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Introduction

The annual report of the Banco Central de Timor-
Leste (BCTL) summarizes and presents the main
national and international economic developments
in 2020, as well as the activities carried out by the
BCTL throughout the year. The Organic Law of the
Central Bank establishes and provides the duties
and framework for the Bank’s annual reporting to the
President of the Republic, the National Parliament,
the Prime Minister and the Minister of Finance. The
report consists of two major sections, specifically, the
assessment of relevant domestic and international
economic developments, including also near term
projection scenarios and the presentation of the
Bank’s activity report, which comprises as well the
relevant financial information.

The year of 2020 was undeniably and naturally
impacted by the global pandemic crisis and its highly
negative disruptions, which forced the widespread
adoption of public health protection measures and
highly restrictive constraints on social and economic
activity worldwide. Given the current importance

and impacts of the pandemic crisis, this report

again devotes an important part of its attention to
developments in this context, highlighting 2020’s
impacts, as well as the relief packages and economic
support policies implemented at the national and
international levels, including also the trajectories and
consequences expected for the coming years.

The world economy experienced a recession in 2020
for the first time since the 2008/2009 crisis, with
world GDP falling -3%, according to the latest estimates.
This was the most pronounced annual drop in the past
30 years, which naturally reflects the devastating,
global and synchronized impact of the pandemic crisis.
However, the substantial and broad economic policy
effort, at the monetary and budgetary levels, actively
sontributed to stabilize the respective impacts and

to sustain a marked recovery of the world economy

in the second half of the year, as the pandemic was
reasonably contained in global terms. At the end of
2020, despite a further increase in infection levels

in many countries, but especially in Europe and the
Americas, the economic outlook was already much
more optimistic, due to the approval of effective
vaccines and the stabilization of the global commercial
and financial markets.

In terms of prospects for 2021 and 2022, a
substantial recovery is expected for the world economy
and virtually all regional and national economies. The
IMF specifically predicts that the world economy will
grow 5.5% in 2021 and 4.2% in 2022. This optimism
relies on the expectation of gradual and extensive
implementation of vaccination programs in the main
global economies, which, benefiting from the current



huge monetary and budgetary stimulus, and the return
to “normality” and the opening of a set of economic
sectors, should bring about a remarkable recovery in
historical terms.

In terms of inflationary trends, 2020 was marked by
the easing of inflationary pressures worldwide, in line
with the general fall in economic activity. For 2021 and
2022, it is generally expected a pickup and recovery
towards moderate inflation levels, for most world
economies.

In the global monetary and bond markets, there was a
marked reduction in interest rates across practically all
geographies and maturities, in line with the substantial
expansion of the monetary stimulus of major central
banks. In the foreign exchange markets, the dollar
ended up registering a slight depreciation against

the main international currencies in 2020, resulting
also from the reduction of the dollar’s interest rate
premium. Despite the high volatility and pessimism
prevailing in the first half of the year, the global equity
and commodity markets ended up accumulating
substantial gains in 2020, benefiting from the success
of macroeconomic stabilization policies, the substantial
reduction in investor pessimism and the beginning of
worldwide vaccination programs.

The solid performance of Petroleum Fund's investments
in shares and bonds continued to benefit from

the renewed rise in global share prices and the
generalized fall in interest rates in 2020. However,

the materialization and reinforcement of a historically
high valuation scenario, both in the stock and bond
markets in 2020, will naturally limit the Fund’s future
performance over the coming years.

In the Asian economic space, in line with the global
trajectory, the macroeconomic background also
deteriorated. Despite the declines in activity, the Asian
economies were still able to present a relatively robust
performance, when compared to the rest of the world
economies, which was due to the generic regional
success in containing the virus and to the rapid and
synchronized recovery of the productive processes
and activity in the region. In terms of prospects, in line
with global optimism, the IMF expects a substantial
and widespread recovery in economic activity in Asian
countries in 2021 and 2022, predicting that the region
will continue to lead the world in terms of economic
growth. As a result of these developments, there was a
mixed evolution of Asian currencies against the dollar,
which underpinned foreign exchange market stability
and contributed to continue to anchor and limit inflation
pressures for Timor Leste.

At the national level, Timor-Leste’s economy again
recorded a recession in 2020, with the BCTL
estimating that non-oil GDP contracted -3%. This
contraction seems to have been more due to the
elongation of political uncertainty and the late approval
of the 2020 State Budget, which resulted in the annual
reduction of public expenditure, but also to the adverse
impact of the pandemic and the respective lockdown
and social interaction limitations. With this performance
in 2020, the domestic economy ended a very anaemic
economic growth cycle in the last 4 years, as real GDP
was, at the end of 2020, still below its value in 2016.
For 2021, the BCTL expects a strong and substantial
recovery in growth, a year in which GDP is expected

to expand 7.7%. This expectation heavily relies on the
extraordinary growth of public expenditure forecasted
for 2021, as the approved 2021 State Budget results
in a 21% increase in budgeted expenditure, but also
because we expect a marked pickup in expenditure
execution rates in that year, compared to 2020.



In terms of fiscal policy, 2020 was marked by a
reduction in public expenditure and in the public
deficit, which was mostly due to the decrease in public
investment and the fall in expenditure’s execution
rates, especially in goods and services and transfers.
However, a substantial increase in expenditure is
expected for 2021, due to the substantial expansion of
expenditure budgeted for 2021 and the recovery of the
budgetary execution rates.

Domestic inflationary pressures have remained
controlled and low throughout 2019 and 2020, with
annual inflation rates remaining close to 1%. The BCTL
continues to expect the persistence of this low and
stable inflation scenario in 2021 and 2022, which is
based primarily on the assumptions of the stability

of the dollar against most Asian currencies and a
moderate inflation in our trading partners’ economies in
the same period.

Although Timor-Leste continues to record a current
account deficit, the gradual and continued reduction
in the deficit in the goods and services’ commercial
accounts has resulted in the contraction of the
Country’s effective external deficit. However, the
progressive and substantial reduction in oil revenues
over the recent years has been the major driver of the
simultaneous and symmetric increase of the global
external deficit.

Despite these macroeconomic challenges, the financial
sector continued to be highly dynamic in terms of the
growth of its activity, assets and deposited funds,

thus remaining stable and solid, as is visible in the
maintenance of ample liquidity levels and low levels of
credit at risk. It is illustrative to note that, even in the

difficult year of 2020, bank credit continued to grow
significantly, as well as deposits and operating revenues
of banks operating in the Country.

It should also be noted that during the year 2020, the
BCTL implemented several relevant initiatives within
the scope of monitoring the economic situation at the
national level and mitigating the economic impacts of
the pandemic crisis. In this context, we highlight the
design and implementation of the credit moratorium
program and loan subsidization scheme for national
families and companies, as well as the undertaking
of surveys on families and informal businesses, with
the aim of assessing the respective economic impacts
during the lockdown and post-lockdown period.

In terms of activities, the Bank remains actively
committed to promoting monetary and financial
stability and the respective inclusion, having developed
initiatives that are particularly relevant in this context.
One of the main activities developed by BCTL in 2020
was the pilot program “Campo Digital”, which aims to
promote knowledge and the widespread use of new
technological tools - mobile phones, electronic money
wallets, ATMs and PoS - in rural populations financial
activities. Within our private sector development
initiatives, we continued to promote basic accounting
training for national Micro, Small and Medium
Enterprises, in collaboration with IADE and CCI-TL, to
strengthen their management capacity and access to
bank funding. Also in 2020, BCTL signed the second
memorandum of understanding with the Ministries

of Education and the Ministry of Youth and Sports to
continue to improve the implementation, monitoring
and evaluation of the Financial Literacy Program in
schools in the country. The celebration of the National



Savings Day’s 6th anniversary was held on November
29 in Maubissi, in the municipality of Ainaro. During
the event, the winners of the composition contest were
announced, which was participated by many national
students from the third cycle of basic education and
secondary education levels.

In the context of the national payment system,

the Central Bank continued to make every effort to
maintain sufficient liquidity reserves at all times to
meet the needs for cash payments and to ensure

the modernization and full functioning of the national
payment and interbank settlement system, the R-Timor.
The main development regjstered in 2020 in this area
was the implementation of additional functionalities in
the R-TIMOR system to serve the needs of the Ministry
of Finance and its sub-accounts, allowing its users to
have access to historical reports, prepare their treasury
management operations and project cash flows in real
time. The P24 system, which already integrates the
networks of all banks and an electronic money wallet
system, already allows the payment of public fees,
including taxes, and the transfer of funds between
individuals and companies, through the use of the
national ATM network. In addition, the BCTLs project
to interconnect the P24 network with an Indonesian
payment network is already under implementation,
which will allow domestic bank card holders to use
them in banks in Indonesia.

In 2020 financial year, the BCTL's financial statements
recorded a net profit of $1.5 million, mostly due to
interest received from the management of the Bank’s
own reserve assets and fee income, due to the
Petroleum Fund'’s operational management.

The BCTL continued to work closely with the Ministry
of Finance as well as with the Petroleum Fund’s
Investment Advisory Committee to maintain an active
and informed position within the ongoing discussions
on the investment strategy of the Petroleum Fund and
its rigorous implementation.

The Bank continues to maintain its focus on further
advancing staff capacities, allocating significant
financial resources for this purpose. This investment
has been reflected positively on the quality of work in
the institution, which is recognized as one of the best in
the country.

Finally, as has been usual and as BCTL's Governor, |
would like to thank all the employees of the Central
Bank, as well as our partners and interlocutors at
various times, which continued to actively contribute to
the consolidation of the Central Bank and the economic
development of our country.

TUR= @

Abraao de Vasconselos
Governor
Dili, 27 April 2021



Major World Economies
1.2  Asian Economic Developments 21

1.3 Timor Leste Economic Transmission
Channels 27

o -




Chapter 1

International Economic
Developments

This chapter describes and assesses the major global
economic developments in 2020, covering also the
economies of Timor-Leste’s main trading partners,
together with the more relevant international trends in
global financial markets for our economy.

Based on this assessment, the chapter further
looks into external developments’ spillovers to
our domestic economy, detailing the influences
observed in 2020 and the prospects expected
from 2021 to 2022. This analysis is based
mainly on the most recent IMF’s estimates
and perspectives, presented in its “World
Economic Outlook Update”, released in
January of 2021.



