Policy and the

Environmer¿l, World Bank, Washington, DC.

Svenson, Jakob (1995), When is Foreign Aid Credible ? Aid Dependence and

Conditional¡ry, Seminar paper No.600, Institute for International Economic Studies,

University of Stockholom, Stockholom.

Syrquin, Moshe (1988), Patterns of Structural Change, in Chenery, Hollis Srinivasan, T.

N. (å¿s). Handbook of Development Economics. Vol. I, North Holland, Amsterdam'

Tait, Alan A (1991), Value-Added Tax: Administrative and Policy Issues,International

Monetary Fund, Washington DC.

Taylor, J.G.(1991), Indonesia's Forgotten War: the Hidden History of East Timor,Zed
Books, London.

Taylor, Lance (ed) (1993), The Roclq Road to Reþrm, Adjustment, Income Distribution
and Growth in the Developing world, MIT Press, cambridge MA.

Taylor, Lance (ed) (Igg7 ), The Revival of the Liberal Creed -IMF and the World Bank in

u Globuli."d Economy, World Development 25(2):142-147'

Telkamp, Gerard J. (Lglg),The Economic Structure of an Outpost in the Outer Islands in

the Indonesian Archipelago: Portuguese Timor 1850-1975 in Van Anrooij, Francien et-al

(ed), Between peoplle aid Stcttistlcs: Essays on Modern Indonesian History, Martinus

Nijhoff, The Hague.

Thatcher, p. L. (Igg2). The Timor Born-Exile in Australia. Depattment of Anthropology

and Sociology, Monash UniversitY.

Thirwall, A.p.(1991) , The Perfolmance and Prospects of the Paciiic Island Economies in

the World Economy,Pacific Island development Program, East West Centre, Hawaii.

Thoman, Richard G. (1973), Foreign Investment and Regional Development, The Theory

and practice of Investment Incentives, with a Case Study of Belgium' Praeger Publishers,

New York.



194

Thomaz, Luis Filipe F.R. (1974). "O Problema Economico de Timor" (The Economic

Problem of East Timor). Revista Militar, 26 (819) : 378-454'

Thomaz, Luis Filipe F.R (1976), O Fluxo do Meio Urbano no Timor Portugues"(The
Flow to the Urban Environment in Portuguese Timor) Revista da Faculdade de Letras,

Liboa.

Thomson, Grahame (ed) (1998) , Economic Dynamism in the Asia Pacific, the growth and

c omp etitiv eness, Open University Press, London.

Timmer, peter, C. (1999), Questions for the United Nations Team managing East Timor,

Deadline Scholar Article, Graduate School of International Relations and Pacific Studies,

University of California, San Diego.

Timor: Pequena Monografi a (Timor: A Smatl Monograph) (1970), Agencia Geral do

Ultramar, Lisboa.

Timor: III plano de Fomento para 1968-1913 (Timor: Third Five Year Development

Ptan) (1968), Imprensa Nacional, Lisboa.

Todaro, Michael P (1996), Economic Development,Longman, New York.

Tollison, Robert D. (1987), (Jnresolved Issues in the Theory of Rent Seeking, Seminar

series "Economic frontiers, World Bank, Washington DC'

Tsikata, T (1998), Aid Effictiveness: A Survey of the Recent Empirical literature, Paper

on Policy Analysis and Assessment,International Monetary Fund, Washington, DC'

Turnell, Sean (2000), Establishing an East Timorese Nationøl Currency via a Currency

B o ar d, Macquarie University Research Papers, S ydney'

United Nations Mission to East Timor (UNAMET ), 1999 Press release Various Issues.

LINCTAD (1998), The Least Developed Countries Report, IINCTAD, New York'

UNCTAD (1998), Trade ancl Development Board, Commission on Investment,

Technology and Related Financial lssues, United Nations, Geneva.

UNCTAD (lggg), World Investment Report: Foreign Direct Investment and the

Challenge of Dev elopment, UNCTAD, Geneva'

United Nations Industrial Development Organisation (1990), Namibia, Industrial
D ev el opment at Indep endenc e, Industrial Development S eries, New York.



195

United Nations (1999), Agreement Between The Republic of Indonesia and the

portuguese on the euestion-of East Timor and its Appendix: Constitutional Framework

for a Special Autonomy' 5 May, New York'

United States International Trade Commission (lgg5), The Economic Effects of
Significant US Import Restraints,First Biannual Update, Publication2935, Washington

DC.

UNTAET Press Release (1999) Various Issues'

UNTAET Press Release (2000) Various Issues'

UNTAET (2000a), Regulation No.2000/12 on a Provisional Tax and Customs Regime

for East Timor,Dili. East Timor. website (http:llwww.un.orglpeaceletimor.html) '

(2000b), Basic Legal Texts,Dili, East Timor'

(2000c),overheadNotesonTaxation,TaxDivision,Dili.

(2000d), Contributions to the Trust Fund for UNTAETTF' Donor

Coordination Unit, Dili

- (2000e) , The Easl Timor consolidated Budget 2000-01, Draft Proposal,

Lisbon Conference 2!-23,Prepared by the Central Fiscal Authority, Dili'

---- (2000Ð, Trade Policy, Government and Public administration: Trade and

Industry D ep artmen t (htt p : w ww. g ov. e q st - t imo r. o r g/ En gli sh ).

(20009), Investment Policy, Investment Promotion unit (http:www'

g ov. e ast -timo r. o r g/En glish).

LTNTAET (2000h), Humanitarian Assistance and Emergency Rehabilitation Pillar'Dlli'

TINTAET and the World Bank (2000a), Background Paper for Donors' meeting on East

Timor,in collaboration with the IMF, Lisbon Portugal'

UNTAET and the world Bank (2000b), Background Paper for Donors' meeting on East

Timor in Brussels 4 December.

