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| ntroduction

Economic activities in Timor-Leste slowed down during the year 2003 as the result of a long
drought which affected agricultural production. Additionally there was the impact of a significant
downsizing in the presence of internationals, civilian support staff and military which affected the
service sector, including hotels and restaurants. However, there are indications that a period of
sustained recovery will take place over the next 2-3 years. It is recognised that due to limitations in the
available macroeconomic statistical datait is difficult to present a comprehensive analysis.

The banking system showed remarkable growth during the 2003/4 year, mainly due to changes
in bank strategic policy regarding their lending activities, but also influenced by the arrival of a new
bank licensed in August 2003. There was a considerable growth in lending to the private sector,
primarily in the construction, trade and transportation sectors, although there was also a sharp increase
in personal loans. In spite of this expansion in lending, the non-performing loans have continued to
remain low.

As part of the national programme to enhance economic activity and to promote private sector
development, the BPA has been requested to draft laws for insurance and payments. These laws have
been drafted and are in the process of consultation with interested parties. It is expected that the draft
laws will be ready for submission to the relevant authorities in the near future.

The insurance law, in common with other countries, establishes a sound legal framework for
effective licensing and supervision of the insurance industry. The draft law has been prepared based on
the core principles of the International Association of Insurance Supervisors. As well as drafting the
law, the BPA with assistance from the International Monetary Fund initiated a survey on the potentia
of the insurance market, focusing initially on compulsory third party liability insurance for motor
vehicles. The results of the survey are now available for insurance companies potentialy seeking a
licence in Timor-Leste. Meantime the payments law establishes the legal framework for payments
transactions, negotiable instruments, and the supervision of the payment and settlement systems.

In order to enhance the effectiveness of its supervisory activities to maintain the credibility of
the banking system, the BPA issued three important Instructions during the year, namely an Instruction
on the reporting of consolidated financial condition, the opening and maintenance of deposit accounts,
and an Instruction on the prevention of money laundering, customer identification and record keeping.
An Instruction concerning banking holidays was also issued.

During the year the BPA issued alevel “A” banking licence to PT Bank Mandiri Thk to operate
a branch in Timor-Leste. In the meantime, two other applications for banking licences were declined
during the year.

As a young ingtitution, the BPA continues to evolve its organisation to encompass new
functions. During the year the Department of Supervision became the Department of Financial System
Supervision to accommodate the new role assigned to the BPA to supervise the insurance industry. This
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department now comprises three divisions: banking supervision, insurance supervision, and licensing
and regulation.

In terms of staff development the BPA continued to invest intensively in building the capacity
of its staff by allowing staff to attend training courses, seminars, and attachments to other central banks
to further enhance their management and technical skillsin central banking.

As part of the long term plan for the institutional building, the BPA continues to endeavour and
promote cooperation with other central banks and/or supervisory authoritiesin other countries. We have
established good and cooperative relationships with the Bank of Portugal, Bank Negara Malaysia and
Bank Indonesia as wdll as the Portuguese Insurance Supervisor.

The BPA together with insurance supervisors from other Portuguese speaking countries
(including the Monetary Authority of Macao) have founded an association of insurance supervisors
(Associacao de Supervisores de Seguros Lusofonos) which islocated in Lisbon.

During its formative years, the BPA has been fortunate to benefit from presence of international
staff who have worked alongside nationa staff to develop the various services in the institution. The
management of BPA would like to express its sincere appreciation of their contribution to the
Institution. It is equally important to underscore the support that the institution has continued to receive
from the Prime Minister and the Minister of Planning and Finance, as well as from its development
partners.

This Annual Report and the audited financial statements are presented in accordance with
Section 56 of Regulation 2001/30 on the Banking and Payments Authority of Timor-Leste.

Dili, October 25", 2004

Abrado de Vasconselos
General Manager
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Timorese from Gleno (Ermera District)
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1-TIMOR-LESTE ECONOMY:
RECENT DEVELOPMENTS
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| nternational framework

During the 2003/4 fiscal year Timor-Leste completed its second year as an independent
country.

During these past two years, as well as the years since 1999, its history has provided a good
example of how countries become more and more interdependent, both from political and economic
points of view.

In common with our approach in the two past reports, and in line with reports produced by
similar ingtitutions, we start by reviewing developments in the international economy during the period
under review, since this provides the background for our country’s economic development. Although
we focus our attention on the recent past we will aso try, as far as possible, to present views on how
international economies may develop into 2005, for these will influence the development of our
national economy. Reflect on the extent to which Timor Sea revenues will be influenced by
international oil prices.

Two international organizations regularly publish analyses on the world economic
developments. The Internationa Monetary Fund and the OECD — Organization for Economic
Cooperation and Development — publish reports that are the basis for what follows. We also source
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information from specialized reports published by other central banks and global commercial banks. At
the end of this chapter is a bibliography for those who wish to study these matters further.

The beginning of the decade was noticeable for a relatively
dow growth in GDP (vd, graphic at right) and the first half of 2003
showed an even slower annual rate (about 1.5%) as a consequence of
the second Irag war. The OECD economies — those of the more
industrialized economies — experienced the significant recovery
foreshadowed in our report last year.
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This recovery was more rapid than anticipated and the

American economy, the growth engine of many countries, grew in |1-industrial 3
2003 by 3.1% compared with an expected 2.5%. 0- pountigs!, —L—

This rapid growth is continuing into 2004, with the IMF now e Zen P2 o
forecasting a 4.3% growth for the 2003 | 2004 5005
American  economy  (World T |11 T2 T3 ™ |11 T
Economic  Outlook,  September Annual GDP growth rate by quarter
2004, the source of several  United States 4.1 4.6 43 38 39 36 36
graphics in this section on the Japan 6.4 17 22 25 27 28 30
international economic situation) Euro Area 1.4 1.4 1.9 2.3 2.3 25 25
lat years estimae beng a Total OECD 4.0 31 32 3.2 3.2 32 33
“meagre’ 4%. The United States Idem, inflation
central bank (Federa Reserve) United States 15 21 20 13 13 18 15
forecasts that the country’s GDP Japan 44 08 14 12 11 -11 '1.0
growth of 2004 will beintherange g0 Area 16 15 16 18 18 16 17
4.5-4.75%. Their forecast for 2005 Tota OECD 1.1 22 1.8 16 16 16 15
isin the range 3.5-4%.

The IMF forecasts a . Unemployment rate

, United States 5.9 5.6 5.6 55 5.4 53 53
production growth rate for 2005 of Jopen 51 50 50 49 49 48 47
3.5%, 0.4 percentage points lower  gyro Area 88 88 88 88 88 87 86
than last April, when their forecast  Tota OECD 71 7.0 7.0 6.9 6.9 68 67
was 3.9%. _

Short term interest rate
United States 11 1.2 1.2 14 1.6 21 26

As  mentioned, these 34, 00 00 00 00 00 00 00
positive economic developments in - Euro Area 22 21 17 15 15 15 15
America help to accelerate growth  Source. OECD

in other economies. One of theseis

the “ Euro ared’” (comprising the EU countries that have adopted the Euro as their national currency),
which after relatively slow growth in 2003 (0.5% compared with 3% in the USA), which finally seems
to be seeing some economic recovery; two contributors to this recovery were Germany and France,
being the two major economies in the European Union framework. Although their GDP growth rates
were 2% and 2.6% respectively, they still lagged behind America.

Growth prospects for European economies in 2005 are now lower (2.2%) than last April when
the forecast was 2.3%, the rate being similar to that for 2004. We must point out that while the US
growth rate is forecast to be decreasing during 2005 alongside Japan (where the IMF projects the
growth rate to fall from 4.4% in 2004 to 2.5% in 2005) the European rate will continue to be rising or
stabilizing. This seems to corroborate the existence of a time lag between European and American
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economies, the former following the latter with a lag of about 6 months to one year. This may well
mean that in 2006 European growth will start decreasing following the fall in the American growth rate
in 2005. This transmission of influence can be seen in the table showing the quarterly development of
growth rate in the more industrialized economies.

The Japanese economy, in turn, appears to have broken out of its lethargic behaviour of the
1990s:. in 2003 the GDP growth rate was 2.7%, well above the European rate and approaching the
United States rate of 3.1%, and is forecast to be 3.4% in 2004.

This recovery is not unrelated to the American economy, because Americais a magjor client of
Japanese products. The recovery is aso driven by an increasing growth rate in China, an ever more
important client of products “ made in Japan”, ranging from equipment to durable goods.

As noted last year, production recovery is having difficulty in |10~ -
extending itself into the labour market: unemployment rates (see H—W-
graphic at right) are still high and are showing considerable resistance | 8- -
to falling, implying a somewhat dangerous trend for the future: that | 7- -

growth may be translating itself into proportionately fewer offers of | 5- U"i:ifi“;“fj\\n\_'

new employment, and complicating efforts to maintain the “work for | ¢_ P )
al” ethic introduced in the “ golden 30s” and consolidated through the 4'_‘0\,"_,\_// )
1950s to the 1970s. g
Nevertheless, a trend for unemployment to fall, abeit 1999 2000 01 02 @ 2*"”3
sluggishly, can be discerned. The structure of unemployment has
tended to change, more often impacting the younger population and in general lasting longer, in itself
creating analytical difficulties, arising in part from a mismatch between the qualifications of the
unemployed and the requirements of modern economies.

In contrast, the inflation (vd. graphic at right) rate has | . Developing countries
stabilized in most industrialized countries a about 2%. This is (median)
primarily as a result of monetary policy that has focused on the
maintenance of low inflation. It is aso partly a result of the existence
of unused productive capacity and a higher level of unemployment
than desired, which produces downward pressure on price increases
arising from higher wage rates, and partly a result of neoclassically- Advanced
influenced policies to control inflation tightly. Another contributing | = econcmies
factor that has kept salary pressures relatively low is the European |137 7 80 85 60 85200005
Union’s opening-up to the East European countries, with the inclusion
of several countries having “interesting” levels of productivity but low salaries.

It is important to note that the accelerating increase in production in many countries -
particularly the US, Japan and the Euro area- and the recent significant rise in oil prices have strained
some economies, and may lead to rising prices (hopefully not too much ...). Monetary authorities
(central banks) are alert to this, and in most cases have given unequivocal signs that they will not allow
inflation to increase significantly, resorting if necessary, to cooling off their respective economies by
increasing interest rates, for example.

Interest rates have been kept at historically low levels (less than 2% in the Euro area and the
US), and it isforecast that in 2005 there will be aslight increase.
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With regard to public finance the trends mentioned in our previous report have been
confirmed. There is increasing stress in the United Sates, mainly as a result of that country’s
participation in the Irag war. The same is true in Japan and the Euro area (namely Germany and
France) where governments have adopted policies to stimulate economic recovery through public
expenditure.

As aresult, following the years of balanced public accounts during the Clinton Presidency, the
US has now a fiscal deficit of 4.8-4.9% of GDP, and the financing of this deficit is starting to pose a
serious problem. That the US is not in more serious trouble is because several Asian countries have
been buying huge amounts of American public debt. This translates into the US being now being partly
a hostage to Asian countries for the financing of their public accounts. Should a change (although it is
unlikely) in this policy occur the USA may seeits financial and economic situation worsen.

The Euro countries decided to relax the criteria requiring them to limit the deficit to 3% of
GDP. We do not believe, however, that this amount will be significantly exceeded or put the economic
recovery now taking place in Europe at risk. The average size of the public deficit in these countries
today is about 2.8%.

Japan, whose deficit reached a record value of 8.2% of GDP last year, hopes that this value will
have aready started to reduce in 2004 as a result of an improvement in fiscal income geared by the
economic recovery and by some contraction in fiscal expenditure in order to give more room for the
private sector (investment and household consumption) to manoeuvre during the process of nationa
€CoNomic recovery.

Balance of Paxments of several countriesasa % of its GDP _W'th res.pect .to the external
e ———————————————— cCO\OMIC ~ relationships  of  these

i 2002 | 2003 | 2004 | 2005 countries, measured by their balance of

Advanced economies (whole group) -0.8 -0.8 -0.8 -0.8 . .
United States 45| -48| 54| -51| payments and, in particular, the
EL(J;O area g-g gg 2-2 2-3 balances of their current accounts, we
an”;g”y 10! 03| -06| -06| draw attention to the position of the

Italy 06| -15| -11| -08| United States, with adeficit of 4.8% of

Spain 24| -28| -34| -36 : :

Portugal 68| 51| -61| -s3| GDP in 2003, an increase Qf 0.3
Japan 2.8 32 34 32| percentage points compared with the
United Kingdom -1.7 -1.9 -2.0 -1.9 ;

Australia 44| 59| 53| -a9]| PEVIOUS year _ .
Asia New Industrialised Economies 5.8 7.6 6.8 6.5 Similar to what is happening
Fonte: FMI World Economic Outlook, September 2004, pg 15 in the public accounts, this disparity —

comparing with the Euro area’'s positive balance and particularly Japan's — is one of the main
weaknesses of American economy and may have consequences on both interest rates and USD
exchange rates. Indeed and at |east in the medium term it seems difficult to see how it will be possible
to maintain the policy of low interest rates that led numerous operators to favour holding their financial
assets in other currencies (Euro, Australian dollar, etc.) and as aresult, lowered the USD exchange rate
—which potentially was of benefit to American exports.

One has to point out that between April and September 2004, the IMF adjusted its forecast for
the balance of American external trade, significantly worsening the outlook from -4.2% to -5.4% this
year and from -4.1% to -5.1% for 2005.

Primarily due to the positive performance of German exports and other countries, the Euro area
has achieved a sustained positive balance in their current accounts. This situation has helped to
reinforce the Euro exchange rate against the USD.

Japan continues to be a very important exporting nation, which alows it to ensure a
comfortable positive balance: about 3.2%-3.4% of GNP.