In terms of the more worthy developments described
in this chapter, we highlight the following:
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2020 was undeniably and naturally impacted by the global pandemic crisis and its highly
negative disruptions, which forced the widespread adoption of public health protection
measures and highly restrictive constraints on social and economic activity worldwide.

The world economy thus experienced a recession in 2020 for the first time since the
2008/2009 crisis, with world GDP falling -3%, according to the latest estimates. This
was the most pronounced annual drop in the past 30 years, which naturally reflects the
devastating, global and synchronized impact of the pandemic crisis.

However, the substantial and broad economic policy efforts, at the monetary and
budgetary levels, actively contributed to stabilize the respective impacts and to sustain
a marked recovery of the world economy in the second half of the year, as the pandemic
was reasonably contained in global terms.

At the end of 2020, despite a further increase in infection levels in many countries, but
especially in Europe and the Americas, the economic outlook was already much more
optimistic, due to the approval of effective vaccines and the stabilization of the global
commercial and financial markets, due to the large scale of economic support packages.

In terms of prospects for 2021 and 2022, a substantial recovery is expected for the
world economy and virtually all regional and national economies. The IMF specifically
predicts that the world economy will grow 5.5% in 2021 and 4.2% in 2022.

This optimism relies on the expectation of gradual and extensive implementation of
vaccination programs in the main global economies, which, benefiting from the current
huge monetary and budgetary stimulus, and the return to “normality” and the opening of
a set of economic sectors, should bring about a remarkable recovery in historical terms.

In terms of prices trends, 2020 was marked by the easing of inflationary pressures
worldwide, in line with the general fall in economic activity. For 2021 and 2022, it is
generally expected a pickup and recovery towards moderate inflation levels, for most
world economies.



In the Asian economic space, in line with the global trajectory, the macroeconomic
background also deteriorated. Despite the declines in activity, the Asian economies were
still able to present a relatively robust performance, when compared to the rest of the
world economies, which was due to the generic regional success in containing the virus
and to the rapid and synchronized recovery of the productive processes and activity in
the region.

In terms of prospects, in line with global optimism, the IMF expects a substantial
and widespread recovery in economic activity in Asian countries in 2021 and 2022,
predicting that the region will continue to lead the world in terms of economic growth.

In the global monetary and bond markets, there was a significant reduction in interest
rates across practically all geographies and maturities, in line with the substantial
expansion of the monetary stimulus of major central banks.

In the foreign exchange markets, the dollar ended up registering a slight depreciation
against the main international currencies in 2020, resulting also from the reduction of
the dollar’s interest rate premium. Asian currencies also recorded mixed changes versus
the dollar, which underpinned foreign exchange market stability and contributed to
continue to anchor and stabilize inflation pressures in Timor-Leste.

Despite the high volatility and pessimism prevailing in the first half of the year, the
global equity and commodity markets ended up accumulating substantial gains in 2020,
benefiting from the success of macroeconomic stabilization policies, the substantial
reduction in investor pessimism and the beginning of worldwide vaccination programs.

The solid performance of Petroleum Fund‘s investments in shares and bonds continued
to benefit from the renewed rise in global share prices and the generalized fall in interest
rates in 2020. However, the materialization and reinforcement of a historically high
valuation scenario, both in global stock and bond markets in 2020, will naturally limit the
Fund’s future performance over the coming years.
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1.1. Major World Economies

1.1.1. Economic Growth in Major World Economies

In 2020, the world economy experienced a recession for the first time The world economy has

. .. . ) experienced a recession in
since the 2008/20089 crisis, with the world’s gross domestic product (GDP) 2020 for the first time since
falling -3%, an estimate still subject to revision. This appears to be the most the 2008/2009 crisis, due

. . . to the global pandemic.
pronounced annual decline in the world economy in the past 30 years, & P

which naturally reflects the devastating, global and synchronized impact of
the pandemic crisis in 2020.

As is widely known, the imposition of stringent public health controls and Despite the pessimism of the
. . e first half, the strong economic
generally very strict lockdowns, together with the materialization of several recovery in the second
waves of virus propagation in 2020, has led to a brutal paralysis of most semester stabilized global
productive sectors in the vast majority of economies for a significative commercial and financial
i . . - i markets, on the back of
period in 2020. However, the substantial and broad economic policy efforts, extraordinary policy support.

at the monetary and budgetary levels, actively contributed to stabilize the
respective impacts and to sustain a conspicuous global economic recovery
in the second half of the year, as the pandemic was reasonably contained
around the world.

At the end of 2020, despite a further increase in infection levels in most
countries, but especially in Europe and the Americas, the economic outlook
was already much more optimistic than in the first half of the year, due to
the approval of vaccines for the virus and the stabilization of the global
commercial and financial markets, on the back of the large-scale economic
support programs.

Chart 1.1 Chart 1.2

GDP Growth - 3 Major Blocs GDP Growth - Selected Regions
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Chart 1.3.1
GDP Growth - 4 Major Blocs
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In terms of economic blocs, it should be noted that, according to IMF
estimates, the developed economies bloc is expected to experience a
recession in 2020 (-4.9%) worse than what is expected for the developing
economies bloc (-2.4%). This performance seems to be due not only to

the greater capacity to “freeze” the developed economies, with access to
greater financial resources, but also to the difficulties of these countries in
sustainably and permanently containing infection cases’ growth throughout
the year. According to the IMF forecasts, it should also be noted that the
aggregate GDP value of the developed bloc should only return to its 2019
levels in 2022, but developing countries’ GDP should recover fully already in
2021.

In regional terms, the resilient economic performance of Asian and Pacific
economies, relative to global peers, is also noteworthy, with Emerging Asia’s
and the 5 largest ASEAN economies’ GDP decreasing only -1.1% and -3.7% in
2020. In the Atlantic axis, it should be noted that the impact of the pandemic
is expected to be much more profound in the Euro-area than in the US
economy, with the first's GDP falling -7.2% in 2020, compared to the -3.4%
contraction expected for the US.

Charts 1.3.1 and 1.3.2 further compare the 4 largest world economies’
economic performance, which also allows us to confirm the outperformance
of Asian economies - Japan and China - and the highest impact on the
Eurozone economy.

Chart 1.3.2
GDP Levels - 4 Major Economies
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105
100
95
90
85
80
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In terms of prospects for 2021 and 2022, the IMF generally expects a
substantial recovery in the world economy and in virtually all regional and
national economies. In particular, the IMF forecasts that the world economy
will grow 5.5% in 2021 and 4.2% in 2022, so that the world GDP should already

The IMF global prospects for
2021 and 2022 are now quite
optimistic, consisting in a
widespread and synchronized
recovery for practically all
economies worldwide.

exceed its level of 2019 by the end of 2021. In addition, the Fund also expects
the recovery in developing economies to be more robust than that of the

developed country bloc.

This optimism is naturally based on the expectation of a gradual and extensive
implementation of vaccination programs in the main world economies, which,
benefiting from the current highly stimulative stance in monetary and budgetary
policies worldwide, the return to “normality” and the reopening of a number
economic sectors will all lend support to a remarkable recovery, in historical

terms.

However, despite the optimism regarding the next 2 years, it is worth noting that The control of the virus and

the world economy will continue to face remarkable uncertainties during the
period, due not only to the degree of success achieved by vaccination programs
in eliminating the risk of the virus, but also to the challenges inherent to higher

the success of the global
vaccination programs

are crucial to support the
materialization of IMF’s
recovery anticipated for 2021

public and private debts and budget deficits in most economies and the gradual 5025
need to adjust the fiscal and monetary policy stimulus, without compromising

the respective economic recovery process.

1.1.2. Inflation in Major World Economies

ue to the sharp declines in economic activity, inflationary pressures fell in most

of the world’s economies.

Chart 1.4.1

Inflation Rates - 5 Selected Economies
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Inflationary pressures eased
again in 2020 ....

Chart 1.4.2

Price Levels - 5 Selected Economies
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.... due to the substantial
declines in economic
activity levels, recorded in
practically all economies.

However, inflationary
pressures are expected to
accelerate moderately into
2021/2022, in line with the
global economic recovery.

With the exception of China, the main world economies registered average
inflation rates below 2% in 2020, which extended the disinflation already
registered in 2019. It should also be noted that the US closed the year with

an average inflation rate of 1.5%, compared to 1.8% in 2019, below the FED’s
inflation target of 2%. On their side, the Eurozone and Japan registered Inflation
rates of 0.9% and -0.1% in 2020, values well below the objectives of respective
monetary authorities.

Naturally, the renewed easing of inflationary pressures stemmed from the
economic impact of recessions caused by the pandemic crisis, which led to an
increase in unemployment in most economies and a fall in activity levels below
their respective potential levels. The need to inject substantial monetary stimulus
to stabilize their economies, also allowed by the fall in inflationary pressures
below policy objectives, has led most central banks to revisit a cycle of lower
interest rates in economies with interest rates still in positive ground, and also
(re)implement extraordinary and large-scale financial assets purchase programs.

For 2021 and 2022, the IMF foresees a gradual rise in average inflation rates,
supported by the aforementioned economic recovery expected for most world
economies. However, forecasts for 2021/2022 point only to a gradual and slow-
paced rise in inflation to levels close to the 2% benchmark, relevantly targeted by
the majority of central banks.

It should also be noted that the IMF continues to expect that the Eurozone

and Japanese economies will continue to experience lower inflation rates than
those of the USA in the next biennium, which should continue to undershoot the
mentioned 2% level.

This is due to the existence of greater availability in terms of resources (un)
employed in these economies, which will continue to operate below their potential
employment levels. It will therefore be necessary for both economies to continue
to grow robustly for several consecutive years in order to effectively close these
gaps in the use of economic resources and substantial inflationary pressures are
again materialized.
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1.1.3. Global Commodity Markets

With the exception of oil, the prices of the most relevant commodities With the exception of oil, and
despite substantial volatility,

recorded widespread increases in 2020. Despite the high volatility registered

commodity prices recorded

during the year and the sharp simultaneous drop in prices in the first half, the substantial gains in 2020.

prices of these goods rose significantly in the second semester, sustained
by the stabilization and strong recovery of economies, especially in Asian
economies, which are today, marginally, the most relevant economies in
defining price trends in these markets.