USITC (Iggi), The Dynamic Effects of Trade Liberalisation: An Empirical Analysis,

Publication 3069,'Washington DC, October'

van Diesen, Arthur (1999), The quatity of Aid: Towards an agenda for more ffictive
int e rnat i onal d ev el o p ment c o o p e r at i on, chisti an Aid, Lon don.



t96

Vernon, R.(1996), International Investment and International Trade in the Product Cycle,

Quarterly Journal of Economlcs 80 : l9O-207 .

Vos, Rob (Igg2), Aid. Flows, Trade and Global Macroeconomic Adjustmenl, Paper

presented for the Annual Conference of the Royal Economic Society, London 30 March.

Vousden, Neil (1990), The Economics of Trade Protection, Cambridge University Press,

Cambridge.

Walker, James P (1996), "New" Growth Theory and Development Assistance, Policy
paper g1l13,Department of Foreign Affairs and International Trade Policy, Canada.

Vy'ard, Michael (Ig'75), Dependent Development: Problems of Economic Planning in

Small Developing Countries. in Selwyn, P. (ed), Development Policy in Small Countries,

Croom Helm, London.

White, J.H., (1991) The Macroeconomic Impact of Development Aid: A Critical Survey,

Journal of Development Studies 28 (2):163-240'

willard, Luke (2000), Does Openness Promote Growth ? Agendal (3):251-61'

Williamson, John (ed), (1994), The Political Economy of Policy Reþrm,Institute for

International Economics, Washington, DC.

(1995), The management of capital inflows,Institute for international

economics, Washington, DC.

Winters, Alan L (2000a), Trade, Trade Policy and Poverty: What are the links ?

Background paper'on Trade, Technology and Poverty prepared for the World Bank's

Worlá Devel,opment repofi 20OOII, School of Social Sciences, University of Sussex,

Falmer, Brighton.

(2000b), Trade Poticy as development Policy: Building onfifty
years experience, UNCTAD X, High level Round Table on Trade and Development:

Decisions for the twenty-first century, Bangkok 12 February'

'Wolf, Susanna and Dominik Spoden (2000), Allocation of EU Aid toward ACP-

Countries, ZEF Discussion Papers on Development policy, Centre for development

Research No.22, Bonn, March

Woo, Jennie Hay (1991), Education and Economic Growth in Taiwan : a case of
successful planning, World Development 19 (8) : 1024-44.

Woo, Jung-en (lggt), Race to the Swifi: State and Finance in Korean Industrialisation,
Columbia University Press, New York.



r97

Wood, Adrian and Kersti Berge (1994), Exporting Manufactures: Trade Policy or
Human Resources ? Institute of Development Studies, 'Working Paper No 4. (July),

University of Sussex, Brighton.

Wood, Elizabeth and Alexander Segovia (1995), Macroeconomic Policy and the El
Salvadoran Peace Accords, World Development 23 (12): 2079-2100.

Wong, Chorng-Huey and Naheed Kirmani (eds) (1995), Trade Policy Issítes, Paper

pr.rr-nt.d at the seminar on Trade Policy Issues, March 6-10, IMF and Policy
Development and Review Department IMF, Washington DC'

World Bank (1987), The World Development Report, Oxford University Press, New
York.

--- (lgg3), The East Asian Miracle: Economic Growth and Public Policy,
Oxford University Press, New York.

(I996a), Pacific Economic Island Economies, Building a Resilient

Economic Base for the Twenty-First Century, Washington DC'

----- (Igg6b), Bosnia and Herzegovina, Toward Economic Recovery, A World
Bank Country Study, Washington, DC'

(1998a), Enhancing the Role of Government in the Pacific Island
Economies, Washington DC.

(1998b), Growth, Employment and Redistribution, A Macroeconomic
Strategy Summary for South Africa, Washington, DC'

(1998c), Post-Conflict Reconstruction, The RoIe of the World Bank,
'Washington, DC.

(1998d), Buitding the New Congo, Washington, DC.

(I999a), Overview of External Funding Requirements for East Timor,

in cooperation with the United Nations

(Igggb), Draft summary of the Joint Assessment Mission to East

Timor, Darwin, Australia, 15 November

(I999c), unpublished paper. Gone with the windfall? Managing
economic gains from a UN administration, presented at the JAM meeting, Darwin
(November).



198

(2000a), Smalt States: Meeting Challenges in The global Economy,

Report of the Commonwealth SecretariatMorld Bank Joint Task Force on Small States,

Washington DC.

(2000b), World Development Report, Washington DC.

(2000c), World Development Indicators, CD ROM, Washington, DC'

- - - - - ----(2000d), Attacking P ov erryr, World Development Report 20001 2001,
Washington DC.

----------(2000e), Agricultural Rehabilitation Programme (ARP) for East

Timor, World Bank,'Washington, DC (April).

WTO (1995), Accession to the World Trade Organisation: Prccedures for negotiations

Under Article XII, WTO Secretariat, Geneva. 24March.

WTO (1999), Special Studies 5, Trade Income and Poverty, WTO, Geneva.

yano, Makoto and J. B. Nguent (1999), Aid, Nontraded Goods, and the transfer Paradox

in small countries, The American Economic Review 89 (3): 441- 449.

younger, Stephen D (1992), Aid and the Dutch Disease: Macroeconomic Management

When Everybody Loves You,World Development 20 (II) : 1587-97 '

Xinhua News Agency (2000), East Timorese Leaders invited for ASEAN Summit,17 July'

Zhu,Yi (1996), Stages of Economic Development and Their Impact on the Effectiveness

of Foreign Direct Investment, Department of Economics 'Working Paper Series No. 63,

University of London.