10
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In brief, the estimated economic recovery in 2004 forecasted last year has been confirmed, with
GDP growth rates reaching the highest levelsin 20 years. It isimportant to note that the estimates for
2005 are less optimistic that those for the present year (2004), envisaging a slowing down of economic
growth rates for the United States and the economies most dependent on US developments — such as
some Asian economies including Japan. However this slowdown does not mean the onset of an
economic crisis, particularly in East Asia.

With regard to regional developments in the group of developing countries, special emphasisis
given to China, which is more and more becoming an engine for regional development arising from a
significant increase in its imports. Indeed the country is no longer, as it seemed afew years ago, merely
a“production platform” for exports of international (and Chinese) companies. As amajor importer, it is
increasingly becoming aregular full-time player in international markets.

In thisregard it isimportant to draw attention to the ever increasing importance of international
exchanges between China relative to severa of its neighbours, particularly Japan and South Korea.
These changes are significantly modifying the landscape of economic relations in the region as China
increases in importance.

Last year China saw rapid economic growth (9.1%), most of it originating in unusually high
expenditure on investment (about 45% of the GDP, an unthinkable rate for most countries), some of it
admittedly with a doubtful rate of return.

This overheating of the economy translated into accelerating price increases (inflation rates of -
0,8%, +1,2% and +4% from 2002 to 2004) and that lead the authorities to implement a policy of
quantitative restriction of credit in the economy. The expectations are that this will lower GDP growth
rate to 8.5% this year (2004), still an exceptionally high rate. According to the IMF estimates the
growth rate of GDP in 2005 will be in the order of 7.5% but other observers point out to forecasts of
7% and some even of 6% (for instance, the ANZ Bank in its East Regional Asia Report dated 12 July
2004).

One of the consequences, not foreseen by many observers, of the rapid growth in China has
been an increasing demand for ail. It has been the presence of China as a significant buyer of this form
of energy in the international markets that has contributed, along with political instability resulting from
the war in Iraqg, to the large increase in the price of oil experienced during recent months, which in turn
has influenced the previously optimistic perspective of future development in the more industrialized
€conomies.

Regarding other East and South-East Asian countries, we should mention that nearly all of
them have been seeing increased growth rates in 2004, a fact that is not inconsistent with their
relationships with the United States economy and, more recently, the Chinese economy. Both of those
economies are, as we noted earlier, now on an accelerating growth path, accompanied by a growth in
imports at least part of which is sourced from Asia.

As for Timor-Leste's immediate neighbours, we noted last year that we have a particular
interest in the development of the Australian and Indonesian economies.

After the dowdown in 2001, when the GDP growth rate was 2.7%, the Australian economy is,
as we noted in the last year’s report, exhibiting a remarkable resurgence: with growth rates of 3.3% in
2003 and, according to OECD estimates, projected to be 3.8% in 2004.

11
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The OECD predicts that during 2005 there will be a slight decrease in the growth rate to about
3.5%. However, other observers believe that in 2005 the GDP growth rate may be a little higher than
this year.

As aresult of this rapid growth, unemployment has been decreasing significantly and is now
5.5%, the lowest rate in 23 years.

This development arises from strong domestic demand, particularly household consumption
(which increased 6.2% last year), while external demand has suffered the consequences of a rising
AUD exchange rate against the USD over along period up to February 2004 (see graphic below).

The improvement of the growth rate for next year foreseen by some is linked to the possihility
of adlight recovery in external demand for Australian production which will be related to a depreciation
in the Australian dollar against a “basket” of currencies of its main economic partners of about 10%
since the beginning of this year. One of these currencies is the USD, with the ANZ forecasting that by
the end of 2005 the AUD will have depreciated against the USD from an exchange rate of 0.80 to 0.65.
Thiswill make Australian production internationally more competitive and easier to export.

The observable resurgence of economic growth in the group of Asian countries may aso
contribute to arecovery in Australian exports, particularly for agriculture and natural resources.

This recovery will lead to a stimulation of further investment, which has been important due to
the consistent performance of the economy.

In turn, inflation has been decreasing and according to OECD estimates appears to be
stabilising at 2% in 2004 after being 2.8% in 2003. A fal in the prices of imported goods resulting
from the revaluation of the AUD has contributed to this decrease. However, with the anticipated
reversal of thistrend in 2005, it seems almost certain that the inflation rate will increase to 2.5-2.8%.

This increase in inflation cannot avoid echoing increases in interest rates. These have been
kept at relatively high levels compared with other OECD countries (compare the short-term interest rate
of 5.7% in 2004 with 1.3% in the United States and 1.7% in the Euro area), and will tend to increase
further.

With respect to Indonesia, expectations of an increase in economic growth were confirmed for
2003. Indeed growth was even more rapid than previously forecast, with last year’s forecasts indicating
growth in 2003 and 2004 of about 3-3.5% and the actual rate eventuating at 4.2%. This year the rate of
growth is anticipated to rise further, to about 4.5% or even 4.8%, according to the Asian Development
Bank (see ADB Asian Development Outlook 2004 Update, October 2004). The final outcome will
depend not only on the degree of political stability following the elections but also on a number of other
elements, including the place Indonesia finds in the new economic context of the Asia-Pacific, with
China further penetrating markets in competition with Indonesian products such as textiles. A growth
rate of 5.2% is expected in 2005, higher relative to earlier ADB forecasts of 4.5%.

The inflation rate has also been falling, with predictions that this year it will be about 6%, with
adight reduction in 2005 to 5.5%. Other estimates (see ADB) that take into account recent increasesin
oil prices and the accelerating growth path of the country predict that the inflation rate in 2005 could
riseto 6.5-7%.

The exchange rate of the Rupiah was stable in the range 8,500-8,600 IDR/USD for a
considerable period of time but then in the middle of last year depreciated and has been trading in the
9,200-9,300 IDR/USD band, which caused the country’s exports to be cheaper when denominated in
USD.

90-day interest rates fell from 9.2% in July 2003 to 7.3% in March 2004.

12
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The growth of our neighbours economies is primarily due to domestic demand because
external demand seems to be expanding less rapidly. This is consistent with aloss of competitiveness
by the Indonesian economy compared with other East Asian economies, particularly China, in spite of
the depreciation of the Rupiah since 1998.

This review on developments in the international economy in 2003 and 2004 and the forecasts
for its development in 2005 allow us to repeat with aimost no changes the last paragraph published at
this point in our Report published in 2003. There we said:

“In summary, the picture that we wish to paint of developmentsin the world economy, of the region
in which Timor-Leste is situated, of its principa economic partners, is one of moderated optimism.
There are indeed signs of an albeit slow recovery in the international economy that will have a positive
impact on the economies of East Asia (including South-East Asia where we belong) but there are also
signs on a globa scale, particularly in the financial markets, that recovery is on a knife-edge, and
destabilising factors could arise that could easily put recovery in jeopardy.

One of these factors could be a rise in the price of oil and a deterioration in the international
political situation (Middle East, North Korea, etc) in such a way as to dampen the expectations of
economic agents, particularly entrepreneurs and consumers.”

The most important change to make to this paragraph is that for next year (2005) it is not a
“dow recovery in the international economy” that is forecasted but a softening of the growth of the
world economy. One proviso is that developments in the international oil market don’'t become even
worse bringing high price increases which in turn would force the major industrialized countries to
implement anti-inflationary and recessionary policies.

With this review of developments in the international economy complete, we propose to
analyse the development of the national economy in the period covered by this report (fiscal year 2003-
04) and more generally during 2003 and early 2004.
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Recent developments in the national economy

Production

In our Annual Report last year we gave space to the analysis of the available data on the
development of production in our country, drawing attention to the difficulties that arose from the fact
that there are no National Accounts. In the same vein we have drawn attention to this issue in our
guarterly “Economic Bulletin”.

Because we do not yet know the result of the survey of production being undertaken by the
Boston Institute for Devel oping Economies, we can but record the value of GDP growth rate as cited in
the International Monetary Fund's latest published document (October 2004) on Timor-Leste . This
report was produced by its latest mission (April 2004) under Article IV of the IMF Statutes.

In this report the IMF states that the real Gross Domestic Product (GDP) dropped at an annual
rate of 3% during 2003, a sizeable decrease, particularly if we take into account its impact in terms of
per capitaincome, which would have decreased about 5% in asingle year if we accept the IMF estimate
for the population growth rate in Timor-Leste, 1.9%, asin the 90s.

The report forecasts a GDP increase of 1% for 2004, the same rate being forecasted for 2005.
As will be seen below, the government uses a different estimate in its budget, although it is for the
fiscal year to June 2005 and not for the 2004 calendar year.

The decline in production during 2003 arose from two main factors coming together: the
drought with its resulting bad year for agriculture, and the departure of a significant number of
international personnel, civil and military, who were the source of high turnover in the hotel and
restaurant sectors, as well as in the housing sector (rehabilitation of houses and rental payments,
sometimes at high rates).

15
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This negative perspective on production growth during 2003 and the lack of optimism for its
growth in 2004 seems to contradict a sharp increase (about 6 times) in credit being granted to the
private sector by the banking system. However, we shall see later that a very significant part of this
credit is to finance imports (taxis, mini-buses, consumables for kiosks, etc) and thus an important part
of its potential effect on the economy isleaking out of the country.

The redlity is that reviewing production may be more complex than looking at IMF forecasts.
Indeed the preparatory document for the 2004/5 State Budget forecasted that the rate of growth in
production during the period (fiscal year ended June 2005, which does not exactly coincide with the
2004 calendar year used in the Fund's forecast) would still be negative: -1%, in contrast with the +1%
estimated by the Fund.

This difference (2 percentage points) underlines the urgent need to initiate a regular
compilation of National Accounts. The studies being undertaken on this topic by the Boston Institute
for Devel oping Economies would be a good starting point for this work.

This mention of the state budget allows us to call attention to the fact that it forecasts the
following GDP growth for the following years: a slight improvement in the economic situation in 2005-
06 with GDP increasing 2% and a small acceleration of this rate in the two subsequent fiscal years.
Indeed GDP growth is projected to be 4% in 2006-07 and 5% in 2007-08. These growth rates do not
diverge significantly from the projections made by IMF for the same periods.

Given an estimated annual population growth rate in Timor-Leste of 1.9%, these GDP growth
rates mean that per capitaincome will only begin to improve in 2006 or later. Therefore, the population
needs to realise that its economic situation will continue to be difficult in the short term.

According to statistics recently published by IMF, national GDP will be $328 million (at
current prices) in 2004, which means that with the population levels reported in the latest census per
capitaincomeis about $350, well below the previously estimated $415.

Prices

During the last fiscal year the
. . Inflation rate; monthly y-o-y rate; Jul/03 — Jun/04
inflation rate trended downwards, A}ﬁérou);,s

being 4.2% in the year to June 2004, | 100
which was about half the 8.2% rate of

the previous fiscal year. If we take ] During fiscal year 2003-04 inflation
calendar years instead of fiscal years, ratefelt from 7.8%to 4.2%
the 2003 inflation rate was also 4.2%. | °° O
It is possible that in 2004 it will be

- 4.0 N —~
about 3% because, according to the \/

National Statistics Department, the
annual rates (i.e., year-on-year against
the same month the previous year) for | oo -
.July and August Wa’e 38% and 2% Jul-03 Aug-03 Sep-03 Oct-03 NOv-03 Dec-03 Jan-04 Feb-04 Mar-04 Apr-04 Moe:ty» Jun-04 Jul-04
respectively.

The fall in the inflation rate is due to the reduction of price rises in various categories of
products including housing and contents, entertainment, education, alcohol and tobacco products, and
transportation.

2.0
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Prices in the main product category, food expense (almost 57% of the total Index), remained
almost constant, which resulted in negligible pressure on the inflation rate. This was the result of
markets being well supplied with those items in greater demand by the population, both imported goods
and national agricultural production.

An improvement in the transportation for this production from rural areas to Dili seemsto have
played its part in this behaviour of agricultural prices.

Consumer PriceIndex, 2001-2004
(December 2001=100.0)

Month Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
2002

Index 1009  101.0  100.7 1012 1020 1031 1039 1048 1066 1062 1092 1095
Monthly change 0.90 0.10 -0.30 0.50 0.79 1.08 0.78 0.87 1.72 -0.38 2.82 0.27
Y-0-Y monthly change*
2003

Index 109.3 1094 1110 1102 1100 1116 1120 1127 1124 1126 1133 1141
Monthly change -0.18 0.09 1.46 -0.72 -0.18 1.45 0.36 0.63 -0.27 0.18 0.62 0.71
Y-0-Y monthly change* 8.3 8.3 10.2 8.9 7.8 8.2 7.8 75 5.4 6.0 38 | 4.2 |
2004

Index 1138 1139 1141 1146 1165 1163 1162

Monthly change 023  0.06 0.18 0.44 1.66 017  -007

Y-0-Y monthly change* 42 41 2.8 4.0 5.9 4.2 38

Source: Direccdo Nacional de Estatistica = annual inflation rate =2003/04 Fiscal year

NOTA: * change since the same month of the previous year

Y-0-Y monthly inflation rate by groups of goods (%) An andysis of monthly CPI

behaviour shows that only three of the

GROUPS Dec-02 | Jun-03 | Dec-03 | Jun-04
— o ™ e - twelve months in the 2004 fiscal year saw
Alcohol and tobacco 0.0 204 | a28| -o7| anabsolutefal in prices: September 2003
Clothing and footwear 0.0 136 26.0 17 | and January and June 2004. The month
Housing 0.0 858 65 09 [ with the largest rise was May 2004, when
Housing furnishings, etc 0.0 31 8.7 33| a  monthly increase  of +1.7%
Health 9.3 15 15 411 corresponding to a year-on-year increase
Recienioniandiedical o 2 2al 171 18| of 5.99% which was well above the 4.2%
Transport and communication 6.2 2.4 -1.9 2.3 at the end of the fiscal year (June 2004).
TOTAL 8.2 42 42

The change in May was due to
the rise in the food CPI of about 2.9% in the previous month. This was not only due to an significant
increase of 20% in the component "eggs, milk and their derivatives' but also to an increase in the price
of rice, which resulted in an increase of 9% of the group "cereds, roots and their derivatives'. In turn,
thiswas in line with the trend of significant price rises for this cereal in the international market (see the
text box next page, where continuing price rises are forecast).
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The price of thericeisincreasing in the international market

According to the FAO — the Food and Agriculture Organization of the United Nations, which is
headguartered in Rome — the international rice market has been experiencing significant changes
during recent months.