Alongside this effect, the injection of significant monetary stimulus, together
with the depreciation of the dollar, especially at the end of 2020 - which
usually moves inversely to commodities’ prices - seems to have also
reinforced the upward trend in raw materials’ prices.

The continued upturn in commodities prices thus resulted in the extension
of the recovery recorded since the prices of most of these inputs registered
minimum levels in 2015/2016. For the economies that export them, typically
developing countries, this upturn in international prices represented a
positive development, which served to offset the substantial impact arising
from the drop in global demand in the first half of the year.

Chart 1.5.1 Chart 1.5.2
Major Commaodities Prices - levels Major Commodities Prices - % change
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The fall in oil prices was
mostly due to the decline in
global demand, but also to
the continued materialization
of the global energetic model
transition process.

2-year interest rates have
fallen significantly in the
US, in line with the Fed’s
substantial monetary
stimulus ...

It should also be noted that oil was the only relevant global commodity
that registered a drop in price in 2020. Even so, despite the substantial
falls recorded in the first half, its price managed to mitigate these losses,
especially after the recovery observed in the last quarter of the year.

The fall in oil prices was mainly due to the sharp decline in global economic
activity, but it also resulted from the continued reinforcement of trends and
policies adopted within the global energy transition process, towards the
development of renewable energy sources and reduction of CO2 emission
levels. This medium-term development gained new momentum in 2020
and will be a major constraint in terms of future demand for oil and refined
products over the next coming years.

1.1.4. Major Global Financial Markets

In terms of financial markets, we begin by analyzing trends across major bond
markets, particularly those for Treasury bonds, which allows us to assess
trends and changes, as well as expectations, of monetary policies, economic
growth and inflationary pressures of the various world economies.

Due to the mentioned implementation of highly stimulative monetary
programs to stabilize world economies, interest rates in practically all markets
and maturities registered a wide and generalized decline throughout 2020.

Naturally, 2-year interest rates, more sensitive to changes in monetary policy
stances recorded significant decreases in 2020, especially in the US market.
In economies where the level of short-term interest rates was already close
to the null threshold (0%), this decline was not so evident, as central banks
continue to avoid implementing negative interest rates.




Chart 1.6 Chart 1.7
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In the case of the US, the fall in 2 years interest rates was substantial, from

1.57% at the end of 2019, to just 0.12% at the end of 2020. The amplitude

of this movement reflects the degree and extent of the FED’s intervention

program. However, we note that this movement, in fact, reinforced the process

of falling interest rates that began earlier in 2019, with the FED implementing

multiple interest rate cuts in that year, following the growing concerns over the

unfavourable economic impacts from increasing trade tensions with China.

In the case of 10-year interest rates, there was also a significant decrease -.. as well as longer interest

rates, which also dropped

compared to 2019 levels, simultaneously explained by the pandemic crisis substantially in 2020.
and the respective monetary intervention. Although long-term interest rates

are, in general, more stable than short-term interest rates, they also registered

significant declines. Specifically, the US 10-year rate fell -1% to 0.92% at the end

of 2020, while the German benchmark sank to an even more negative level of

-0.57%, compared to -0.19% in 2019.

Even so, in both 2 and 10 years, interest rates in the USA remained at levels
higher than those observed in the Eurozone and Japan, similarly to what has
been observed since 2018, which seems to result from the perpetuation of the
perspective that the US economy is expected to continue to outperform its peers
over the next few years.

Naturally, developments in bond markets, together with the economic trends

discussed above, also determined a large part of the developments registered in
major and global foreign exchange and equity markets worldwide.
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The decline in interest
rates contributed to the
depreciation of the dollar
against the main global
currencies.

Global equity markets again
registered notable gains in

2020, extending the upward
trend recorded since 2009.

Chart 1.9
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In foreign exchange markets, the dollar depreciated against most foreign
exchange currencies in 2020. This movement, despite the substantial
appreciation recorded in the first semester, resulted mainly from the significant
fall in FED's interest rates in 2020, which substantially reduced the dollar’s
positive interest rate premium to other global currencies. The stabilization of
global economies in the second half of 2020, the widespread return of global
investors’ risk appetite and rising political instability in the US have also helped
to consolidate the depreciation of the dollar in the later part of the year, as the
USD is typically considered a safe/reserve asset in international terms.

In equity markets, after the sharp falls recorded until April, triggered by the initial
stage of the global economic crisis and widespread pessimism, share prices
worldwide staged a remarkable and extraordinary recovery from April onwards.
As shown in chart 1.9, global equity markets continued to accumulate gains in
2020, with the US market once again outperforming its global peers.

The US equity market - represented here by the ETF (Exchange Traded Fund)
which replicates the S&P 500 index - registered gains of 16% in 2020, which
is notable given the disturbances and serious impacts of the pandemic crisis
throughout the year. These gains have been supported by the optimism
regarding the IT and revolutionary technologies sectors, which represents

a growing and more significant portion of this market, when compared to
other global equity markets peers. However, the substantive contribution of
expansionary fiscal policy and extraordinary liquidity injections in the US and
worldwide, were also crucial in driving the robust gains accumulated in 2020.
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The vitality of equity markets in 2020 thus extended the long and rising share
prices trajectory observed since 2009, resulting in a general increase in

the degree of overvaluation of share prices versus the respective corporate
earnings, to levels well above their historical averages.

In addition to the US, the global equity market recorded gains of 14% in 2020,
with the Asian market - including developed countries only - adding 10%. The
European market, as has been typical in recent years, underperformed its
peers, having risen only 3% in the year.

In summary, the US equity market has thus continued to far outperform the
rest of global markets over the past 8 years, having continued to benefit
from the superior dynamism of its economy, despite the recent chaotic and
disturbing political episodes.

Many equity markets, and

Taking into account the remarkable performance of this market over the -
specifically the US, today

last 11 years, which resulted in the substantial appreciation of share prices register record valuation levels,

in relation to corporate earnings, it should be noted that the uncertainty with the ratio of prices to
corporate earnings being well

above its historical average.

regarding the substantial recovery of the American economy in 2021/2022, or
of the respective corporate profits, represents today, more than ever, given the
challenges of overcoming the global pandemic, a significant risk for this stock
market.




1.2. Asian Economic Developments

With the exception of China,
the largest Asian economies
also recorded recessions in

2020, in line with the global

trend.

Chart 1.10.a
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However, economic activity
recovery was more robust
and faster in Asia than in the
rest of the world, supported
also by the general success
in containing the virus in
most countries across the
region.

After summarizing the broad global macroeconomic panorama in 2020, it is
important to detail the assessment of developments across the Asian space,
in particular ASEAN, as the main economic partners of Timor-Leste are located
in this region. Our analysis focuses on ASEAN'’s five major economies and
China, whose economy has increasingly more global and regional relevance
and clout. In turn, from these six economies, Indonesia continues to be
Timor-Leste’s main commercial partner, which justifies some further specific
comments on its economic developments.

With the exception of China, all these economies registered declines in their
respective levels of economic activity in 2020, due to the global pandemic
crisis. Despite these falls, Asian economies displayed great resiliency and
robustness, especially when compared to other global economies, which
was due to the general success in containing the virus and the rapid and
synchronized recovery of production processes and economic activity across
the region and countries.
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Extraordinarily, the Chinese economy still managed to record a 2.3% growth

in 2020, without resorting to the implementation of large fiscal and monetary
stimulus packages, and after having successfully suppressed the first wave of
the virus in the country. Even so, this 2% expansion represents a substantial
slowdown compared to the Chinese experience of the past 20 years. Of the
ASEAN economies, Indonesia was the country whose GDP contracted to a
lesser extent (-1.9%) and the Philippines the country that experienced the
greatest recession (-9.6%).
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In terms of prospects, in line with its global optimism, the IMF expects a
substantial and widespread recovery in economic activity in the region in 2021
and 2022, predicting that the region will continue to lead the world in terms

of economic growth. It should be noted in this regard that the IMF expects the
Indonesian and Malaysian economies to regain the GDP levels registered in 2019
as early as 2021, but the rest of the economies should only completely recover
from the pandemic crisis in 2022.

According to the same forecasts, at the end of 2022, if the expected growth
trajectories are materialized, Singapore and Thailand will be the countries that
will have registered the lowest growth in the biennium, which seems to be due
to their greater dependence on international trade and greater current level

of development, in the case of Singapore, and the importance and less rapid
recovery of the tourism sector, in the case of Thailand.

Also in line with the global trend, inflation slowed in 2020 in the region. The
average inflation rate of the 6 Asian countries considered fell to 0.9% in 2020,
from 1.7% in 2019, with 3 economies - Singapore, Malaysia and Thailand -
registering negative inflation rates in the year.

Chart 1.11.a Chart 1.11.b
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In terms of prospects for 2021 and 2022, the IMF expects a generic pickup
in inflation in the region, consistent with the expected economic upturn.
However, inflation forecasts for the next biennium only anticipate a return to
average rates recorded in recent years, which corresponds to a moderate
inflation pressures scenario.
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Regional currencies
remained, on average,
stable against the dollar in
2020 ....

Chart 1.12
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The slowdown in inflation across these economies and the general stability of
regional currencies values against the dollar, explained, in turn, the reduction
in regional inflationary pressures, when measured in US dollars.

The developments recorded for these relevant macroeconomic indicators

- economic activity and inflation - helps to explain, as is also explained, by
movements registered in the 2 main financial markets, the foreign exchange
and bond markets.

In foreign exchange markets, despite the high volatility recorded during
the year, 2020 ended up being characterized by an ‘average’ stability of
regional exchange rates against the US dollar, with the slight depreciations
of Indonesia, Singapore and Malaysia’s currencies being offset by the
appreciation of the Chinese, Thai and Filipino currencies.

Chart 1.13
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The IMF further expects that most regional currencies will remain relatively
stable against the dollar between 2021 and 2022, which will contribute, if
this scenario materializes, to stabilize inflationary pressures in the region and,
above all, to stabilize the prices of goods imported by Timor-Leste. It should be
noted, however, that this scenario of exchange rate stability may be materially
affected within the course of the current pandemic process, especially if its
economic impacts come to be more profound and lasting than those predicted
by the IMF.
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Regional interest rates, represented here by 2-year bond yields, registered ... with regional 2-year interest
notable decreases in 2020, in line with developments in the main world bond ¢S declining. inline with the

movement registered in the
markets, and extending the downward trend started in 2019. dollar market.

Average 2-year interest rates across the 6 economies dropped from 3% in
2019 to 1.8% at the end of 2020. With the exception of Chinese interest
rates, which ended up rising in 2020 compared to the previous year, the fall
in 2-year interest rates in these economies tracked the cuts in reference
rates implemented by the various central banks as well as lower economic
performance prospects. However, despite having tracked dollar market
movements, regional interest rates remain well above those recorded in
most developed markets, which reflects the region’s better relative economic
performance, but also their lower room for manoeuvre in terms of monetary
and exchange rate policies.

With regard to external accounts, we can conclude that most of our trading- The external accounts remained

. . . . . . in surplus, with the exception
partners continued to maintain substantial external surpluses in 2020, with of Indonesia, despite the global
the exception of Indonesia, which recorded a deficit in its current account, economic turmoil.

amounting to -1.3% of GDP in 2020. It should also be noted that, although the

region’s average external surplus was reduced in 2020, the various economies
managed to maintain positive external surpluses, despite the deep disruptions
to economic activity and trade worldwide.

For 2021 and 2022, the IMF continues to foresee a slight and gradual decline
in net external surpluses for most countries in the region, but for the Philippines
and Indonesia, the IMF expects them to continue to record external deficits in
the same period.




Chart 1.14
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In 2020 there was a sharp
deterioration in Asian
fiscal deficits, due to the
fall in economic activity
and implementation of
substantial policy support
packages.
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In terms of fiscal positions, 2020 was inevitably marked by the substantial
deterioration in public deficits in the various Asian economies, due to the
substantial declines in economic activity and mobilization of substantial amounts
to support the respective populations and economic sectors affected by the
pandemic. The case of Singapore is paradigmatic and illustrative, due to the
strong deterioration of its fiscal balance in 2020, a fact that was also possible
given the previous existence of substantial reserves and assets in this country.

For 2021 and 2022, the IMF expects a gradual reduction of budget deficits in the
region, with the economy of Singapore expected to return to a surplus position in
2021. However, as is the case for most world economies, budgetary balances are
expected to remain in negative territory over the next few years, given the need
to continue supporting the economic recovery process and only gradually remove
the current level of stimulus.

In short, in line with the global trend, the macroeconomic situation in Asia
deteriorated in 2020, but, despite the substantial challenges faced during the
year, the region managed to display great resiliency and robustness, especially
when compared to the economic performance of its other global peers.

It is also worth highlighting the relative stability of regional currencies against the
dollar and the maintenance of external surpluses in most economies, despite the
simultaneous and significant deterioration in public deficits in the region, which
continue to provide a substantial adjustment margin for Asian economies.
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Note, however, that this general diagnostic does not fully apply to the Indonesian
economy, Timor-Leste’s largest trading partner. Despite experiencing remarkable
levels of exchange rate volatility, alongside the mentioned above macroeconomic
imbalances - the maintenance of the external deficit and deterioration of its
budget deficit - the Indonesian economy managed to be the regional economy
that lost less ground in 2020 after China, as its GDP declined only -1.9% this year.

Although inflationary pressures in local currency remained under control, the
greater sensitivity of this economy to developments regarding the international
demand and prices of many mineral and raw food materials, resulted in a slight
depreciation of the rupiah in 2020 of -3.4%, thus returning to the falls recorded in
2018 and between 2013 and 2015. Naturally, the macroeconomic and financial
performance of our neighbouring country will continue to be widely influenced by
future developments across global commodity markets and the world economy.
In parallel, the fact that Indonesia was one of the few Asian countries to fail to
adequately contain the prevalence of the virus in its territory, also reinforces

the susceptibilities of the respective economy relative to the developments in
containing the pandemic in 2021.

The importance of this trading-partner to our economy naturally implies the
need to adequately monitor these developments, hoping that the continuity of
the policy measures introduced by its Government and a tighter surveillance by
its central bank will continue to gradually reduce the respective macroeconomic
risks. This concern will continue to be a relevant priority, given the negative
impact of the global pandemic crisis.




1.3. Timor Leste Economic Transmission
Channels

The above review of major international economic and financial developments
as well as of Asian economic developments, which are much more relevant
for Timor-Leste, would not be complete without understanding the respective
repercussions on our economy.

This point tries to identify the main channels of transmission of the international
developments to our economy. At present, it is reasonable to accept that these
effects are still small and limited to certain sectorial aspects of our economy. This
chapter seeks to illustrate the mechanism of operation of the main channels,
specifically: the impact on domestic inflation levels, influence over oil revenues
and effects on the Petroleum Fund’s investments valuations. Foreign Direct
Investment is certainly one of the variables most influenced by the external
context, but the scarcity of effective investments and reliable data in Timor-Leste
does not allow us to analyze this relationship properly.

Naturally, as our economy develops and effectively deepens interdependence
relations with its regional economic partners, we expect that external
developments will increasingly shape developments in our domestic economy,
expanding the number and influence of the various transmission channels.

1.3.1. Imported Inflation

One of the main transmission channels for our economy is in fact the impact
of international prices on domestic inflation developments and respective
expectations. Since Timor-Leste is an economy with great import intensity -
imports of goods and services accounted for 52% of non-oil GDP in 2019 - it is
natural to expect that international prices of imported goods and services will
continue to substantially influence domestic inflation developments.
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BCTLs empirical research and economic modeling has confirmed the
importance of this channel. One of the main issues of our work in this context
stems from the difficulty in defining an appropriate variable to measure

the level of “external inflation” for Timor-Leste, given the large variability of
our import basket and of the geographical structure of our imports. After
experimenting with several functional forms for this variable, we concluded
that the most appropriate empirical variable seems to be an average of the
inflation rates of the 5 largest economies of ASEAN and China converted into
dollars. In practice, this measure corresponds to an average of the regional
inflation rate measured in dollar terms, which at the same time captures

the impact of regional exchange rate variations against the dollar and local
currency inflation rates.

As can be seen below on the chart on the left, domestic inflation tends to
reasonably track the movements of foreign inflation rates, albeit with lower
volatility. To the extent that the external inflation rate is the average of six
economies already mentioned, BCTLs inflation forecasting models use this
variable and respective expectations to construct inflation forecasts.

BCTL's inflation model

is based

on two key drivers: domestic
economic performance and
average inflation rates across

the Asian region.

Foreign inflation has driven

Timor-Leste’s inflation
trajectory ....

Chart 1.16 Chart 1.17
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Additionally, as can be seen from the 2 charts, the recent rise in the inflation
rate in Timor-Leste (2017 and 2018) was positively influenced by the pickup
in external inflation rates. Naturally, the relationship is not perfect, since
changes in Timor-Leste’s non-oil economy, especially over the last few years,
also strongly influence the domestic inflation rate trajectory.
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... as can be confirmed

by the slight slowdown of
domestic inflation in 2019
and 2020, in line with the
downward trend in external
inflation.

Chart 1.18
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The expected stability

for regional currencies in
2021 and 2022 is a crucial
assumption of BCTL's
forecast of stable and low
inflation in Timor-Leste over
the same horizon.

From 2019 to 2020, Timor Leste’s inflation rate has trended downward from
2% to 1%, tracking the easing of external inflationary pressures, and providing
further confirmation of the correlation between the 2 variables.

Since external inflation rates in local currency terms tend to be relatively
stable over time, our Trading Partners’ currencies developments against the
dollar are fundamental in shaping developments in terms of our domestic
inflation.

Chart 1.19
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Bearing in mind the importance of this transmission channel, external
inflation‘s future developments, strongly determined by exchange rate
developments, will be one of the most influential factors in driving the
domestic inflation trajectory.

In this regard, the BCTL expects, in line with the IMF, regional currencies to
remain stable against the dollar in 2021 and 2022, which, together with
moderate Asian region’s inflation rates in local currency, supports our view
that imported inflation will remain stable over the next years, helping to steady
inflation pressures in Timor Leste in 2021 and 2022, below 2% on a yearly
basis.

Given that the domestic economy’s performance also influences national
inflation trends, BCTL's growth forecasts will be analysed in the report’s
chapter that addresses the domestic economy, which further details BCTL's
inflation forecasts for the years ahead.
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1.3.2. Energy Markets and Oil Revenues

Oil, natural gas and other energy resources’ prices are highly volatile, having
typically fluctuated widely between periods and regimes of high and low-price
levels. The charts below depict these fluctuations and allow us to place the
recent developments in energy prices on a longer time-frame perspective. It
should be noted that it is not uncommon for energy prices to fall by 50% and
rise by more than 50% within 1 year, as the 2020’s pandemic crisis illustrates.
In terms of levels, the sharp decline in oil prices from the end of 2014

cancelled all nominal price gains recorded since 2009.

In 2020, the oil’s price (brent’s benchmark) fell -24%, unlike gas and coal,
fully offsetting the gains recorded in 2019 (+17%). With this new decline, the
price of oil continued to remain well below the values recorded in 2012, which

suffered substantial falls in 2015.
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Future oil revenues are
now much smaller than
in the past, thus reducing
the impact of oil price
fluctuations on Timor
Leste’s oil wealth.

The price of oil exhibited significant volatility throughout 2020, due to the
disturbances caused by the pandemic crisis and its developments. Even
though it fell throughout the year, the reopening of economies in the second
half and the gradual recovery in global energy demand supported the recovery
in oil prices, particularly in the second half of the year.

However, changes in energy prices are not easy to anticipate, as they result
both from the interdependence between demand and aggregate supply

on physical markets and, increasingly, from the less measurable and
unpredictable effects resulting from the financialization of these markets,
yielded by the expansion of the financial derivatives market and increased
participation of financial intermediaries and speculators. An obvious proof
of this inability to predict is clearly the most recent drops in oil prices, whose
speed and breadth were not effectively predicted by the majority of market
players and analysts.

However, the impact of fluctuations in energy prices in our country’s oil wealth
is now much lower, compared to previous years. This follows from the fact
that future oil revenues from ongoing activities are now much lower when
compared to what has already been extracted from the Timor Sea reserves,
with the prospect of existing fields exploration to cease completely by 2023.
The expected future income from 2021 to 2023 amounts to $200 million,
which represents a renewed reduction compared to the expected value in
2019 of $824 million.