The main influence on prices is the fact that despite an increase in production, reserve stocks
have been decreasing. The same has happened to the volume of international tradein rice (a
decrease of 2.3 million tons between 2003 and 2004).

Considering thisreality, it is natural that prices have increased: for example, the FAO price
index for a group that includes severa rice varieties went from 80 in May 2003 to 109 in May this
year (2004), an increase of 36%! This same index increased from 98 to 108 between February and
April thisyear, an increase of about 10% in two months. The 2002 and 2003 averages were 72 and
82 respectively.

One of the most widely marketed varieties, a white rice known as “Thai, 100%, 2nd grade”,
rose from $202/ton to $234/ton in the same period.

Forecasts for the future predict continuing price increases. Thus FAO forecasts that its index
mentioned above will increase another 18% from 2003/04 to 2004/05.

Based on these trends we predict further price increases for rice imported by Timor-Leste,
resulting in price increases for consumers and pressure on the inflation rate, because riceisan
important component of the Consumer Price Index (CPI).

Source: FAO Rice Market Monitor, May 2004 and FAO Food Outlook, n° 2, June 2004

Wages

It is widely accepted that the changes in wage rates need to be seen against the background of
changes in the inflation rate by looking at changes in rea wages, i.e., the rate of change of nominal
wages taking account of inflation.

Considering the lack of officia statistical information on this issue — another area where
development of the datistical system could usefully take place — only limited analysis can be
undertaken.

If, as we noted in our report last year, we assume that a significant part of the employed
population works in the Public Service and that there has been no change in civil service wages for
severa years, then we have to add another year of diminishing purchasing power resulting from
inflation during the past year. This means that the purchasing power of civil service wages has fallen
about 20-25% since 2000 when the current wage levels were established.

Since we do not have any evidence that nominal wages in the private sector are increasing — on
the contrary, there is anecdotic evidence that they are going down — this means that this sector has also
experienced a decline in purchasing power, especially because there has been no change in the
minimum wage which is defined as the minimum wage paid by the civil service.

However, one must take note that changes in the wages paid in the service sector depends in
part on the international organizations that operate in Timor-Leste.

18



Banking and Payments Authority of Timor-Leste 2003/04 Annual Report

| nternational trade

As well noting as the lack of reliable statistical information from the National Accounts as
being one of the main problems of our statistical system, our Annual Report last year also noted a lack
of proper statistics on international trade.

At that time we noted that the Timor-Leste Customs Service was making efforts to improve the
situation and we favourably observe that important steps have subsequently been taken that allow us to
access systematically and reliably compiled information (although still subject to some improvement)
on our international trade.

The statistics on exports include only those for coffee, which is actualy the only export of
Timor-Leste these days. The very nature of coffee means that exports are strongly seasonal, with the
largest volumes being recorded in the months following the harvest and/or when exporters deliver crops
to their clients.

The decision to not include other elements in aggregate exports is a result of the fact that they
are minimal and have no statistical significance. Thus it is as if the country were a mono-exporter of
coffee.

The main client for our coffee continues to be the United States, which is well ahead of
Indonesia and Portugal.

The price per kilo at which the product is sold varies significantly from country to country
because each country purchases a different quality of coffee, based on the extent to which it has been
processed prior to export and of the type of beans. It is known, for example, that the average quality of
coffee exported to Indonesiais lower than for other countries.

During the first half of 2004 exports went to the following countries:

Coffee exports
Price
average
TOTAL 1st Semester 2004 =100 Estimate of total value
Quantity Value pricekilo % (USD )if all wassold a t
(kg) (USD) (USD) index buyers the average pricefor...
United States 984,204 919,775 0.93 120 47.3 | EUA 2,327,269
Indonesia 1,112,476 601,477 0.54 69 30.9 | Portugal 2,999,463
Australia 188,970 261,056 1.38 177 13.4 | Australia 3,440,257
Portugal 54,000 65,041 1.20 154 3.3
Singapore 48,000 35,250 0.73 94 1.8
Germany 66,640 34,151 0.51 66 18
Tawan 18,000 19,650 1.09 140 1.0
Grenada 18,000 8,000 0.44 57 0.4
TOTAL 2,490,291 1,944,401 0.78 100 100.0

From the previous table we can draw three main conclusions:

1 - Our main customer (almost half of the gross value) is the United States, which iswell ahead
of Indonesia (which buys the largest volume) and, even further behind, Australia These three buy more
than 90% of our exports, which means our country is very dependent on only three countries; implying
avery high degree of concentration that should perhaps be diversified;
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2 - The highest average price per kilo is
paid by Australia; however, it only takes about
13% of the total value of our exports. Of the
large buyers, it is Indonesia that pays the lowest
average price, as a result of the type of coffee
that it buys, usualy a lower quaity with less
processing;

The coffee international price

After acrisisthat lasts for several years, with very low prices
due to overproduction, the coffee international market price
began to increase. So, prices are now higher then in the near
past.

The graphic below represents the evolution since January
2002 according to the International Coffee Organization (1CO),
with headquarters in London.

3 - If it were possible to sdll all the
coffee produced at the same average price of
exports to the USA, Portuga or Austraia,
export income would increase significantly.
This would imply a policy of re-orientating our
exports to those countries but that would only
be possible if we change the level of export
quality because this is what primarily
determines the price received.

In short, there should be increased
emphasis on increasing the quality of Timor-

Composite price index for coffee, ICO; USD cents/Ib
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Leste coffee because this will allow a diversification in our markets and increase the average sale price.
To do this would require a degree of attention to the sector that has neither occurred as a result of
falling prices in the international markets nor through the intervention of a public sector that seems not

to have found an optimal solution to the issue.

The currently available data on imports available from official sources (Timor-Leste Customs
and National Statistics Office) are, asfor exports, available from October 2003 to June 2004.

The latest data supplied by the Timor-Leste Customs on imports for the fiscal year 2003/04 are
summarised in the table below. Note that present system of computation has only been used only since

October 2003.

Values CIF (thousand USD)

Oct Nov Dec Jan Feb Mar Apr May Jun
03 03 03 04 04 04 04 04 04
1- Taxable 3262 4219 5243 6406 4809 5734 4908 4831 5836
2 - Non-taxable 7050 5838 6103 5943 4605 5081 3143 3782 2799
3 - To the Government 3492 1007 736 491 661 259 952 113 1183
4- CIF value (imports)
(beforetaxes) 13803 11064 12082 12840 10075 11074 9003 8726 9818
5- Taxespad 576 972 1511 1882 1063 1408 1267 1225 1563
6 - Taxespaid + to be paid
by government 1007 1144 1650 2090 1148 1473 1385 1239 1709
Total IMPORTS (4+6above) 14811 12208 13732 14929 11223 12547 10388 9964 11527

In the table the goods subject to duties are differentiated from those that are exempt, because
they are imported by UNMISET, embassies of foreign countries and other exempt importers (e.g.,

NGOs) and government imports.
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For the first and last categories duties are computed but only the first actually pays them
because the Government has a specia regime for accounting for the payment of duties (the duty is
computed but not actually paid).

Of the three classes of goods, _ _
those with the most importance to us Timor-Leste imports (thousands USD)
are the group that pays duties and the 10,000 T - 16,000
government. In the latter case the = [ LAETE
figures for July and August 2004 e [ [ 12000
exhibit a high degree of seasonality, \\,—-—-74?; L[] L oo
being noticeably higher at the start of 5,000 1 7/ — yzé* T sow
the fiscal year and much less during «// ° -] | ree
most of the remaining months. ' ™| 4000
The group that pays duties — Yol | -\ a| 2000
which we may call the true commercial 0 AT T e 7] [ 0
. —_— Out/03 Nov/03 Dez/03 Jan/04 Fev/04 Mar/04 Abr/04 Mai/04 Jun/04
imports — pays about $6 million each [ETOTAL ——Toable  —sNontasabe — Govemment

month on average. This figure seems to
be consistent with the idea that national production has almost stagnated as shown by the production
figures mentioned earlier.

We also underline the consistent fall of the value of exempt goods, as aresult of the progressive
exit of UNMISET and of a more rigorous policy for granting exemptions to those that apply for them.
This policy and the partial withdrawa of UNMISET civil and military personnel in May and June this
year are the main reason why the ratio of exempt goods to total imports before taxes has declined by
about half, from 52% for the last quarter of 2003 to 26% to the last reported quarter, June-August 2004.

The table above also shows us that the total value of imports during the first half of 2004 was
about $70 million. If we reflect that because of Christmas and New Year it isusua for imports during
the second half to be larger than the first, and aso taking into account the number of UNMISET staff
present after May 2004, it is possible to predict that imports for the present calendar year will be
roughly $150 million — considerably less than the $200 million referred to in the IMF document for
imports last year.

From the available dataiit is possible to see that the average tax burden on imports of goods that
are subject to duty is 25.7%, an apparently high value but one that is consistent with the fiscal policies
of countries at alevel of development similar to that of Timor-Leste: those facing common difficulties
in taxing the incomes of individuals and companies, and taxing expenses using sales taxes or Vaue
Added Taxes (VAT). The solution is to obtain income from internationa trade. In future, as the
economic and financia situation of the country progressively improves, the fiscal mechanism will
allow the situation to be changed, but for the time being the present regime seems to be inevitable — and
it should further encourage domestic production of goods that are now being imported. Thisis drawn
to the attention of entrepreneurs, be they national or international.

Indonesia 50.7%

From the countries of origin (see the small table to the right) it is | Aystralia 20.2%
Indonesia that, as expected, supplies us with most dutiable products: being | Singapore 15.4%
about half the CIF value, i.e., before duties. Australia appears in second place, yie_tnam 5.3%
with 20%, followed by Singapore with about 15%. These three countries are 'T”:"'_"I g igz"

0 . . . allan .070
the source of more than 86% of our imports that are potentially subject to duty Malaysia 11%

(i.e., including government imports).
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Australiais the main country of origin for exempted goods (43% of the total of these products),
followed well behind by Indonesia (12%), Portugal (11%), Japan (6%), Singapore and Malaysia (about
5% each).

As pointed out in our report last year, the fact that many of these exempted imports have
UNMISET and its staff as the final user means that, with the end of its mission in 2005, there will be a
tendency for Australia to progressively decrease in importance as a supplier, and for Indonesia and the
other ASEAN countriesto increase in importance.

Type of products

When reviewing the type of products forming the basis of international trade in our country, it
can be seen that exports concentrate mainly on coffee and on the sending abroad of goods (mainly
equipment) that were used by the United Nations and are being returned to its warehouses abroad or to

other countries. These are not actually classified as exports.

The main products being imported are summarised in the table below:

5 main types of imported goods (1° semester 2004)

class of Milion

goods USD %
27 Oil and its derivatives 12.3 174
87 vehicles 115 16.2
85 Electrical appliances and its parts 6.3 8.9
10 Cereals (including rice) 4.8 6.8
84 Mechanical appliances 3.7 5.2

TOTAL of the 5 groups above 38.6 54.5
Note: the values are the sum of CIF vaues (before taxes), taxes paid and va ue of the non-taxable goods
Source: Timor-Leste Customs

It is worthy of note that there are variations amongst the groups of goods in the proportions
between those that are dutiable and those that are exempt. For example, in the group "eectrica
equipment and related parts’, nearly 20% of the total value was subject to duty; this percentage rises to
80% in the groups "petroleum and derivatives' and "cereals', while for "vehicles', this percentage is
about 70%.

As regards this last group of imported goods, its high value and importance as a percentage of
total imports should be emphasised. Even if we were to remove the value of exempt imports, it would
still be 11.2% as a percentage of total imports — which seems to us to be too high in relation to
economic redlities. It is probable that financia institution credit policies have contributed to this high
expenditure on imported vehicles — which in the form of taxis and mini-buses help to reduce
unemployment but increase underemployment.

22



Banking and Payments Authority of Timor-Leste 2003/04 Annual Report

International Oil Price Developments

During the fiscal year under review (July 2003 to June 2004) a significant increase in the international oil
price has been seen, which is clearly shown in the graph below of movementsin the price of Brent crude. Those
movements have been influenced by a number of factors, and we underline that two of them were, first, the
instability (political and production) that emerged following the invasion of Irag by the coalition led by the USA
and United Kingdom and, second, an increase in energy consumption (hence purchases in the international
market) by China, drawn along by 8-9% year-on-year economic growth.