Taking into account the now diminished estimate of expected future oil
revenues expected, we do not develop in this report, as we did in previous
years, the sensitivity analysis of oil revenue to changes in future oil prices.
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1.3.3. Financial Markets and the Petroleum Fund

Finally, we consider another transmission channel of international
developments to our economy, which relates to the Petroleum Fund (PF),
established to efficiently manage the country’s oil wealth. The working
mechanism of this channel is similar to the price of oil, to the extent that the
price changes of international financial assets drive the value of the Petroleum
Fund and, in turn, the Fund’s ‘Estimated Sustainable Income’ (ESI). Insofar

as they drive changes in these two aggregates, financial asset prices end up
influencing the amount of revenue available to finance the state budget and,
consequently, the pace and scale of spending and public investment policies.

The PF concluded 2020 recording total financial assets of $18,991 million,
invested mainly (60%) in Fixed Income of the most developed countries and in
Equity (35%) of thousands of companies based in these same countries and
(5%) Private debt instrument for oil operation

In 2020, the Fund recorded an overall net profit after fees and taxes of $1,859
million, which was still slightly less than the record $2.1 billion return achieved
in 2019. This continued and substantial performance was due to the renewed

combination of gains from investments in bonds and shares, in a year in which
exchange rate changes only had a marginal impact for the year as a whole.

Since its founding, the PF has been expanding its investment universe, starting,
first, by only investing in USA Treasury securities, then gradually investing in
shares and, finally, extending investments to bonds issued by several global
Treasuries. The gradual extension of its investment mandate was driven by

the growing demand for a higher expected return for the Fund and search for
greater diversification of its investments and relevant markets.

Naturally, this institutional development exposes the Fund to new risks and
markets, but which, by benefiting from the diversification of the prices of the
various assets, allow a more solid portfolio to be built and whose risk-return
profile is more efficient. At present, the Fund invests only in fixed interest
rate bonds and equities, so that received interest and dividends on bonds
and shares provide the Fund with a fixed and constant income, at least on ‘a
priori’ basis. Naturally, by investing in bonds and stocks, the Fund benefits
from increases in market values of these securities or, on the contrary, can be
adversely affected by eventual negative price changes. Therefore, the Fund’s
main financial risks correspond to possible losses arising from the fall in the
prices of the bonds or socks in which the Fund is invested.
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the PF ESI and, in turn, overall
funding of the State Budget.
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60% in Fixed income and 35%
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in global bonds and equities
markets....



.... but foreign exchange
fluctuations also affect the
PF, which has invested in
currencies beyond the USD.

In 2020, the Fund
continued to record
substantially positive
returns, due to the positive
investment performance
in both equity and bond
markets.

Bond investments
continued to record gains in
2020, benefiting from the
downward trend in global
and US interest rates.

In addition, since the PF invests in several jurisdictions and markets, denominated in
currencies other than the US dollar, the Fund is also exposed to exchange rate risks,
understood as the possibility and impact arising from the depreciation of the various
investment currencies against the dollar.

In short, the PF’s financial risk includes 3 types of market risk: equity risk, or risk of
falling global stock prices, interest rate risks, which translates to the risk of falling
Treasury bond prices; and currency risk, which consists in the risk of depreciation of
the investment currencies against the US dollar.

The price changes of PF’s assets and the various investment currencies thus
constitutes the true channel of transmission between international markets, the
value of PF and its ESI and our country’s economy. In terms of returns, 2020 was
also very positive for the FP, which returned +10.67% for the year as a whole,
compounding the gains already recorded in 2019 (13.25%), which was explained by
the positive investment performance in bond markets, as well as in stock markets.

As previously mentioned for world bond markets, interest rates recorded substantial
falls in 2020, especially in the US market, which were also more conspicuous in the
case of 2-year terms than in 10-year terms years, in line with the cuts in FED’s policy
interest rates. These declines reinforced the interest rate declines already recorded
in 2019.
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In the European and Japanese markets, long-term interest rates also
registered further declines, although they were already and generally in
negative territory at the end of 2019. These generalized rate declines, which
reversed the upward interest rates’ cycle recorded until 2018, particularly in
the US market which represents the majority of the Fund’s bond investments,
further benefited the PF’s bonds portfolio return, by adding to its accrued
coupon returns. The PF’s bond portfolio thus recorded an overall performance
of 5.04%, extending the 5.16% gains registered in 2019.

In terms of its stock portfolio, the Fund’s equity benchmark (the black line in PF investments in shares have

the chart below - “World”) accumulated new gains in 2020. The gains in PF

again benefited from the robust
performance of practically all

equity portfolio stemmed from the rises in the US market, but also from most global equity markets, led by

of global equity markets. PF investments in shares recorded a gain of 14.03%

the US market.

in 2020, after having accumulated a record return of 27.67% in 2019. In
terms of foreign exchange impacts, the PF was only marginally affected by a
very slight appreciation of the USD against investment currencies in 2020.
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The PF’s value and returns
trajectory continues to
largely depend on the price
developments in dollar
terms for these global
financial assets.

In short, the Petroleum Fund currently holds a portfolio of a vast and diverse
set of securities and is invested in major global stock and bond markets, that
efficiently optimizes its risk-return profile.

However, given its substantial investments in global bonds and equities, the

PF’s future financial value and its returns trajectory continue to depend on price
developments for these financial assets, which are naturally and also affected by
the gyrations of the dollar against the respective investment currencies.

In a longer time-frame, we do think that the risk of a global stock or bond market
correction is now significant, given the current and simultaneous high stock
market valuations and the historically low levels of global bond interest rates. The
trends evidenced in 2020 have further reinforced this historical overvaluation of
securities in both investment markets.

In this regard, it should be noted that the top US stock market index, the S&P
500, after its renewed ascent in 2020, reached a new peak price level that
corresponds to three times its level of December 2009 and today registers
historically record valuations, visible for example in its extraordinary ratio of price
to companies earnings.

However, the long investment horizon of the Fund and its institutional framework
should allow us to deal with the markets’ short-term swings in a rational way and
even to benefit from the occasional episodes of price declines across markets, by
a rigorous implementation of the Fund’s investment discipline and targeted asset
allocation.

On the contrary, the absence of significant future oil revenues from ongoing
exploration projects, together with the continued maintenance of a level of
public expenditure that results in an active reduction of the Fund’s capital, today
represent significant risks to this strategy’s success and respective temporal
investment horizon. These risks, if not mitigated adequately over the coming
years, should require a due reassessment of respective PF’s objectives to ensure
consistency and coordination with its investment strategy implementation.
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Chapter 2

Domestic Economy — Recent Developments
and Projections

This chapter describes major developments in Timor Leste’s non-oil economy
in 2020 and relevant perspectives for 2021 and 2022, also discussing
important changes regarding the public, financial and external sectors.
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As is further detailed below, the main national
economic developments in 2020 were:

38

Timor-Leste’s economy recorded a recession in 2020, with BCTL estimating that non-oil
GDP contracted -3%. This contraction seems to have been more due to the elongation
of political uncertainty and the late approval of the 2020 State Budget, which resulted
in the annual reduction of public expenditure, but also to the adverse impact of the
pandemic and the respective lockdown and social interaction restrictions. With this
performance in 2020, the domestic economy ended a very anaemic economic growth
cycle in the last 4 years, as real GDP was, at the end of 2020, still below its value in
2016.

For 2021, BCTL expects a strong and substantial recovery in growth, a year in which
GDP is expected to expand 7.7%. This expectation heavily relies on the extraordinary
growth of public expenditure forecasted for 2021, as the approved 2021 State Budget
results in a 21% increase in budgeted expenditure, but also because we expect a
substantial pickup in expenditure execution rates in that year, compared to 2020.

In terms of fiscal policy, 2020 was marked by a reduction in public expenditure and in
the public deficit, which was mostly due to the decrease in public investment and the fall
in expenditure’s execution rates, especially in goods and services and transfers.

Domestic inflationary pressures have remained controlled and low throughout 2019 and
2020, with annual inflation rates remaining close to 1%. BCTL continues to expect the
persistence of this low and stable inflation scenario in 2021 and 2022, which is based
primarily on the assumptions of the stability of the dollar against most Asian currencies
and a moderate inflation in our trading partners’ economies in the same period.



* Although Timor-Leste continues to record a current account deficit, the gradual and
continued reduction in the deficit in the goods and services’ commercial accounts

has resulted in the contraction of the Country’s effective external deficit. However, the
progressive and substantial reduction in oil revenues over the recent years has been the
major driver of the simultaneous and symmetric increase of the global external deficit.

Despite these macroeconomic challenges, the financial sector continued to be highly
dynamic in terms of the growth of its activity, assets and deposited funds, thus
remaining stable and solid, as is visible in the maintenance of ample liquidity levels and
low levels of credit at risk. It is illustrative to note that, even in the difficult year of 2020,
bank credit continued to grow significantly, as well as deposits.

The BCTL also implemented several relevant initiatives within the scope of monitoring
the economic situation at the national level and mitigating the economic impacts of
the pandemic crisis. In this context, we highlight the design and implementation of the
credit moratorium program and loan subsidization scheme for national families and
companies, as well as the undertaking of surveys on families and informal business,
with the aim of assessing the respective economic impacts during the lockdown and
post-lockdown period.

39



2.1. Economic Activity and Inflation

2.1.1. Economy - Recent Developments and Perspectives

Timor-Leste’s economy contracted again in 2020, with BCTL estimating
that non-oil GDP fell -3%. This contraction seems to have been more due

to the prolongation of political uncertainty and late approval of the General
State Budget (OGE) for 2020, that resulted in the annual reduction of public

The domestic economy
contracted again in 2020,
due to the late approval
of the 2020 OGE and

the impact of the global

expenditure, but also to the adverse impacts of the pandemic and the
enforcement of lockdowns, social restrictions and public health protection

measures.
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This renewed fall in GDP thus cancelled-out part of the economic recovery
recorded in 2019 - when GDP grew 1.8% - after the contractions registered in
2017 and 2018. The anaemic economic performance of recent years can be
demonstrated by the fact that the real GDP of 2020 is still below its 2016’s level.
This performance is due, in turn, to the increase in political instability over recent
years, resulting in the difficulty in approving and executing budgetary policies and
the natural limit on the use of public expenditure, given the progressive reduction
in oil revenues, as the principal driver of growth in our economy.

On the positive side, the BCTL's estimate of a contraction of -3% for GDP in 2020
is more optimistic than the Ministry of Finance’s forecast of -6%, as included

in the OGE proposal for 2021. In fact, according to the data relative to several
economic data series already published for 2020 - imports, public expenditure
and revenue, activity and resources of the financial sector - we consider that
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BCTL expects a substantial
recovery in 2021, a year

in which GDP is expected
to grow 7.7% compared to
2020.

GDP’s contraction is largely due to the major fall in public investment in 2020,
since the two largest components of domestic demand - private consumption and
public consumption - seem to have been resilient in 2020, despite the challenges
posed by the pandemic.

In terms of projections, BCTL expects a strong and substantial recovery in 2021,

a year in which GDP is expected to expand 7.7%. This expectation is based, above
all, on the material growth forecasted for public expenditure in 2021, due to the
fact that the 2021 State Budget foresees a 21% increase in budgeted expenditure,
but also because we expect a pickup in expenditure execution rates in that year,
compared to 2020. Naturally, given the continued and renewed importance

of public expenditure programs for our economy, the approval of a highly
expansionary fiscal policy will result in a substantial increase in public consumption
and investment and in the reinforcement of the expansion in private demand
aggregates, especially of household consumption.

It should also be noted that BCTL's economic prospects for 2021 are also more
optimistic than those of the Ministry of Finance, which only anticipate 3.9%
growth in that year, despite the already approved 2021’s Budget, which implies an
immense increase in public expenditure.

However, for 2022, BCTL expects the domestic economy to experience a renewed
slowdown, growing only 1.2% over the year, which is due to the stabilization and
even slight expected reduction in the levels of public expenditure in 2022. This
should be required to take into account the increasing constraints in terms of
funding resources, given continued high annual public deficits and the expected
reduction in the Petroleum Fund’s capital.

Finally, it should be noted that this projection scenario for 2021 and 2022, on

par with the trends between 2017 and 2020, again confirms the continued and
excessive dependence of the domestic economy on public expenditure policies and
programs, while the effective start of a developmental and investment process led
by the private and productive sectors continues to be deferred.

We thus renew our emphasis on the need to effectively promote and quick-start
growth across national productive sectors. This continues to be particularly
necessary and important to meet the growing challenges in terms of job creation
for our young population and prepare the country for the coming need to
implement a reduction in the level of spending and public investment, in view of
the substantial reduction in future oil revenues and accumulated returns in the
Petroleum Fund’s capital.
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2.1.2. GDP Trajectory - Spending, Production and Components

Although official estimates of Timor-Leste’s National Accounts only exist until
2019, BCTL has developed an internal model that allows it to estimate the
evolution of the most relevant components of domestic and external demand
for more current periods. This allows us to assess the preliminary trends and
changes for GDP and respective aggregates already for 2020.

According to these estimates, the -3.2% GDP’s contraction in 2020 is mainly
due to the fall in public demand this year, which, in turn, was explained by

the substantial drop in public investment of -24.5%, as public consumption
effectively rose 3.5%. Positively, despite the pandemic impacts and delays

in the implementation of 2020’s budget program, available data points to a
great resilience of private consumption, which seemed to have increased 1%
in 2020. On the contrary, private companies’ investment seems to have fallen
-15%, on par with the reduction in public investment.

The fall in public investment
in 2020 was largely
responsible for the drop in
GDP.

Chart 2.2a Chart 2.2b
GDP real growth - Spending Aggregates GDP real growth - Production Aggregates
15% 8%
10% 6%
4%
5% 2%
0% 0%
2%
_[o,
5% 4%
-10% 6%
2017 2018 2019 2020p 2021p 2017 2018 2019 2020p 2021p
% annual change and contributions % annual change and contributions
Proc. Extern Public Partners Services (Others) Public Administration
Public Sector Private Sector Construction Industry & Mining
GDP Agriculture GDP
Source: DGE and BCTL Source: DGE and BCTL

42



As can also be seen in chart 2.2a, the substantial recovery expected for
2021 should result from the material upturn in public and private demand,
due to the mentioned increase in the fiscal stimulus, whose effect will be
partially offset by the increase in the country’s import levels in the same year.

The public administration In terms of the economic activity of the various occupational sectors, as
sector maintains its leading g G\ in chart 2.2.b, the services and the public administration sectors
position in the domestic . . .
economy. should have registered the largest falls in 2020. Conversely, these will be the

sectors that should rebound more during the expected expansion for 2021.
Since 2010, according to graph 2.3a, the main change in the production
structure consisted of a significant decrease in the weight of the agricultural/
primary sector - from 25% to 17% of GVA, or gross valued added - and a
simultaneous asymmetric increase in the weight of public administration,
from 17% in 2010, to 27% of GVA in 2020. This change was naturally due

to the substantial expansion of public expenditure which resulted from the
policy priorities implemented over the last 10

Chart 2.3a Chart 2.3b
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The decline in the importance of the civil construction to 13% of GDP in 2020
is also noteworthy. This sector’s importance declined gradually after 2016 - the
year in which it corresponded to 18% of GDP - due to the moderation of the
pace of expansion of the public expenditure and the reduction of infrastructure
development programs since that date.
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On the positive side, the industrial sector has registered a notable expansion in
activity, with its GVA growing 125% cumulatively since 2014. Even so, despite
this robust expansion, this sector still represents a very small part of the
domestic economy, representing only 2% of GDP.

In short, this production structure demonstrates that the country’s economy
continues to depend to a large extent on the public sector, since the sectors
that are less dependent on the State - agriculture, fisheries, industry, hotels
and restaurants - only continue to represent 21% of GDP in 2020. In a longer
time perspective, compared to the economic structure of 2015, there was no
significant change in the weight of the sectors less dependent on the State,
which in 2015 already represented around 21% of GDP.

Furthermore, the accumulated growth of these 3 sectors between 2015

and 2020 was only 4%, in line with the growth in national GVA. Despite the
noteworthy progress of the industrial sector, the stagnation of the agricultural
and fisheries sector, which is the largest of these sectors and which grew only
2%, was the main obstacle to the progression of the productive sectors in the
last 5 years, while the restaurants/hospitality sector even lost -4% of its GVA in
the period. Finally, it should be noted that the public administration and logistics
sectors, directly dependent on decisions and levels of public expenditure, grew
15% and 33% in the last 5 years.




In 2020, average inflation
slowed again to 0.6%, from
1.4% in 20109.
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2.1.3. Prices and Inflation

Average annual inflation in the city of Dili, according to DGE’s CPI data was
0.6% in 2020 - CPI stands for consumer price index - which represented a

slowdown compared to 1.4% in 2019. As can be seen in the charts below,

inflation’s recent slight slowdown over the last 2 years, followed the pickup
recorded observed in 2017 and 2018, from the negative rates recorded

in 2016.

In terms of year-on-year rates, the same data for the Dili’s CPI shows that
inflation remained virtually unchanged between December 2019 and the end
of 2020, having risen slightly from 0.9% to 1%. This differs from what was
observed for average inflation, because inflation rates were extremely low
between August and October of 2020.
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Table 2.1 offers more detail in terms of inflationary trends, disaggregating
average inflation rate across large groups of goods and services:

Table 2.1. CPI Basket Sub-Groups Inflation Rate - % annual average

Dec-16 Dec-17 Dec-18 Dec-19 Dec-20
Food 2.7% 1.1% 2.1% 1.9% 1.4%
Alcoholic Beverages & Tobacco 3.2% 0.3% 9.0% 1.5% -0.3%
Clothing and Footwear 1.0% 0.2% 0.6% 0.1% 2.5%
Housing -1.1% -0.8% 1.2% 0.4% -0.5%
Equipment of Housing -3.8% -1.3% 0.5% -0.4% 0.1%
Health 1.4% 0.7% 0.0% -0.0% 0.0%
Transportation -4.4% -0.1% 3.3% 0.7% -2.1%
Communication -0.3% -1.8% -0.5% -0.3% -0.5%
Recreation 1.6% -0.1% 0.7% 0.2% 0.2%
Education 6.5% 0.0% 18.1% 10.1% 0.0%
Total -1.7% -0.6% 2.6% 1.4% 0.6%

Fonte: DGE e analise BCTL

Food items, which continue to dominate the CPI, with a 53% share of the
consumption basket, registered an average price increase of 1.4% in 2020,
higher than the total inflation rate of 0.6%, but lower compared to 2019.

On the other hand, non-food inflation was lower than food inflation, where we
highlight the slight increase in clothing inflation and the interruption of the
strong increases in education prices registered over previous years.

Therefore, inflation slowdown in 2020 was mainly explained by the slowdown The slowdown in inflation

in non-food inflation, which dropped from 1.8% to 0.6% and whose effect was was mainly due to the
slowdown in non-food

also reinforced by the deceleration in food inflation. inflation, as had already
happened in 2019.
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In terms of macroeconomic drivers, this inflation slowdown was due to the
continued stabilization of external inflationary pressures, in a context of
stability of the dollar versus the currencies of our country’s trading partners,
despite the strong exchange rate volatility caused by the pandemic and the
global economic crisis. In addition, the renewed GDP fall in 2020, which added
to the anaemic performance recorded since 2016, resulted in an increase

in the underemployment of domestic economic resources, which should
continue to exert negative pressures on the general level of prices in our
economy.

Inflation projections for In terms of prospects for 2021 and 2022, BCTL anticipates a slight
jfiéinsefcyf:rizah?gh acceleration in inflation rates to 1.5% per year, which represents a scenario
corresponds to a scenario of  Of stable and moderate inflation expected for the next years ahead. These
reduced and stable inflation.  projections are naturally based on the assumption of: dollar exchange rate
stability against Asian currencies; inflation stability in the economies of
our main partners; and also on the fact that the domestic economy should
continue to operate below its potential level, despite the economic recovery

expected in 2021.