Added to these are more structural short-term factors, and we draw attention to the recent influence of
both natural factors (hurricanesin the Gulf of Mexico) and production factors (problems with the largest Russian

producey).
All these elements have combined to almost double the price of crude oil in asingle year (see graph of

oil price movements Sept 2003 to Sept 2004)

This behavior has had two main effects on our country: on the one hand, there has been an increase in the
oil billsthat we have had to pay; on the other, there has been an increase in revenue received from the Timor Sea.
Thefirst effect is short term; the second, although it has a so a short-term component, will primarily show through
in the revenues to be received for some time —if the trend continues, in the sense of continuing high prices, even
if they are lower than at present. Remember here that Timor Sea revenue forecasts used in the national State
Budget are based on average prices much lower than at present (about $24-25 per barrel, about half of today’'s

prices).
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Exchangerates
The behaviour of the USD
exchange rate with respect to other m@'or E);Tparaﬂve Monthly Avg. Exchange Rates: Relative to U.S. Dollar
currencies (Euro, Yen, and our important L p— < _AUD
economic partners) during the fiscal year :::: rcenegin g 7 N
under review was characterized by two B it 8~ N N\
very different phases. 1075 // 7 TEUR \_}ﬁ
s w7 ] SGD
As can be seen in the graph to the 1000 vﬁ
side, the USD depreciated — shown by a 5 '
risng curve — until early in 2004, o DR
following which it entered a recovery %0 .
phase. The exception to this pattern was B I R T T e
its behaviour in relation to the Indonesian
Rupiah (IDR) because after a
period of stability during the Exchangerates
second half of 2003, in the first half Beginning and end 2003-2004 Fiscal Year
of 2004 the Rupiah progressively Yen (JPY/USD) ﬂﬂg%% 30/1%2{23
depreciated against the American Dollar Singapore (SGD/USD) 1,76 1,72
dollar.  Our neighbour's election Rupiah Indonesia (IDR/USD) 8252,70 |  9430,30
period was certainly part of the Euro (USD/EUR) 1,15 1,21
explanation for this behaviour. Dollar Austraia (USD/AUD) 0,67 0,69

Higher and lower rates between 1/Jul/03 and 30/Jun/04

Should this trend continue

it is possible that trends in our
domestic prices will continue
downwards because a substantial
part of our imports comes from
Indonesia. This is a contributor to

Higher USD value | Lower USD value

value date vaue date
Yen (JPY/USD) 103.78 | 02/04/04 | 120.59 | 01/08/03
Dollar Singapore (SGD/USD) | 1.666 | 13/04/04 | 1.765 | 07/08/04
Rupiah Indonesia (IDR/USD) 8173 | 10/07/03 9442 | 17/06/04
Euro (USD/EUR) 1.283 | 12/01/04 | 1.182 | 14/05/04
Dollar Australia (USD/AUD) 0.637 | 03/09/03 | 0.798 | 18/02/04

the predicted inflation rate of

approximately 3% by the end of 2004 as we have noted elsewhere.

Public finances

The main document available for analysing public finance in Timor-Leste is the Combined

Sources Budget 2004-2005 published in July this year by the Ministry of Planning and Finance.

Its table 2.1 - Budget of Combined Sources and Financing Needs (page 8 of the document)
reproduced below provides us with some essentia information about the development of public finance
in the past (fiscal year of 2003/04) and in the immediate future (budgets of the present and following
It shows total expenses disbursed in the country and financed either by the National
Budget (FCTL) or by bilateral and multilateral donors reaching almost $220 million in 2003/04 and

fiscal years).

forecast to be $245 million in 2004/05.

This represents avery high percentage, about 75%, of the national product (GDP).
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During the three years covered by the table, the State Budget managed by the government —
usually abbreviated as CFET — Consolidated Fund of East Timor, or FCTL in Portuguese —is about $75
million, being a little higher ($79 million) in the following year (2005/06). This means that about one-
third of the expenses under the responsibility of the State and its donors is, in fact, under the direct
control of the Timorese Administration, and shows the extent to which Timor-Leste is still dependent
on international aid.

COMBINED SOURCE BUDGET 2003-04  2004-05  2005-06
A-Total das Despesas 2185 2454 2459
CFET-Consolidated Fund for East Timor 74.6 75.1 78.9
Bilateral / Mulltilateral 143.9 170.3 167.0
B-Available Financing 2135 195.4 116.0
CFET 74.6 75.1 59.0
Donnor Support (grants) 35.7 30.8 0.0
CFET revenues (excluding FTP-First Tranche Petroleum) 52.8 413 59.0
Changein CFET Reserves (- Increase) -13.9 29 0.0
Bilateral / Mulltilateral 138.9 120.3 57.0
TFET- Trust Fund for East Timor 34.6 24.4 11.5
Bilateral / Multilateral projects 96.3 88.9 455
C = A-B Additional Financing Required 50 50.0 110.0
CFET 5.0 50.0 129.9
Bilateral / Multilateral 0.0 0.0 19.9

Source: Table 2.1 — Combined Souce Budget and Financing Required ($m) in Combined Sources Budget of the
Democratic Republic of Timor-Leste, 2004-05, Budget Paper 1, MPF-RDTL, Dili, May/2004

CFET BUDGET 2003- 2004-  2005-

04 05 06
A - REVENUE 57.4 67.1 86.4
Domestic revenues 26.1 23.0 23.8
Timor Sea revenues 313 441 62.6
Tax revenues 26.7 18.3 35.2
FTP “Royadlties’ & Interests 46 25.8 27.4
FTP 45 255 26.1
Interests 0.1 0.3 1.3
B — CFET EXPENDITURES 74.6 75.1 78.9
Salary and wages 26.1 28.2 28.9
Goods and Services 382 36.8 37.8
Minor Capital 34 17 29
Capital Development 7.0 8.4 9.3
C=A-B OVERALL BALANCE (- déficit) 172 80 75
FINANCING 0.0 0.0 0.0
Donor support (grants) 357 30.8 0.0
Changein CFET Balances (- increase) -139 29 0.0
Timor Sea Changes -4.6 -25.8 -27.4
Financing “gap” 0.0 0.0 19.9

Source: Table 2.2 — Combined Souce Budget and Financing Required ($m) in Combined Sources Budget of
the Democratic Republic of Timor-Leste, 2004-05, Budget Paper 1, MPF-RDTL, Dili, May/2004

The government has acknowledged that donor support will decrease in the immediate future by
assuming a policy of significant cutbacks in expenditure, primarily current expenditure (including
personnel) and minor capital equipment.
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Capital expenditure has also shown some decrease as a result in part of the difficulty in
delineating and implementing appropriate projects by the ministries — a weakness that in turn is the
result of the low level of qualification of the available human resources, a problem that can only be
solved in the medium to long term.

This weakness in human resources will be no easier to overcome in the short term than it has
been up to now, and is one of the worst inheritances of our history. If this limitation didn't exist, it
would be advisable to have a policy of contracting loans to supplement existing resources and applying
them to investments to stimulate the economy. But recognising this limitation, obtaining such loansin
significant amounts would merely contribute to a waste of resources in poorly planned projects that
may even be worse in implementation. For this reason afair balance between several aspects needs to
be struck — including an acceleration of the economy whose growth has been so slow while at the same
time trying to define viable projects that will actually contribute to the betterment of the economic and
social situation of the country. This is seemingly what is being attempted with Sector Investment Plans
(SIP) that are being prepared and that will be implemented in the near future.

The “ascetic” policy for public expenditure, together with a recent increase in income from the
Timor Sea, has made a decrease possible in the net requirement for budget financing from donors, now
set a $30 million for 2004/05 — well below the forecast of $126 million made in the half-yearly
revision of the 2003/04 budget. It is predicted that from 2005/06 donor support will not be needed. The
forecasted evolution of the Budget revenues will contribute to that.

We draw attention to the high level of fiscal collection achieved in the Budget during 2003/04
resulting both from an ongoing improvement of the fiscal framework, and from some significant
collections from some large taxpayers. This was a one-off situation and will not occur again; so the
domestic incomes forecast for the present and next fiscal

T . Revenues from Bayu Undan

years grg lower than last year (about $23 million against 2004 t0 2003
$26 million). USD millions

Timor Sea revenue has also increased significantly MYBR Budget

. . . Y ear 2003-04 2004-05

as aresult of exceptional collections from operators in the P P =
exploration area, these reaching aimost $27 million in tax 2005 3 50
collections, to which must be added $4.5 million in 2006 48 85
royalties received in the 2003/04 fiscal year. 2007 82 98

With exploitation actually beginning this year, 2008 88 80
these revenues will increase considerably, reaching $26 2009 196 175

illion in 2004/05 2010 2% 229

mi : _ _ _ 2011 219 215

Nonetheless, after a predicable fall this year, fiscal 2012 308 330
revenue will increase later. Weakness in domestic revenue 2013 346 338
— resulting both from global economic weakness as well as 2014 301 293
the present short-term economic situation — means that 2015 271 213
Timor Sea revenue will become more and more important igig izg ﬁg
for the future of the cour'1try. Thls revgnue wi I! dependto a 2018 148 134
great extent on changes in the international prices of crude 2019 136 120
and gas, which have seen strong cyclica swings during 2020 128 119
recent months, hindering the ability to forecast future 2021 133 114
revenue receipts. e e el

Based on data currently at hand the State Budget 2023 10 10
presents a forecast for the future developments of Bayu- | Nota MYBR = Mid-year Budget revision, Nov/2003

Undan income — for the time being the main source of
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Timor Sea revenue — which is shown in the
table on the previous page and in the graph at
right.

350 A
300 A

As pointed out in the document, these ™|

forecasts have a high degree of uncertainty
resulting from the level of doubt that hovers
over developments in the oil international [
market. Therefore the Banking and Payments | 501
Authority through its Division of Economic | ©-
Studies and Statistics will continue to monitor
and study the situation closely as it devel ops. 2003-04 MYBU  [02004-05 Budget
To get an idea of the degree of latent

uncertainty in this field, note the differences that exist between three alternative scenarios developed to
analyse this issue: a median scenario — as adopted by the Budget — a high value scenario and a low
value scenario. The median scenario is based on an estimate for international prices for oil that start at
$24 per barrel —in this context remember that recent prices have surpassed $50, and for this reason the
median scenario could almost be considered as alow one — while the high scenario is based on a price
of $28 per barrel. The low value scenario is based on a price of $22 per barrel.

200 A

150 A

2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023

Fiscal incomes of the Sea of Timor-Analysis of Sceneries (million USD)

Total
2004-05 2005-06 2006-07 2007-08
4 years
Estimates 2004-05 Budget (median scenario) 18.3 35.2 56.4 47.7 157.6
High Value scenario 29.0 66.3 90.3 92.3 2779
Low Value scenario 155 8.1 12.5 13.7 49.8

Source: Table 2.7 of Combined Sources Budget of the Democratic Republic of Timor-Leste, 2004-05, MOPF, Dili, May 2004, pg 13

As mentioned in the Budget document at page 13, “Timor-Leste should manage these very
significant risks through the implementation of appropriate policies, including for instance the creation
of an adequate level of reserves. Timor-Leste seeks the support of its development partners to help
achievethis.”

Currency, Credit, I nterest and Taxes

One of the fundamental aspects in the development of an economy is its monetary situation.
One important piece of information usually compiled and used to describe the behaviour of a country’s
economy and economic policy is money in circulation, either in the form of liquid means of payment
(notes, coins and demand deposits) or in the form of other money aggregates.

As noted in our previous reports, as a result of the fact that we use the currency of another
country as our national currency and the fact there is not complete information about the flow of money
in the economy — both to and from abroad — it is not possible to compute the level of money in
circulation in Timor-Leste and, consequently, to calculate any changes in it — these changes, for
economic policy purposes, being actually more important than the base amount.
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However, the lack of this piece of information does not mean a total absence of information on
the monetary aspects of the economy. Monetary statistics are compiled by the Banking and Payments
Authority of Timor-Leste and made available quarterly in its “ Economic Bulletin® and provide this
other monetary information.

One piece of information

available from these statistics is the Deposits from the (girlii\gitssi)ector, Jul03-Jun04

level of demand and time deposits | , 90

(for individuals and companies) in | £2 &

the banking system. In June 2003, the 80 /

last month of the previous fiscal year, 74

these were $58.5 million but at the o

end of June 2004 they had risen to

$84.7 million, an increase of $26 /

million (+45%) compared with the 0T

increase of about $7 million in the >

previous fiscal year. 0 R
One factor that influenced 3 2 8¢ 2 &8 8 ¢ 2 2 & 3

this rapid growth was the
commencement of operations by a new banking institution in August 2003; another factor was the
increasing use by individuals and companies of the banking system as a partner for their economic
activities.

At the end of June 2004 the BPA held about $6.1 million of commercial bank deposits, a
relatively small amount when compared with the $78.7 million in deposits from the Central
Administration, a large increase compared with the $41.5 million held in June 2003. The growth in
deposits of the Administration with the BPA was not constant, having two important “jumps’ (both of
them of about $20 million) in December 2003 and in March 2004.

Commercial banks mainly use customer deposits to finance the credit they give to the economy.
The banks operating in Timor-Leste have adopted different strategies in implementing their credit
policies and while one of them is

specialising in micro-credit and limiting Credit, 2002/03 and 2003/04
its activity to this specific business area, 5" -
the others have adopted different | g4
policies. e
40 /\/
The graph at the side provides a /
picture of the rapid credit growth in the * /\’
private sector during the fiscal year | | o —
2003-04 compared to the previous year. 10 e m e —mm e ao—m————+— g
Credit jumped from $11 million in July O r st o o e o rer v oy wm o
2003 to $65 million in June 2004. This - credito02 03 ——credito03 04

represents a six-fold increase in credit
provided to the economy.

When analysing the loans by economic sector, it is clear that the three main sectors that
benefited from this increase were construction (refurbishing houses destroyed in the 1999 violence or
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constructing new  ones), trade
(supporting the establishment and Credit by sectors
operation of stores and kiosks), and Industry
transportation (particularly taxis and
mini-buses). Of concern is the fact
that there are so few loans supporting
the industrial sector, which reflects the
weakness of industrial development in
the country despite of the existence of | uuigus S
a significant place for it. It seems that
measures to encourage industrial Trade and
investment are not producing the L ——r
desired effect. This means that there is room to re-think this situation. It is the sort of outcome that
occurs when waiting for the development of a reliable legal system — essentia for resolving any
conflicts that arise in connection with economic activity — and the passing of an investment law, for
example.

O Agriculture

Bindustry

DO Manufactoring

O Construction

B Transport & Comunic.
B Trade and Finance

® Tourism

OService

Bndividual

OOthers

ransport &
Comunic.

It needs to be pointed out that contrary to many observers fears loan performance has been
high, with the rate of non-performing loans being only 1-2% — enough to make bankersin industrialized
countries jealous.

But we need to continue highlighting one important aspect in connection with credit: the import
component of the goods being bought with this credit is very high, meaning that the presumed impact
of this credit on the economy is actually draining abroad to Indonesia, Singapore, Japan, Australia, etc.
Moreover, the apparently excessive number of vehicles—at least in Dili —implies both in anincreasein
energy consumption (imported petrol, diesdl, oil) — and increased expenditure on spare parts, at least in
the medium term if not in the short term, and the state of the streets and highways of the country will in
time beginto cost ...

Corresponding to the growth in deposits and loans of commercial banks, the deposit/loan ratio
— one of the indicators of the health of the financia system of a country — has dropped sharply from 6.7
in June 2003 to 1.1 now. This does not imply that the situation is becoming any more dangerous.
Rather, this drop reflects progress towards a more normal situation, and the deepening of the role of the
banking system in our country’s economy. Thisis agood sign, asign of modernisation.

The total net external assets of the country increased from about $100 million in June 2003 to
$122 million in June 2004, an increase of 22%. These values are meaningful in such a country as
Timor-Leste at two different levels of analysis. on the one hand, as we emphasised last year, Timor-
Leste is a net creditor of the rest of the world —meaning that it is lending part of its resources to others;
on the other hand the size of the change is of itself important.

Investment in this kind of asset is a result, in part, of the fact that it is not possible to find
sufficient investment opportunities in Timor-Leste due to the state of the economy. The holders of
these financial resources — commercial banks and the central bank — are acting perfectly rationally, and
their attitude should not confused by thinking that it indicates a lack of confidence in the national
financial system or that the national wealth is being exploited (in the negative sense of the term) by
being diverted abroad. The alternative to investing abroad for higher returns would be to simply store
the cash in asafe. And cash stored in a safe does not generate wealth.
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At the end of the 2003/4 fiscal year the composition of the net external assets was $92 million
held by the BPA and $30 million being the net assets of commercial banks.

On the development of interest rates, positive trends in inflation (falling), the decreased risk of
doing business in the country, increased competition in the banking system and (mainly?) the adoption
of amore aggressive strategy of using available resources by the banks all resulted in afall of about 3
percentage pointsin lending rates relative to the previous year, and prime rates of 11-12% (and less) are
now available for the best clients of banks.

This development in lending rates narrowed the margin received by banks for market
intermediation — but it continues to be high — because deposit rates are kept at low levels and, when
compared with inflation, real deposit rates may even be negative. However, this does not seem to be
reflected in the amount of deposits, which as mentioned earlier have significantly increased.
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Monetary Statistics of Timor-L este
July 2003 to June 2004
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MONETARY STATISTICS OF TIMORLESTE

thousands USD dollars
Net foreign assets
Claims on non-residents
Claims of the ABP/BPA
Claims of the commercial banks
Liabilities to non-residents
Liabilities of the ABP/BPA
Liabilities of the commercial banks
Internal credit
Credit to the Central Administration/Government
credit from ABP/BPA
credit from commercial banks
Deposits of the Central Administration/Government
deposits with ABP/BPA
deposits with the comemrcial banks
Net credit to Central Administration = credit- deposits
Credit to private sector (corporations, individuals)
credit from the ABP/BPA
credit from comemrcial banks
Deposits of the commercial banks with ABP/BPA
Demand and term deposits
Demand deposits with commercial banks
From non-financial public corporations
From corporations and individuals
Term deposits
Corporations and individuals
Other net assets
from ABP/BPA
from commercial banks
Equity and reserves
Equity contributed by owners
ABP/BPA
Commercial banks
Earnings
ABP/BPA
Commercial banks
General and special reserves
ABP/BPA

Commercial banks

Jul/2003
99.390
115.159
65.624
49.535
15.769
11.348
4.421
-26.253
0
0
0
37.267
37.267

-37.267
11.014
734
10.280
5.828
58.300
52.152
768
51.384
6.148
6.148
-5.907
-5.890

9.052
9.084
7.351
1.733

-493

-500
461
461

Aug
98.745
112.974
62.776
50.198
14.228
11.348
2.880
-20.173
0
0
0
32.236
32.236
0
-32.236
12.063
127
11.935
12.646
60.699
54.355
710
53.646
6.344
6.344
-2.011
273
-2.284
15.501
15.460
7.727
7.733
-420
62
-482
461
461

Sep
103.107
117.468
53.765
63.703
14.361
11.487
2.874
-14.143
0
0
0
28.290
28.290
0
-28.290
14.147
225
13.921
8.485
66.413
55.101
912
54.190
11.312
11.312
-6.396
226
-6.622
16.934
16.553
7.727
8.826
-80
102
-182
461
461

Oct
108.799
129.737

55.585
74.152
20.938
11.487
9.451
-14.270
0

0

0
30.761
30.761

-30.761
16.492
239
16.252
7.922
71.965
59.670
575
59.095
12.295
12.295
-6.468
330
-6.798
17.428
17.447
7.727
9.720
-479
187
-667
461
461

Nov
99.159
132.109
53.955
78.154
32.950
11.487
21.463
-7.980
0
0
0
30.181
30.181

-30.181
22.201
445
21.756
5.829
74.389
60.593
562
60.031
13.796
13.796
-831
-165
-666
17.176
17.495
7.727
9.767
-779
195
974
461
461

Dec/2003
108.299
153.108

72.811
80.297
44.809
11.487
33.322
-21.492
0

0

0
49.739
49.739

-49.739
28.247
406
27.841
7.578
72.873
58.128
550
57.578
14.745
14.745
-760
-148
-613
17.101
17.418
7.727
9.691
=779
373
-1.151
461
461

Jan/2004
107.833
161.156

80.555
80.602
53.324
11.487
41.837
-23.764
0

0

0
52.713
52.713
0
-52.713
28.949
430
28.519
7.621
70.314
54.070
467
53.603
16.245
16.245
-1.696
-434
-1.262
10.763
10.878
7.727
3.151
-576
586
-1.162
461
461

Feb
104.343
164.593
77.762
86.831
60.250
11.487
48.763
-12.134
0
0
0
54.604
54.604
0
-54.604
42.471
372
42.099
5.806
73.870
45.303
391
44911
28.567
28.567
-8.537
-372
-8.166
11.157
11.216
7.727
3.489
-520
621
-1.141
461
461
0

Mar
127.714
195.626
98.251
97.375
67.912
11.487
56.425
-30.747
0
0
0
74.254
74.254
0
-74.254
43.506
384
43.122
5.693
75.391
44.329
373
43.957
31.062
31.062
-9.010
-388
-8.622
11.086
11.447
7.727
3.720
-821
578
-1.399
461
461

Apr
131.467
200.193
101.999
98.193
68.726
11.487
57.238
-23.506
0
0
0
75.285
75.285
0
-75.285
51.779
383
51.395
6.846
76.244
45.553
319
45.234
30.691
30.691
-10.351
-348
-10.003
17.277
17.821
7.727
10.094
-1.005
383
-1.387
461
461
0

May
123.120
205.035
102.069
102.965
81.915
11.487
70.428
-22.502
0
0
0
76.197
76.197

-76.197
53.695
412
53.283
5.534
76.106
44.372
294
44.079
31.733
31.733
-3.626
-424
-3.202
17.606
18.287
7.727
10.560
-1.141
179
-1.321
461
461

Jun/2004
121.988
165.999
103.948

62.050
44.010
12.023
31.987
-13.560
0

0

0
78.710
78.710

-78.710
65.150
379
64.771
6.142
84.687
49.993
257
49.737
34.693
34.693
-4.172
-388
-3.784
18.172
18.500
7.727
10.773
-789
185
-974
461
461
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2.1 —General Analysis

During the four years of its establishment, the BPA has successfully achieved al important
elements of a central bank. All the necessary statutory requirements have been put in place such as the
Banking Regulation, a set of Instructions which were prepared based on international best practices and
the Regulation of Currency Exchange Bureau which have established clear and transparent provisions
for the supervision and licensing. The currency exchange regime has also been determined by adopting
the United States Dollar as the country’s legal tender and the introduction of the national coins,
centavos. The BPA clearing house is operating on daily besis. The economics and statistics has a fully
functional and anumber of statistical reports are regularly produced.

During the year 2003/2004, the BPA continued to invest intensively in building its staff
capacities and skills by allowing them to attend training courses, seminars as well as attachment to
other central banks. In addition to sending staff overseas, internal training courses and seminars were
also conducted including the Portuguese and English courses to improve languages skills of staffs.

Regarding the timorization process, al divisional responsibilities have been passed on to
national staff. The remaining senior management positions are ready to be taken over by the national
staffsin the near term.

The following are the highlights of keyimportant events and activities undertaken during the
year:

1. The BPA was requested to prepare the draft laws on Insurance and Payments. These draft laws
have been finalized and are in the process of consultation with relevant interested parties. The
BPA received the assistance from International Monetary Fund and the Portuguese Insurance
Institute to prepare the insurance law. The payments law was also prepared with the assistance
from the IMF.

2. The Department of Supervision has been reorganized and has become the Department of Financial
System Supervision to accommodate the new role assigned to the BPA to supervise the insurance
sector with three divisions; banking supervision, insurance supervision and licensing and
regulation.

3. A new banking license has been issued to PT Bank Mandiri, while two applications were denied
during the year under review.

4. The centavos coins were minted and successfully introducein to circulation.

5. The BPA hasinitiated a compensation survey to implement a new remuneration scheme o staff.

6. A security committee which is composed of senior staff from various departments was established
to review present arrangement and devel op a more viable and integrated security procedures.

7. TheDivision of Information Technology has initiated a prgect to prepare a Disaster Recovery Plan
for BPA.

8. The annual audit program which must be approved by the General Manager at the beginning of
each fiscal year was completed. The Internal Audit Office is now regularly reporting to the
Governing Board (on quarterly basis).

9. The BPA, together with insurance supervisors from other Portuguese speaking countries (including
the Monetary Authority of Macao) has founded an association of insurance supervisors
(Associacdo de Supervisores de Seguros Lusofonos) which is located in Lisbon. The main
objectives of the Association are; to promote cooperation among the supervisory institutions and
to support the devel opment of the supervisory and regulatory framework for insurance industry.
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2.2 — Department of Supervision of the Financial System

The Department of Financial System Supervision (DFS) is a new name created in 2004 to
reflect the expansion in the role of the former Department of Banking Supervision used in previous
years. Three divisions were created during the year, namely Division of Bank Supervision (DSB),
Division of Insurance Supervision (DSS) and Division of Licensing and Regulation (DLR) all reporting
to the Deputy General Manager of Supervision.

During the year the Department continued to focus on onsite and off-site examination to
ensure the activities of the commercia banks comply with the regulations. During the year the
department held a workshop on credit analysis that was organized localy by BPA and participants
included staff fram all commercia banksin Timor-Leste.

221 - Division of Bank Supervision (DSB)

The Division of Bank Supervision covered two main areas, namely onsite supervisions and
off-site supervision. In general, the on-site supervision conducts on-site inspections of commercia
banks, while the off-site division carries out surveillance of commercial bank’sfinancial conditions and
compliance with statutory requirements.

Off-site Supervision

During the year, the DFS conducted off-site surveillance by continuous monitoring and
analyzing the performance of banking institutions on the basis of reports submitted to BPA, information
obtained from public sources and obtained during other supervisory actions. The division also
participated in the preparation of banking regulatory instrunents.

Analysis of the reports for 2003/2004 constituted periodic monthly and quarterly assessment of
the bank’s financial soundness. Any problems identified in this manner served, among other factors, as
abasisfor planning onsite inspections.

On-site Supervision

During the year, full scope examinations and special investigations were conducted in two
commercial banks. The objective of the examinations of those commercial banks was to verify the
financial returns submitted to BPA and compliance withbanking regulations and instructions. This
included an assessment of assets, liabilities, and income statements. Specia investigations focused on
specific issues that arose during the year. All recommendations relating to these examinations were sent
to the banks concerned.

2.2.2 - Division of Insurance Supervision (DSS)

In order to prepare for the regulation and supervision of insurance industry in the near future,
the three staff of the division who were attending the mediumterm course in Portugal returned to BPA.

During the year, the Division conducted a survey and prepared a report on compulsory third
party liability for motor vehicles. The survey included collecting of data on numbers of vehicles,
reported injuries, costs and market potential. The report entitled “Planning for the Introduction of
Insurance” has been finalized and is now available.

In April 2004, Timor Leste became one of founding members of ASEL the (Association of
Insurance Supervisors of Lusofone Countries).
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2.2.3- Division of Licensing and Regulation (DL R)

The legal framework for the licensing and supervision of banksis the banking regulation which
was passed on 25 February 2000.
During 2003/2004, four instructions were approved

a)

b)

d)

Instruction on the Report of Consolidated Financial Condition which aims to establish a
standard and uniform report of the consolidated financial conditons of banks operating in
Timor-Leste concerning their administration, operation, liquidty, solvency and
profitability;

Instruction on the Opening and Maintenance of Deposit Accourts for banks operating in
Timor-Leste is intended to ensure a complete identification of depositors as a means of
avoiding the banking system being used for money laundering and criminal activities
Instruction on Banking Holidays regulates the minimum working hours and working days
on which banks shall offer servicesto the public and finally, an

Instruction on the Prevention of Money Laundering Customer Identification and Record
Keeping regulates the risk that the banking system may be exposed to reputational,
operational, legal and other risk related with money laundering activities.