Notwithstanding the expected economic expansion in 2021 and 2022, the
anaemic economic growth cycle recorded over the last 5 years has resulted

in the current underemployment of labour and capital resources. In fact,

the BCTL estimates that the current GDP level 6% below its full employment
potential level. This fact, together with the expectation that the growth
recovery will peak in 2021, and record a subsequent slowdown in 2022, leads
us to believe that inflationary pressures, arising from the domestic economy
side, will remain practically non-existent over the next few years.



2.2. Public Finances

2.2.1. 2020 Public Budget Program

In 2020, it was again recorded a substantial delay in the approval of the Public expenditure

2020’s State Budget. which lted i table d . dit decreased -$94 million in
s State Budget, which resulted in a notable decrease in expenditure 2020, which was practically

execution rates. This development thus reversed the regularization of explained by the decline

in public investment and
the reduction in current
expenditure execution rates.

budgetary policy’s execution recorded in 2019.

According to the data in table 2.2 below, public expenditure, on an effective
cash basis, recorded an annual decrease of -$94 million in 2020, having
dropped from $1,221 million in 2019 to $1,127 million. It is interesting to
note that this decline occurred despite the fact that 2020’s budget, totalling
$1,487 million, was slightly higher than that of 2019, valued at $1,464 million.

Therefore, the reduction in public expenditure in 2020 resulted mainly from
the fall in the overall expenditure’s execution rate, which fell from 83% in 2019
to 76% in 2020, compared to the budgeted amounts.

This decrease was mainly explained by the fall in the execution rates for
current expenditure - wages, goods and services as well as transfers - from
88% to 76%, since the execution rate of capital expenditure rose from 72% to
73%. It should also be noted that the difficulties in implementing the budget
were especially evident for expenditure on goods/services and transfers,
whose execution rate dropped to 67% and 78%, a level well below that

of 2019.

Table 2.2. State Budget - Allocations, Changes and Execution Rates

Million of USD %Annual Change Execution Rate
2018 2019 2020 2019 2020 2018 2019 2020

Total Revenue, Excl. Loans 190 187 182 1% -3% 101% 95% 112%
Gov. Tax Revenue 128 123 119 -4% 3% 97% 90% 103%
Gov. Non-Tax Revenue 55 56 57 3% 0% 106% 102% 127%
Revenue Retention of Agencies 7 8 7 12% -13% 149% 116% 134%
Total Expenditure 1,184 1,221 1,127 3% -8% 95% 83% 76%
Recurrent Expenditure 925 907 967 2% 7% 109%  88%  76%
Capital Expenditure 220 264 130 20% 51% 65% 72% 73%
Loans 39 50 30 27% -40% 64% 57%  50%
Financing

Estimated Sustainable Income 550 529 544 -4% -3% 100% 100%  100%
(ESI)

Excess Withdrawals from the PF 432 440 420 2% -5% 100% 66%  100%

Fonte: TL Portal da Transparéncia, Livro OGE No. 1, GAE e anélise do BCTL
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The value of public revenue
decreased -3% in 2020, to
$182 million.

On the revenue side, the Government anticipated, in its 2020 OGE, overall non-
oil revenues of $172 million, excluding loans and grants, but actual revenue

amounted to $182 million, exceeding the budgeted figure. Even so, this amount
represented a decrease of -3% compared to the $187 million collected in 2019.

In terms of its composition, tax revenues continued to represent the most
important category, rising in 2020 to $123 million, which was translated into
a reduction of - 3% compared to 2019. It should also be noted that revenue
exceeded its budgeted value because non-tax and autonomous agencies’
revenues have exceeded their respective forecasts.

2.2.2. Public Revenue

A key priority of the Government consists in reducing the country’s dependence
in terms of funding from the Petroleum Fund. These efforts remain fundamental
in discussions and the Government budget planning. In the 2020 State Budget,
for example, the Government continued to highlight its “tax reform” policy
prioritization, to improve the country’s fiscal framework and increase domestic
revenues sourced from non-oil resources and activities.

The overall amount of public revenues fell in 2020, reversing the improvement
seen in 2019. This new decline was naturally the result of the aforementioned
contraction of the national economy and the fall in total public expenditure, which
continues to be the main driver of the economy and of revenues collected by the
public sector.

On a cash basis in 2020, domestic non-oil revenue reached $182 million, down
-3% from $187 million a year ago. The contraction in revenue resulted mainly
from the fall in fiscal revenue of -3%, but also from the reduction in revenue from
autonomous public agencies. Conversely, non-tax revenue rose slightly from $56
million to $57 million in 2020.

In terms of importance, tax revenue remains the most relevant source of
“organic” resources, contributing with 65% of total revenue in 2020, followed

by non-tax revenue with 31% and that of autonomous agencies, with 4%. It
should also be noted that, since 2018, there has been an increase in the relative
importance of non-tax revenue, from 29% to 31% of the total, mainly due to the
decrease in the weight of tax revenue from 68% to 65%.
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Chart 2.6 depicts the changes in tax revenue and its main components,
namely, taxes on individuals and companies’ income and taxes levied on
imported goods. The annual decrease in taxes was due to the fall in import
taxes, valued at -$3 million to $64 million, and the decline in taxes on income,
amounting to -$2 million, to $50 million collected in 2020.

Chart 2.6
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2.2.3. Public Expenditure
The overall execution rate of public expenditure fell to 76% in 2020, a figure
well below the 83% of 2019, thus remaining well below the 91% and 88%
recorded in 2018 and 2017.
Although the overall budgeted amount for 2020 was slightly higher than in Public expenditure
. L . . . decreased -8% to $1,127
2019, the substantial reduction in the respective execution rates, especially o :
million, effectively due to
for transfers and goods and services, explained the decrease in the amount lower execution rates for
actually spent in 2020 on a cash basis to $1,127 million. This figure resulted expenditure on transfers

. . .- and goods & services.
in an annual -8% reduction compared to 2019, or -$94 million.

In terms of the main components and, despite the aforementioned reduction
in execution rates, the value of capital expenditure decreased -$134 million,
but total current expenditure increased $60 million, which resulted from the
symmetric changes in budgeted allocations between 2019 and 2020, in
favour of more current expenditure and less public investment.
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Chart 2.7

2.2.3.1. Current Expenditure

In 2020, current expenditure increased 7%, thus adding to the 14% expansion
already recorded in 2019, which together reversed the combined decrease
registered in 2017 and 2018. This type of expenditure, totalling $967 million in
2020, thus returned to a level close to the historic highs recorded in 2015 and
2016, amounting to $1,030 million.

Current expenses continued to be the main component of public spending,
amounting to 86% of the total, which represented a huge increase compared to
the 74% and 71% recorded in 2019 and 2018. Also noteworthy, the increase in
current expenditure would have been much higher, had the execution rates for
this type of expenditure not decreased substantially in 2020, as the 2020 budget
foresaw a 23% increase in this type of expenditure, a figure well above the 7%
increase recorded on an effective cash basis.

Chart 2.7 depicts the annual changes in public expenditure’s main components,
calculated on an effective cash basis. As can be seen, the increase in spending
on transfers (+$50 million) and, to a lesser extent, on goods and services (+ $11
million) were the only categories that partly cancelled the substantial decline in
capital expenditure.
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As result, expenditure on transfers represented the largest category of total
expenditure, with 34% of the total (27% in 2019), followed by expenditure on
goods and services with 33% (30% in 2019) and salaries with 18% (16% in the
previous year).
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2.2.3.2. Capital and Development Expenditure

The Government estimated in its 2020’s OGE a global capital expenditure,
including the loans program, of $220 million, which represented a substantial
reduction of -$218 million, or -50%, compared to the $438 million allocated
in 2019. From this decision, also explained by the difficulties in implementing
budgetary policy in 2020, resulted that the amount actually spent on public
capital goods and investment decreased -$154 million (-49%) to $160 million.

It should also be noted that the execution rate for this category amounted

to 73% of the budget in 2020, slightly above the 72% of 2019. However, as
the 2020’s budget was only approved at the end of the year, the budgeted
amount was intentionally reduced and partially postponed to 2021, as it was
impossible to properly execute a substantial capital expenditure budget in the
last quarter of 2020.

Table 2.3. Public Investment Programs

Capital goods expenditure

was budgeted at $220

million in 2020, of which

only $160 million was

effectively spent.

Million of USD % Annual Change % Total
2019 Efectivo 2020 Efectivo 2021 OGE 2020 2021 2020 2021
Minor Capital 27 5 61 -81% 1051% 3% 11%
Prog. of Loans 50 30 71 -40% 135% 19% 13%
Infrastructure Found (IF) 225 124 255 -45% 105% 7% 48%
Public Investment Excl. IF 12 1 149 94% 21374% 0% 28%
Total 314 160 535 -49% 234% 100% 100%

Fonte: OGE 2021 e célculos do BCTL

The majority of capital and development expenditure was allocated to
infrastructure construction, including also the loans program, whose

weight amounted to 95%, compared to 85% in 2019 and 96% in 2018. The
Infrastructure Fund Program continues to assume the largest share relevance
in terms of public investment, since its budget corresponds to 77% of the
category in 2020.
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Roads investment, including  Table 2.4 summarizes the information on the existing programs at the level of

he | i L
the loans program, remains v o \ngrastructure Fund (FI), with higher budgeted values.
the top public investment

priority.

Table 2.4. Infrastructure Fund - Relevant Subprograms

Sistema financeiro e infraestruturas de apoio

2018 Actual 2019 Efec. 2020 OGE 2021 OGE 2018 Actual 2019 Efec. 2020 OGE 2021 OGE

Roads 127 135 80 105 35% 49% 43% 31%
Program of Loans 87 50 60 71 24% 18% 33% 21%
Tasi Mane 61 45 2 9 17% 16% 1% 3%
Electricity 15 10 4 18 4% 4% 2% 5%
Roads - Maintenance 13 4 4 7 4% 2% 2% 2%
Airports 13 B 4 20 3% 2% 2% 6%
Bridges 10 9 4 5 3% 3% 2% 1%
Urban & Rural Development 10 4 2 6 3% 2% 1% 2%
Drawings & Supervision 4 0 4 9 1% 0% 2% 3%
Financial System and Support

Infrastructure 4 3 3 3 1% 1% 2% 1%
Others 21 10 17 86 6% 4% 9% 25%
Total IF Incl. Loans 364 276 184 338 100% 100% 100%  100%
Fonte: OGE 2021 e célculos do BCTL

The reduction in the In terms of the sectoral priorities of the Infrastructure Fund in the 2020 State

amounts allocated to the . . . . .
amou - Budget, roads - including loans - continued to assume the greatest importance with
Tasi Mane’ investment

program over the past few 76% of total expenditure (59% and 49% in 2019 and 2018), or $140 million, which

years is also clear. represented, however, a decline in absolute terms compared to the $185 million of
2019. Contrary to previous years, the remaining investment program of the Fund does
not highlight any other specific priorities. It is also clear the declining importance of
the ‘Tasi Mane’ Program - a program mostly comprising infrastructure development
on the south coast, to support the oil investment plan - which, in previous years, had
received a substantial share of budgeted capital expenditure.