In August 2003, a license was issued to PT. Bank Mandiri, an Indonesian state owned bank.
Two other applications for banking licenses were denied during the year.
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Trendsin the Timor-L este Banking System

Composition of Assets

During the year, the overall financial conditions of the banking sector continue to register at a
moderate/satisfactory rate compared with the previous years.

Total assets of the banking system as at June 30, 2004 amounted to USD 135.6 million,

representing a growth rate of 97.4 percent compared with USD 68.7 million in the previous year. The
main factors contributing to this significant growth are shown in figure 1 and may be summarized as
follows: cash and balances with BPA grew by 98.8 percent, reaching USD 15.5 million on 30 June
2004 and representing 11.4% of the total assets, as aresult of commercial banks maintaining high
liquidity and changing their lending policy to expand loans. Loans and advances increased from USD
7.8 million at the end of June 2003 to USD 53.4 million in 2004, representing 39.4% of the total assets.

Loans were mainly
concentrated in the
construction sector and
personal loans. Meanwhile,
placements with other
banks increased by 5.5%
from US$50.5 millionin
2003 to US$53.2 million in
2004 which representing
39.2% of the total assets,
dueto an increasein inter-
branch transaction
accounts.

Jun-03

Jun-04

1]

A%

Figl: Composition of Assets 2003/2004
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Composition of Liabilities

The composition of
liabilities, asreflected in Figure
2, reveals asignificant change,
with respect to the percentages
represented by deposit amounts
due to other banks compared to
June 2003.

Deposits from the
public constituted the main
source of funding for the
banking sector and amounted to
USD 86.0 million, representing
63.4 percent of the total funding
and an increase of 49.0 percent
over the previous year. There
was also increasein the level of
deposits as the result of an

Jun-03

Jun-04

2.7%
3.0%

Fig. 2 - Composition of Liabilities
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increase in temporary placements by head offices with their Timor-Leste branches.
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2.3 —Payments and Banking Oper ations Department

The Payments Department continued to provide operational banking and payment services to
BPA'’s clients, and the emphasis during the year was on consolidation of systems, procedures and
practices.

The Department maintained a total complement of eighteen national staff throughout the year
who completed daily operations to a consistently high standard. Two fultime advisors working under
UNMISET and IMF technical assistance programmes provided technical assistance and training to the
department for most of the year.

2.3.1 - Banking Operations Division

The Banking Operations Division continued to service the banking needs of the customersof
the BPA, primarily the Government of TimorLeste. In this regard, the Division continued to disburse
civil service salaries, cash government cheques, and to a more limited extent manage government
receipts.

These transactions included the cashing of nearly 2,000 cheques, and in addition, nearly 40,000
civil service salary disbursements were made. This number of payments was lower than previous years,
reflecting the increasing number of government suppliers and employees whose payments are
transferred through the clearing house. The total value of cash payments made by BPA tellers during
the year was $12.5 million.

The Division aso handled the sale of humismatic coins in TimorLeste, with nearly 1,000 sets
being sold. A further 12,000 sets of numsmatic sets were sold internationally through an agent in
Portugal .

2.3.2 -Currency Operations Division
Introduction of Centavos coins

The most important activity of the Division during the year was the introduction of the Timor
Leste Centavos coins, which became legal tender on 10 November 2003. From the perspective of the
Currency Division, this required the construction of a new vault, the organisation of a national publicity
programme, and the introduction of procedures, including accounting, fo the handling of the Centavos
coins.

The socialisation programme for the coins involved the employment of ten temporary staff who
travelled with BPA staff in teams to visit all districts, distributing promotional materials, and providing
the public with information. The programme was supported with a media campaign involving
newspaper, radio and television publicity. A specia “centavos song” was commissioned and used in
association with these activities, to give the overall campaign a consistent base. An exhibition was
arranged in Uma Fukun, in conjunction with the officia launch of the Centavos by the President and
Prime Minister. Additionally, the BPA arranged for exchange centres in each district where the public
could change the former US coins(which remain legal tender) for the new Centavos. Approximately 5
million of the 8 million centavos minted with a face value of about $800,000 had been put into
circulation by the end of the fiscal year.
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The Division wishes to express its appreciation to officials of the Ministry of Planning and
Finance, and to UNMISET for their valuable assistance during the Centavos campaign.

Other Activities

Currency imports continued to be made on aregular basis, and the overall value of banknotes
imported was higher than the previous year. It is thought that the increase of currency in circulation
reflects an increase in economic activity, particularly as the denominations included far 1ess$100 and
$50 notes than previously.

The larger demand for the high denominations in previous years was attributed to the lack of
banking facilities enabling settlement of payments between TimorLeste and Indonesia, and to the
number of internationals in Timor-Leste. With the establishment of the branch of an Indonesian bank
in Dili early in the fiscal year, a large number of the traderelated cash transactions were apparently
converted to bank transfers, with a consequent drop in demand for high denominaton cash.
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Summary of Currency Transactions

July 2003 - June 2004 (USD millions)

. . Withdrawal
Denomination Importation Circulating Currency from
Issuance Re-deposits Circulation
$100 12.40 16.12 14.38 0.89
$50 5.96 9.09 8.03 0.31
$20 15.68 38.80 34.56 1.35
$10 7.84 27.27 25.28 4,12
$5 3.96 14.47 12.49 4,58
$1 1.20 3.34 1.78 1.60
50 centavos - 0.28 -
25 centavos - 0.35 - 0.35
10 centavos - 0.26 - 0.18
5 centavos - 0.06 - 0.11
1 centavo - 0.00 - 0.09
Total 47.04 110.04 96.52 13.58

The US dollar having been well established in TimorLeste meant that the quality of notes in
circulation was closely monitored. Two repatriations of unfit notes, with atotal value of $13.6 million,
primarily in small denomination notes, were made to the United States. The quality of notes in
circulation remains a concern, and because many of the population do not use the banking system, the
development of a policy of how to withdraw unfit currency from circulation— other than through

commercia banks—is under consideration.

The number of counterfeit US notes detected in TimorLeste since the US dollar was mandated
as the officia currency continues to be minimal, and the Division continued to act as the oficial
depository for counterfeit notes, and acted as the primary liaison point for the local police service, as
well as the United States authorities. With the introduction of a new $20 note during the year, publicity

was given through the commercial barks to the features of the new currency.
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Currency Import

In order to maintain an acceptable level of service, the Division responded to the continuing
increase in the volumes of currency handled in the Division by purchasing additional cash processing
equipment, upgrading the currency processing room facilities and increasing the number of staff by
two.

2.3.3 - Investments and Settlements Division

The main function of the Division during the year was the routine settlement of client account
payments, primarily by making payments on behalf of the government.

The Division continued to support the administration of payments of pensions and payments to
ex Indonesian civil servants, but with the establishment of an Indonesian bank in Dili, it is antigbated
that the BPA’srole will be reduced in future.

The account opened at the Federal Reserve Bank of New York became operational, and
investment of BPA funds is now managed through the FRB’s investment pool, which it operates on
behalf of alarge numbe of central banks.

Numbers and values of settlements completed during the year, analysed by currency, were as
follows (values in thousands):
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United States Dollars Domestic Settlements International Settlements International Receipts
Number Value Number Value Number Value
July 2003 339 5.1 36 12.1 34 10.0
August 286 3.1 40 3.3 30 7.0
September 305 4.4 28 25.1 38 11.6
October 281 3.1 35 6.2 42 10.2
November 156 2.1 17 10.2 45 11.9
December 232 3.4 34 24 53 23.7
January 2004 143 2.4 23 13.2 45 8.0
February 228 2.0 39 7.4 42 8.7
March 288 3.0 26 8.7 65 20.9
April 225 3.2 28 4.7 53 9.7
May 325 3.6 18 41 49 14.8
June 325 3.3 36 14.2 66 11.1
Total 3,133 38.6 360 111.3 562 147.6
Australian Dollars International Settlements International Receipts
Number Value Number Value
July 2003 8 0.4 3 1.0
August 7 0.1 - -
September 4 0.2 - -
October 6 0.0 1 0.1
November 2 0.0 - -
December 6 0.3 2 4.0
January 2004 1 0.0 2 0.5
February 6 0.1 1 0.1
March 6 0.0 2 4.1
April 1 0.0 1 0.1
May 4 7.3 1 0.0
June 4 0.1 2 0.2
Total 55 8.6 15 10.1

(Values in USD $000 )

2.3.4 - Payment Systems Division

The volume of transactions processed in the Dili Clering House continued to increase steadily.
With the establishment of Bank Mandiri in Dili, the number of clearing participants increased

to five.
V olumes and values exchanged in the clearinghouse during the year were as follows:
Items Cleared Items returned
Month Number Value (US$000) ol value
Total Daily Average| Total Average Value ota (USDO000)

July 833 36 6,470 7.7 7 39.0
August 672 33 3,918 5.8 10 41.0
September 770 35 4,929 6.4 8 11.0
October 896 36 4,477 4.9 7 16.0
November 719 42 3,407 4.7 3 6.0
December 987 47 4,523 45 10 128.0
January 627 31 5,289 8.4 5 13.0
February 833 41 3,111 3.7 9 31.0
March 986 42 4,631 4.6 5 32.0
April 884 42 4,142 4.7 6 78.0
May 1,022 51 10,251 10.0 9 41.0
June 1,112 51 6,917 6.2 6 14.0
Total (2004) 10,341 40.6 62,065 6.0 85 450.0
Total (2003) 6,227 25.3 40,945 6.6 87 42.0
Total (2002) 3,206 13.5 18,575 5.8 - -

Initial steps were taken to introduce an enhanced collection system for government revenues,
allowing customers to make payments to government through any commercial bank, but the
implementation is awaiting Treasury approval.
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2.4 - Accounting and Budget Division

- The main activities of the Accounting Division during the year focused on the consolidation
of financial reporting and analysis. External financial reports were al achieved within the stipulated
deadlines — including the publication of quarterly summary financi& statements in the local press, and
the completion of the annua audited financial statements. Management accounts were produced
monthly, and discussed in detail by the Management Committee, thereby achieving not only a good
level of management control, but also enabling staff outside the accounting division to increase their
skills in interpreting financial information. The primary focus of management reporting was the
monthly Budget Performance Report that tracks revenue and expenditure against budget. These reports
were usually supplemented with further analysis, particularly with respect to investment income and
currency operations.

The Division took primary responsibility for submitting BPA’s periodic reports to government,
arequirement that isnecessary while the BPA receives budgetary support from that source.

For the greater part of the year a senior member of the Division attended a training course in
the United Kingdom with the objective of preparing him for future responsibilities. Dumg his absence,
other staff in the Division continued to develop their skills largely through on the job training,
supported by an international advisor who held the position of Chief Accountant.

Income and Expenditure

Government remains the single mo¢ important source of income contributing 38% of total
income as revenue appropriation, and 22% as fees for services rendered by BPA, hence a totd
contribution of 60%. Interest income was 37%, numismatic coins2%, and donations and grant 1%, thus
USD 601,353 in absolute terms compared to interest expenses of USD 192,340, hence a positive
interest margin of USD 408,663 despite declining interest rates worldwide, which curtailed
opportunities for higher rates of return. Recoverable charges on cash withdrawals contributed 17%, and
other income was 1%. In a nutshell, total income realize was USD 1,137,346 which within 12% of the
budget amount. Currency and personnel is the largest expense item constituting 22% of the total
expenses, followed by Interest and bank charges 21%, administration 20% and depreciation 15%.
Overall, the net profit of USD 181,824 attained at the end of the year is largely attributable to prudent
resource management, particularly with regard to the budgetary aspects of income and expenditue.
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Sources of | ncome

Donations & Grants
1%

Numismatic Coins
2%

Fees & Charges

2204 Interest Income

37%

Fees from Govt.
38%

O Interest Income B Feesfrom Govt. 0O Fees & Charges

O Numismatic Coins W Donations & Grants

Expenses by Category
o Interest
Depreciation Expenses
15% 21%
Administration \
20% /Currency
r¢/ Expenses
Personel 22%
22%
O Interest Expenses & Currency Expenses
O Personel O Administration
| Depreciation

2.5 —Department of Administration

The department of administration, comprising three separate divisions, provides administrative
and organizational support to BPA core BPA operations. The principal activities of the respective

divisions areoutlined below.

Corporate Service
The Corporate Service division continues to undertake improvements of BPA offices and

genera locale. The most significant development during the year was the addition to the premises of
BPA has been the completion of anew vault in the payments area. The new vault has significantly
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expanded the storage capacity and has facilitated easy and more controlled environment of currency
handling operations.

The vault facility was completed in time to receive the newly introdued Centvos coins which
were introduced towards the end of 2003. As a result of increased operational activities and generation
of work documents, the division has prepared archiving facilities to store and organize official records
of the institution. Two separate |ocations have been set up to store and secure accounting and payments.

To organize vehicle traffic around the premises and create secure space for vehicles used for
cash movements, anew car park was added to the compound to house BPA staff and official vehicles.

The present office facilities are currently fully occupied and it will be necessary to plan ahead
and anticipate space need in the medium term. Although there was margina retrenchment of
international staff positions during the year under review, the institution continues to recruit new staff
in the various services.

Security procedures continue to be enhanced during the year. Additional security cameras were
at various locations of the BPA office compound. The cameras are new additons to the central
electronic security surveillance system which are monitored by police guards on a twenty four hour
basis. The division has also continued to maintain close relationship with the Timor Leste police service
to ensure that BPA premises are given priority and police agents assigned there have the requisite
numbers as well as equipment, including firearms. Security agents from East Timor Public
Administration supplement this arrangement and provide surveillance of general surveillance and
control of access to the premises of outside persons.

The recruitment of new staff have allowed the division to streamline administrative procedures,
develop control records for the distribution of office supplies and stationary, improve the processing
and follow up of payment of suppliers’ invoices, and regular updating of BPA asset register.

Procurement Activities

The BPA Procurement function is fully independent from that of centra government. It
manages all purchases, rental or sale of equipment, services, supplies, work and other requirements on
behalf of BPA, and operates under procurement policies and procedures established for this purpose.
These procedures are designed to ensure that the BPA obtains good quality products or services at
competitive pricesin afair and transparent manner.

To support its activities, the division maintains and regularly updates a central data base of
suppliers and contractors in TimorLeste and the neighbouring countries (presently there are 650
suppliers and contractors has registered in the data base). This information greatly facilitates
identification of suitable supplier and contractors for procurement needs.

Including the new vault, the division has processed procurement of goods and services for a
total value of USD 431,319.46 during the period under review. In addition, the division has put in place
three system contracts relating to staff uniforms, office supplies and stationery and freight forwarding
services handled by alocal company.
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Human Resource Management
a) Capacity Building
As a matter of policy, from the start, BPA has put emphasis on regular enhancement of staff
technical knowledge and skills devel opment. Over the past four years, the institution has organized and
implemented an extensive trainingprogram for staff - both in Dili and abroad.

The following table gives an overview of the level of resources alocated to this activity.

BPA STAFF TRAINING (2000 — 2004) (Man Days)

Skill Technical
Total Development Training
Formal Training
#{nternal 1455 1185 270
=External 1220 120 1100
Expert Visits 374 - 374
Sub-total 3049 1305 1744
Int'l Advisors(Full Time) 7600
Total 10649

Out of the total resources allocated to date, approximately 20 per cent relates to training
activities undertaken during the year under review. The data shows that, on average, each staff member
at BPA has received approximately 76 man days of formal training related to skill development and
technical training. Staff have also benefited from the equivalent of30 man years of on-the-job training
as aresult of international staff presence in the various services (190 per staff member).

The bulk of the resources to fund the foregoing training were mobilized from bilateral and
multilateral sources. Over the past few years, BPA was able to establish cooperation programs with
Bank of Indonesia, Bank Negara Malaysia, Thai Technical Cooperation and the Bank of Portugal. ABP
also received a substantial support from multilateral institutions like IMF, SEACEN (SouthEast Asia
Central Banks Association), Asian Development Bank, the Portuguese technical cooperation and the
Camdes Institute, from Portugal, that financed our staff training

In addition, the BPA has allocated about $150 000 from own budget resources to dlow staff
undergo attachment periods in other organizations in order to get practical work experience and
participate in training programs on their respective specialization areas

The following table sumarizes the training activities ofthe 2003-2004 fiscal year:

External training activities

NAME OF THE COURSE ORGANIZER STAFF/DAY

Insurance Institute of Portugal (incl. Portuguese course) ISP and Instituto Camdes, Portugal 528

On the job training Banco de Portugal 47
Conference on payment systems for Portuguese speaking countries Banco de Portugal 3
Central Banks

Regional seminar on Training Trainers APEC + Bank Central of Philippines 5

ﬁgi(r?i ri(})o3 Annual meeting and Forum on technical assistance and APG + Macau Government 5
Post-Graduation — Business Administration Luton Business College 264
Post-Graduation —Monetary Economy and Policy ISEG — Portugal 110
Course on Central Banks activities Bank NegaraMalaysia 88
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APEC Financid Regulators Training Initiative (Onsite

_— APEC e Bank of Taipel 10
Examination)
On the job training at Bank of Indonesia Bank of Indonesia 39
Study visit to the Central Bank Samoa Bank Central Samoa 20
Financial Programming and Policies IMF and Banco de Portugal 5
Financial sector stability patterns IMF-STI 10
Monetary and Financial Statistics FMI - STI 21
Banking Supervision Fundamentals Bank NegaraMalaysia 64
IV Forum of Information Technology of the CA_P Central Banks Banco de Portugal 5
Monetary Statistics SEACEN 14
Balance of Payments Statistics and irternational investment FMI —STI 13
Roundtable on Banking Supervision in Lusophone Countries Banco de Portugal 8

b) Compensation Review

Terms on conditiors of employment were revised during the year and reflected the autonomous
nature of this institution. Since its foundation, the BPA staff salary levels were the same as for the
Central Administration of TimorLeste. Although this policy was useful for BPA first years, it was
needed to implement a more flexible scheme of salaries useful for a better huma resources
management.

One of the main goals behind this revision was the need to make BPA staff compensation more
competitive visa-vis the local labour market and retain trained employees in the institution Actually, a
study conducted for this purpose by an IMF human resources expert, concluded that BPA salary levels
fell far short of thoseof similar positions in the local market.

In addition to a modest increase in basic salaries, a number of alowances were introduced in
the new scheme. These included:

- A transportation allowance to ease difficulties encountered by staff in finding affordable
means of travel between their homes to the work place

- A specia responsibility alowance, introduced over time as nationa staff progressively
assumes managerial responsibilities in the various services and payable to managers heading an
administrative unit in BPA organizational structure.

- An “employer only” savings scheme at the rate of 5 % of basic salary intended to provide
long term benefits to staff.

The new scheme takes account of progression of staff grades within the revised salary scale
depending on number of years of “satisfactory” service at BPA. This feature provides a mechanism to
recognize and reward performance in the work place, and encourage staff to pursue self development
and growth in their jobs.

Step advancement will be carefully implemented through integration with the new staff
performance evaluation system which will be centrally managed by the human resource division.

c) Saffing level

During the year, atotal of 8 new Timorese staff were recruited and two former members of our
staff left the ingtitution. In accordarce with the Timor Leste National Development Plan, BPA overall
staffing level are expected to stabilize around 67 and, therefore, no significant increase is expected in
the near future.

The institution has been implementing a program of Timorization focussed on appointing
national staff to all management position occupied by International staff. Although the numberof
International advisors was reduced from 9 to 6, the BPA continued to benefit from technical assistance
experts provided by the International Monetary Fund and UN Mission in TimorLeste.

47



Banking and Payments Authority of Timor-Leste 2003/04 Annual Report

The table below provides an overview of the staffing complement of BPA per
Department/Division, including international staff positions.

BPA STAFFING SITUATION

Filled Interna- TOTAL
Level ? tional
Department/Unit ? I i1l v Vv VI VIl Tota staff

G M Office to1 4 ! 5
Payments 6 7 2 19 1 20
Supervision ! 5 L
Accounting 2 2 4 L
Administration 3 2 4 1 1 11 1 12
Econ& Stat 2 2 4 1
I. Technology ! ! L

TOTAL 3 8 16 14 12 1 54 6 60

2.6 —Division of Economics and Statistics

The main goal of the BPA Division of Economic Studies and Statistics,a real "studies group”
inside the institution is to advise BPA Management in all that concerns BPA monetary and financial
policies considering the economic situationof the country.

To develop their activities, which are listed below for the period of the fiscal year in
consideration (2003/04), the Division has four technicians, having been helped during most of the time
by afifth element, an international consultantfrom UNMISET (actually, they were two that followed
each other during part of the fiscal year).

With the help of these consultants, the year of 2003/04 was of consolidation of the
DESS activity, for what contributed the policy adopted by BPA Governing Board of providing to ther
technicians appropriate training for their tasks, an essential element to make possible that activity. This
is so much more important as it istrue that the Division is the only "studiesgroup” of the Central
Administration but with autonomy regarding the Government. These kind of “groups’ usually assume,
in most countries a fundamental importance, the same that it is hoped to come to assumein Timor-
Leste.

The activities carried out by the Division along the period of Juy/2003 to June/2004 were as
follows:

1 - Publication of the "Boletim Econémico"/ “Economic Bulletin®, a quarterly publication of
BPA in which, besides information on some issues of the nationa and international economy are
presented the main activities of BPA;

2 - Publication of a daily leaflet with the essential of the information about exchange rates,
interest rates and the evolution of the international finanéal markets, which aimsto alow the public
and the economic operatorsto access thistype of information

3 — Publication of the monetary statistics of Timor-Leste using the informationgathered from
the commercial banks andfrom BPA itself;
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4 - Analysis of the statistical information produced by other official Timor-Leste institutions
namely the National Statistics Directorate and its information on the prices evolution (inflation rate)
and international trade;

5 - "Foca point" of the relationships of the Authority with theyearly Art® IV International
Monetary Fund missions

6 — Organization of internal training activities on macroeconomic issues for the BPA staff;

7 - Statistical databases management Timor-Leste, produced or not in the country;

8 — Collection of documents on several economic and social issues of TimorLeste both for
direct use of the Divison and for itstraining activities for all the staff.

Per spectives for 2004/2005

The Division will try to begin the process that will allow it, by itself or in association with
National Statistics Directorate of the Ministry of the Plan and Finances, to publish the Timor-Leste
Balance of payments.

2.7 - Information Technology Division (IT)

The continuing commitment of the BPA to establishing a fully automated working environment
meant that with increasing staff numbers, the size of the corpoite network was proportionately
increased. During the year, the implementation programme of afull corporate network, based on three
servers and nearly 50 client workstations was completed. The Division continued its support for a
number of application programs in other Divisions of the BPA, as well as maintaining basichelp desk
facilities.

The integration of the BPA data network with the government network allowed for basic
internet access to be established for a limited number of users, and the technical infrastructure thus
established will provide the basis for the future development of a BPA web site, email facilities, and
more general access to internet services.

A high-level IT strategic plan was completed with assistance from the Internationa Monetary
Fund, and initial work commenced on the development of a Disaster Recovery Plan. Data storage
facilities for backup and other media were upgraded during the year.

The Division was supported by an UMNISET network advisor for part of the year.

2.8 - Law office

During the fiscal year in analysis, the Law Office of BPA closely followed the writing process
of the main lawsprepared by BPA, namely on insurances and payments.

The Law Office continued to support the BPA operational units in dexeloping legal
documentation and to represent BPA in all legal matters and whenever required.

2.9 — Office of the I nternal Auditor

During the fiscal year of 2003/04 the activity of BPA internal auditing wasintensified. Namely,
asolid program of auditing was consistently implemented a program of internal auditing of the areas of
BPA activity identified as of higher risk of wrong-doings.

Besides the tasks of internal auditing that were at the origin of periodic reports about the
internal situation of the institution, it also accomplished sometasks at the request of BPA management.
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Taibessi popular market saleswoman, in Dili, using the new“ centavos’ coins

3—-FINANCIAL STATEMENTS

Contents

Statement of Compliance............c..cooiveviiiiiiie it v .. Pg 53

BalanCesheet ..o 54
Profit and LOSS StALEMENt .........cieieie e e et e e 55
Statement of Changesin EQUItY ............cocoiiiiiiiiiiii i e, 56
Cash Flow Statement ..........cooeniiii i 57
Notesto the accounts (they are an integral part of the statement) ........ 58
External AUAItOrS REPOIT ........c.ieiiiie et e e e e 64

51



Banking and Payments Authority of Timor-Leste 2003/04 Annual Report

Autoridade Bancaria e de Pagamentos de Timor-Leste
Banking and Payments Authority of Timor-Leste

Avenida Bispo Medeiros, PO Box 59, Dili, Timor-Leste

FINANCIAL STATEMENTSFOR THE YEAR ENDED 30 JUNE 2004

16 August, 2004

52




Banking and Payments Authority of Timor-Leste 2003/04 Annual Report

BANKING AND PAYMENTSAUTHORITY OF TIMOR-LESTE

16 August, 2004

STATEMENT OF COMPLIANCE

The Financial Statements on pages54 to 57 and the Notes from pages 58 to 63 which form an
integral part of these Satements, have been prepared by Management and approved by the Governing
Board of the Banking and Payments Authority of TimorLeste. We declare that these Financial
Statements comply with the requirements of Regulation 2001/30 and fairly present the true financial
position and performance of the Banking and Payments Authority of TimorLeste as at 30 June 2004.

Abrado de Vasconselos
General Manager
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BANKING AND PAYMENTSAUTHORITY OF TIMOR-LESTE

BALANCE SHEET

ASSETS

Cash and Bank

Investments

Property, Plant & Equipment
Other Assets

Total Assets

LIABILITIES

Currency Issued

Government Deposits

Domestic Financia Institutions
International Financial Institutions
Other Liabilities

Total Liabilities

NET ASSETS

EQUITY
Share Capital
General Reserve Account

TOTAL EQUITY

30 JUNE 2004
2004 2003
Notes usb ushD
2 92,863,371 53,464,590
12,023,020 11,487,052
3 1,103,267 869,741
4 187,584 102,220
106,177,242 65,923,604
835,938 —
5 79,010,827 41,535,076
5,769,802 4,767,246
6 12,023,020 11,487,052
5 167,869 322,289
97,807,455 58,111,663
8,369,787 7,811,941
7,727,188 7,351,166
642,599 460,775
8,369,787 7,811,941

The notes on pages 58 to 63 form an integral part of this statement.
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BANKING AND PAYMENTS AUTHORITY OF TIMOR-LESTE

PROFIT AND LOSS STATEMENT

FOR THE YEAR ENDED 30 JUNE 2004

2004 2003
Notes usb uUSD
INCOME
Income from Financial Assets TA 601,353 482,801
Income from Government 7B 628,978 552,379
Fees and Recoverable Charges 7C 365,066 274,390
Other Income 7D 37,001 3,350
Currency Gains (Losses) 8 (495,051) 58,791
Total Income 1,137,348 1,371,710
EXPENSES
Interest Expenses and Bank Charges 192,690 255,785
Distribution of Currency 225,537 226,425
Personnel Expenses 209,681 140,142
Administration Expenses 9 192,827 168,023
Depreciation 1G, 3B 134,789 120,560
Total Expenses 955,524 910,935
OPERATING PROFIT 181,824 460,775

The notes on pages 58 to 63 form an integral part of this statement.