As to what regards annual changes and prospects for public investment in these
programs, investments in roads have represented and will continue to represent in
2021 the Government’s top priority, since the OGE proposal for 2021 allocates 52%
of the Fund’s investment to the roads program. In addition, we also highlight the
expansion of allocations foreseen in 2021 for investments in airports and electricity,
which, however, will remain considerably lower than the roads program. The remaining
Fund’s investment programs continue to allocate small individual amounts in terms of
the total projected public investment.
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2.2.4. Public Funding Sources

In its 2020 Budget, the Government planned to use $964 million from the The State continued to
. . . withdraw funds from the PF
Petroleum Fund, having effectively withdrawn the same amount from the well above its ES| in 2020,
PF to finance its expenditure in 2020. Note that this amount has remained which resulted in a further
practically unchanged from the $969 million withdrawn in 2019. LZ%T;;‘O” in the Fund's
With this continued mobilization of funds, the annual withdrawn amount from
the PF continues to be well above its estimated sustainable income (ESI),
amounting to $544 million ($529 million in 2019), which translates into a
direct and continued reduction in the Fund’s capital.
Chart 2.8
Public Expenditure Funding Sources
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In terms of the funding sources available to finance public expenditure, PF Public non-oil revenues

financed only 13% of public

distributions continue to be the main source of funds, financing 65% of 2020’s o
spending in 2020.

expenditure. It should be noted that the reduction of this ratio compared to
74% in the previous year was due to a high Treasury cash balance, which had
been accumulated in budget execution during the duodecimal regime in 2020.
Domestic public revenues financed, in turn, 13% of total expenditure in 2020,
when in 2019 these had financed 18%. This proportion decline is due to the
same factor mentioned above.
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The continued reduction in
PF’s capital constitutes a
clear and significant risk to
Public Finances’ medium-
term sustainability.

Loans have maintained their small importance in terms of expenditure financing
in recent years, having financed 2% of the total in 2020, compared to 4% in the
previous year. These loans, which have mainly served to finance investment in
roads in the country, amounted to $30 million in 2020 ($87 million in 2019),
corresponding to an execution rate of 50% versus the budgeted amount. This
resulted in the decline of the execution rate of the loans program, since in 2018
and 2019, 64% and 57% of the respective OGEs, had been implemented.

In short, these considerations allow us to confirm the continued and immense
dependence of state budgets from oil revenues or, more specifically, transfers
originating from the Petroleum Fund, aggravated by the fact that the respective
annual outflows have substantially exceeded the Fund’s sustainable income.

Despite the existence of substantial oil and gas reserves in Timor-Leste’s territory,
the fact that ongoing exploration projects are expected to be terminated by 2023,
makes the continued and considerable reduction of the Fund’s capital a material
risk to our Public Finances’ medium-term sustainability.
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2.3. Monetary and Foreign Exchange
Sectors

2.3.1. Interest Rates

Average lending interest rates remain relatively high compared to overseas Creditinterest rates
USD benchmark lending rates. Standard economic theory generally states EZ?zzzﬁﬁgdbﬁ%queoﬁ'gh'
that when a small country adopts the currency of a large economy as its own,

interest rates tend to converge to its anchor’s rates. In Timor Leste this has

not been true, especially for credit interest rates due to several reasons,

mostly related to banking business risks in our country, which include local

credit risks and the country risk itself.

Chart 2.9
Key Lending and Deposit Interest Rates
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Contrary to the previous year, the still high average interest rates on loans

to the private sector decreased from 11.98% to 11.28% in 2020, which
represents a positive development for companies and families that rely on
banking sector’s funding. However, the average rate paid on 6-month deposits
remained practically unchanged in 2020, standing at 0.64% at the end of the
year. This distinct change in active and passive rates caused the credit spread
- or rates differential - to fall in 2020 to 10.62%, contrary to the increases
recorded in 2019 and 2018.
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Table 2.5. Commercial Banks Interest Rates - Weighted Averages (% year)

Periods

2019 Dec
2020 Jan

Feb
Mar
Apr
May
Jun
Jul
Aug
Sept
Oct
Nov
Dec

Loans + Demand Saving Time Deposit

6 month Libor Deposit Deposit 1 month 3 months 6 months 12 months
11.98 0.06 0.44 0.62 0.63 0.64 0.62
12.01 0.06 0.42 0.63 0.64 0.65 0.61
11.96 0.06 0.42 0.63 0.64 0.65 0.61
11.93 0.06 0.42 0.63 0.64 0.65 0.61
11.91 0.06 0.43 0.64 0.64 0.66 0.62
11.86 0.06 0.43 0.64 0.65 0.66 0.62
11.80 0.06 0.43 0.64 0.65 0.66 0.62
11.69 0.07 0.46 0.64 0.64 0.66 0.64
11.47 0.06 0.43 0.64 0.65 0.66 0.62
11.43 0.06 0.42 0.64 0.65 0.66 0.61
11.37 0.07 0.42 0.64 0.65 0.66 0.61
11.34 0.07 0.43 0.64 0.65 0.66 0.62
11.28 0.07 0.46 0.64 0.65 0.66 0.64

Source: BCTL

The dollar recorded slight

and mixed changes versus
our main trading partners’
currencies.

2.3.2. Exchange rates

The US dollar, Timor-Leste’s official currency, recorded slight and mixed changes

versus the currencies of our main trading partners in 2020, similarly to the
previous year. Over the year as a whole, the dollar appreciated 1% against the
Indonesian rupiah, Timor-Leste’s main trading partner, but depreciated -2%
against the Singapore dollar, which is a reference currency in Asia.

Chart 2.10
Selected Foreign Exchange Rates versus the USD
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As our country continues to be highly dependent on the imports of goods and
services to satisfy domestic demand, the dollar appreciation/stability tends
to help to contain price pressures of imported products and, in turn, stabilize
domestic inflation.
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2.3.3. High-Power Money, or Monetary Base

The Monetary Base or ‘high-powered money’, which is one of the crucial
variables in terms of monetary policy, increased $ 22 million in 2020, thus
cancelling out part of the substantial drop recorded in 2019 (-$48 million).
The monetary base was valued at $151 million at the end of 2020, of which
$23 million corresponds to the currency in circulation and the remaining
$128 million to bank deposits with the BCTL. The expansion of the monetary
base in 2020 was mainly due to the increase in bank deposits with the BCTL,
amounting to $18 million.

2.3.4. Money Supply

Financial sector development plays a vital role in facilitating economic growth
and poverty reduction. The compilation and analysis of monetary and financial
statistics allow us to gauge developments and changes in our monetary and
financial systems. BCTL has been collecting and compiling these statistics

High-power money
increased in 2020, due
to the expansion of bank
deposits with the BCTL.

The compilation of
monetary and financial
statistics fundaments our
assessment of relevant
developments in our
monetary and financial

systematically in order to build a comprehensive and detailed understanding systems.
of the financial sector and, in turn, support the development of BCTL's macro
prudential and monetary policies frameworks. However, to date, BCTL does
not yet have an autonomous monetary policy and respective instruments, as
our country continues use a foreign currency, the USD, as its official currency.
Chart 2.11 Chart 2.12
Money Supply Growth M2 and its Components
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Although Timor-Leste is a
“dollarized” economy, the
BCTL is able to reasonably
calculate the money supply
aggregate M2.

M2 increased in 2020 to
$869 million, fully offsetting
the drop recorded in the
previous year.

Although Timor-Leste is a “dollarized” economy, BCTL can still reasonably
calculate the aggregate money supply (M2 aggregate), excluding the dollar bills
in circulation, which in most countries is used as a measure of the availability of
means of payment. As usual, the money supply in Timor Leste is calculated by
the sum of coins in circulation, current/checking account deposits - which, like
currency, can be mobilized immediately to make payments - and “quasi-currency
“(savings and fixed-term deposits), which can also be mobilized relatively quickly
to make payments.

Charts 2.11 and 2.12 above depict the evolution of the M2 monetary aggregate
over the period from 2016 to 2020. Note again that the M2 figures are
approximate because, as the country uses the US dollar, it is difficult to accurately
calculate the value of dollar bills in circulation. However, as this value should be

a small and stable proportion of funds available for payments, our M2 estimate
should serve as a reasonable measure of the size and changes of money supply
in our economy.

The M2 thus calculated amounted to $869 million in December 2020, having
expanded $81 million, fully offsetting the -$60 million annual drop recorded in
2019.

It is also important to analyse the evolution of the money supply components,
presented in chart 2.12. Total deposits with financial institutions were
instrumental in expanding the money supply, with an increase of $77 million,
completely offsetting the drop of -$63 million registered in 2019.

As for its ownership by institutional sector, as shown in chart 2.13, it can be seen
that 65.9% of deposits are held by individuals and 34.1% by private companies.
These percentages translate into a slight reduction in the proportion of
households’ deposits in 2020, after, in 2019, the respective increase had broken
with the medium-term stability recorded since 2013.
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Chart 2.13

Deposit Ownership Trends
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In another perspective of M2 breakdown, according to table 2.6 below, the
increase in credit and net foreign assets explained the bulk of the increase in
the money supply, despite having been partially annulled by the increase in
public sector deposits.

Table 2.6. Money Supply Changes (M2)
In millions of USD
Annual Flow 2019 Annual Flow 2020

Credit to Private Sector 14 27
Government -141 -34

Claim on Central Governmen 0 0

Deposit 141 34
Net Foreign Assets 130 32
Other net Assets 63 -57
M2 -60 81

Fonte: BCTL
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