55



Banking and Payments Authority of Timor-Leste 2003/04 Annual Report

BANKING AND PAYMENTSAUTHORITY OF TIMOR-LESTE

STATEMENT OF CHANGES IN EQUITY

DURING THE YEAR ENDED 30 JUNE 2004

2004 2003
SHARE CAPITAL usD usD
Opening Balance 7,811,941 6,364,664
Cash Subscriptions from Government 376,022 520,000
Transfer from General Reserve — 466,502
7,727,188 7,351,166
GENERAL RESERVE
ACCOUNT
Opening Balance 460,775 466,502
Transfer to Capital — (466,502)
Retained Earnings 181,824 460,775
642,599 460,775
TOTAL EQUITY 8,369,787 7,811,941

The notes on pages 58 to 63 form an integral part of this statement.
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BANKING AND PAYMENTSAUTHORITY OF TIMOR-LESTE

CASH FLOW STATEMENT

FOR THE YEAR ENDED 30 JUNE 2004

2004 2003

usD usD
OPERATING ACTIVITIES
Operating Profit 181,824 460,775
Depreciation 134,789 120,560
Changesin Receivables, Prepayments & Stock (85,364)  (102,020)
Currency Issued 835,938 —
Changesin Government Deposits 37,475,751 22,236,056
Changesin Deposits of Domestic Financial Institutions 1,002,556 1,231,017
Changesin International Financial Institutions 535,968 —
Changesin Other Liabilities (154,420) 118,187
Operating Cash Flow 39,927,042 24,064,675
INVESTMENTSACTIVITIES
Changes in Investments (535,968) —
Purchase of Property, Plant & Equipment (368,315) (243,073)
Cash Flow from Investment Activities (904,283)  (243,073)
FINANCING ACTIVITY
Capital Subscription 376,022 520,000
Cash Flow from Financing Activity 376,022 520,000
INCREASE IN CASH & CASH EQUIVALENTS 39,398,781 24,341,502
Cash & Cash Equivalents at the beginning of year 53,464,590 29,123,089
CASH & CASH EQUIVALENTSAT THE END OF YEAR 92,863,371 53,464,590

The notes on pages 58 to 63 form an integral part of this statement.
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1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of preparation
These Financia Statements have been prepared in accordance with the historical cost convention ard
on accrua basis to conform with the accounting policies of the Banking and Payments Authority of
Timor-Leste (BPA) and relevant International Accounting Standards. Unless stated otherwise, the
policies followed in these statements are consistent with hhose adopted in the previous year.

Presentation
The Chart of Accounts was revised during the year, and it was therefore necessary to reclassify some
comparative information from the prior ended 30 June 2003, to harmonise it with that of the year ended
30 June 2004.

Unit of Account
All amounts, unless specified otherwise, are expressed in United States dollars, the official currency in
the Demacratic Republic of Timor-Leste. Any minor differences are due to rounding of cents to the
nearest dollar.

Foreign exchangerates
Transactions involving foreign currencies have been converted at the rates ruling on the transaction
dates. Monetary assets and liabilities have been trandated at the rates of exchange ruling at the end of
June 2004. Gains and losses arising from revaluation of monetary assets and liabilities have been
recognized in the Profit and Loss Statement.

The significant foreign currency exchange rates as at 30 June 2004 were:
USD 1=1DR 9,430

USD 1= AUD 1.4497

USD 1=IMF SDR 0.6820

USD 1=EUR 0.8274

Income Recognition
Interest income, fees & charges and other income have been recognized on accrua basis of accounting
where it has been ascertained that the economic benefits will flow to the entity and that it can be
reliably measured. Income from Government is recognized upon approval of the annua budgetary
appropriation by Parliament.

Property, Plant & Equipment
Property, Plant and Equipment are carried at cost. The respective classes are indicated in Note 3 to the
accounts.

Depreciation
Depreciation has been provided on a straight-line basis in order to write off the cost of depreciable
property, plant and equipment over their estimated useful life spans, using the following rates:

Premises (improvements) 5%

Plant 20%

Office equipment 12.5%

Computers & electronic equipment 25%
Investments

Investments are initially recognized at cost, being the base consideration including acquisition charges.
The investments reported relate to transactions with the IMF and are deemed to be held to maturity,
hence recognized at the initial cost in SDRs, and translated into US Dallars at the ruling rate on 30 June
2004.

Stock of Unissued Currency (Centavos)
Unissued coins (Centavos) are held at cost of acquisition.

58



Banking and Payments Authority of Timor-Leste 2003/04 Annual Report

Income Tax
BPA is exempt fromtaxes on its income under the provisions of Section 61, Regulation
2001/30.

Employee Entitlements
There was no pension scheme for BPA employees during the year under review.
ANALYSISOF CASH AND CASH EQUIVALENTS

(A) Cash and Cash Equivalents
Cash and cash equivalents comprise of at bank balances redeemabl e on demand and cash at
hand.

(B) Analysisby Institutions

Rating* 2004 2003
DOMESTIC CASH AND BANK
Cash AAA 8,689,360 7,689,774
Other Central Banks Aa2 82,092,729 43,585,158
Resident Banks Aa3 935,025 2,067,697
Non-Resident Banks Aal — 938
Total Domestic Cash and Bank 91,717,114 53,343,567

FOREIGN CURRENCY CASH AND

BANK

Central Banks Aa2 1,094,427 62,714
Foreign Cash Aa2 50,882 58,082
Non-resident banks Aal 948 228
Total Foreign Currency Cash and Bank 1,146,257 121,024
TOTAL CASH AND BANK 92,863,371 53,464,590

*Where acentral bank is not rated, the sovereign rating has been used.

(C) Analysis by country exposure

The country exposure has been determined according to the home country of the parent
institution in which funds are held, or the issuing country of currency held.

Country 2004 2003
USA 18,294,623 7,690,940
Australia 73,581,893 43,647,872
Indonesia 50,882 58,082
Portugal 935,973 2,067,697
TOTAL CASH AND BANK 92,863,371 53,464,590
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PROPERTY, PLANT AND EQUIPMENT
(A) Property, Plant and Equipment at Cost

The value of property, plant and equipment excludes the land and base cost of buildings, but
represents capitalized value of improvements only.

) Office Computer . TOTAL TOTAL
Premises  Plant Equipment  Equipment  Yehidles 2004 2003
Opening Balance 580,933 73,618 98,808 213,839 71,890 1,039,087 796,014
Additions 227,559 1,450 23,716 42,215 81,866 376,806 243,073
Disposals &
Adjustments - - — (8/491) — (8,491) —
Valueat Cost 808,492 75,068 122,524 247,563 153,756 1,407,402 1,039,087
(B) Depreciation Account
) Office Computer . TOTAL TOTAL
Premises Pant Equipment  Equipment Vehicles 2004 2003
Opening Balance 41,483 22,568 14,545 68,322 22,429 169,346 48,786
Annual 30,106 14,996 14,023 55,984 19,680 134,789 120,560
Depreciation
Accumulated 71,589 37,564 28,568 124,305 42,109 304,135 169,346
Depreciation
(C) Net Book Value of Property, Plant and Equipment
) Office Computer ; TOTAL TOTAL
Premises  Plant  poioment  Equipment  Yenidles 2004 2003
PPE at Cost 808,492 75,068 122,524 247,563 153,756 1,407,402 1,039,087
Accumulated (71589)  (37.564)  (28568)  (124305)  (42109)  (304,135)  (169,346)
Depreciation ’ ! ! ! ’ ! !
Net Book Value 736,903 37,504 93,956 123,258 111,647 1,103,267 869,741
OTHER ASSETS
Item 2004 2003
Accounts Receivable 107,443 98,810
Prepayments 36,743 3,410
Stock of Unissued Centavos at Cost 43,398 —
187,584 102,220
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5. LIABILITIESAND INTEREST RATE RISK

Basis of
DEPOSIT LIABILITIES Interest 2004 2003
Government
Consolidated Fund ol 65,060,878 30,935,778
Timor Gap Fund 13,899,069 10,541,218
Other Funds 50,880 58,080
79,010,827 41,535,076
Financial Institutions
Domestic Financial Institutions xRk 5,769,802 4,767,246
International Financial Institutions (Net) 12,023,020 11,487,052
17,792,822 16,254,298
Total Deposit Liabilities 96,803,649 57,789,374
CURRENCY ISSUED 835,938 —
OTHER LIABILITIES
Accruals 127,552 48,836
Other Accounts Payables 22,826 14,059
Ex R.l .Pension Fund — 256,294
Salary Payments 17,491 3,100
Total Other Liabilities 167,869 322,289
TOTAL LIABILITIES 97,807,456 58,111,663

All liabilities will mature within six months.

***Federal Reserve Bank of New Y ork Repurchase Rate less 65 basis pointson  qualifying balances.

6. INTERNATIONAL FINANCIAL INSTITUTIONS

International Monetary Fund
The Democratic Republic of Timor-Leste became a member of the International
Monetary Fund on 23 July 2002. The BPA was designated as the official depository under
Article XIII of the IMF Articles of Association. In accordance with generally accepted
accounting practice in central banks, the BPA funded Timor-Leste's subscription in the IMF
from its balance sheet, and recognizes the IMF cash and security accounts as liabilities. The
underlying balances of the IMF are denominated in SDR, as follows:

Subscription inIMF (Asset) SDR 8,200,000

IMF Cash Accounts (Liability) SDR 21,500

IMF Securities Account (Liability) SDR 8,178,500

The IMF Securities Account reflects the value of a Promissory Note held by the BPA in favour
of the IMF. The balance sheet records the US dollar equivalents of the SDR balances using the
SDR/USD rate applicable at 30 June 2004.
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TheWorld Bank Group
The Democratic Republic of Timor-Leste became a member of threeinstitutions within the World Bank
Group on 23 July 2002. Under the relevant Articles of Association, the BPA was designated as the
official depository. In accordance with general practice, the BPA records the outstanding balances with
the members of the World Bank Group on a net liability basis. The amounts subscribed ae in US
dollars, asfollows:

International Bank for Reconstruction and Development
Timor-Leste has been issued with 267 shares of capital stock with a total capital value of
$32,209,545, of which $1,739,315 has been paid in the form of a Promissory Noteheld at the BPA.

International Devel opment Association
Timor-Leste has subscribed for $349,842, of which $314,858 has been paid in the form of a
Promissory Note held at the BPA.

Multilateral Investment Guarantee Agency
Timor-Leste has subscribed to 50 shares with a total value of $541,000, of which $54,100 has
been paid on the form of a Promissory Note held at the BPA.

Asian Development Bank
The Democratic Republic of TimorLeste became a member of the Asian Development Bank on
24 July 2002. In accordance with the ADB Articles of Association, the BPA was designated as the
official depository. In accordance with general practice, the BPA records the outstanding balance with
ADB on a net liability basis. The subscription in the ADB is 350 shares with a total value of
$4,222,225, partialy funded by a Promissory Note for $171,904.88 held by BPA.

1. ANALYSISOF INCOME

2004 2003
(A) INCOME FROM FINANCIAL ASSETS usb usb
Interest on deposits — Foreign Central Banks 592,408 473,114
Interest on deposits— Foreign Commercial Banks — 436
Interest on deposits — Domestic Commercia Banks 6,801 9,251
Other Income 2,144 —
Total Income from Financial Assets 601,353 482,801
(B) INCOME FROM GOVERNMENT
Service Fees 240,000 240,000
Revenue Appropriation 388,978 312,379
Total Income from Gover nment 628,978 552,379
(C) FEESAND RECOVERABLE CHARGES
Cost Recoveries (Cash Fees) 315,733 215,605
Licensing & Supervision 49,000 53,500
Miscellaneous Charges 333 5,285
Total Chargesand Cost Recoveries 365,066 274,390
(D) OTHERINCOME
Penalties — 2,000
Sales of Numismatic Coins 27,221 —
Donations & Grants 9,780 1,350
Total Other Income 37,001 3,350
(E) CURRENCY GAIN (LOSS) (495,051) 58,791
TOTAL INCOME 1,137,348 1,371,710
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8. CURRENCY EXCHANGE LOSS: USD 495,051

Gains and losses arising from revaluation of monetary assets and liabilities have been
recognized in the Profit and Loss Statement, and the net effect of movements in foreign
currency exchange rates during the year under review was a loss equivalent to USD 495,051.
Thiswas largely attributable to the sharp depreciation of the US Dollar against reserves held in
Australian Dollars.

9. ADMINISTRATION EXPENSES

2004 2003

usb usb
Information Systens 3,005 10,366
Office Expenses 27,736 27,478
Communication Expenses 23,191 18,031
Professional Fees 26,870 67,655
Vehicle Expenses 10,627 8,954
Repairs & Maintenance 20,655 9,072
Water & Energy 56,552 17,295
Insurance 6,667 —
House Keeping 8,531 8,161
Security 500 —
Assets Management 8,491 1,013
TOTAL 192,827 168,023

10. REMUNERATION TO MEMBERS OF THE GOVERNING BOARD

The three members of the Governing Board as at 30 June 2004 are also executive members of
management. Two of them were remurerated under the auspices of United Nations and IMF
technical assistance programmes at no cost to the Democratic Republic of TimorLeste. The
third Board member was remunerated in accordance with the terms and conditions of service of
regular executive staff of the BPA.
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External auditors report

=l ERNST & YOUNG - e w1730t

INDEPENDENT AUDIT REPORT TO THE GOVERNING BOARD OF
BANKING AND PAYMENTS AUTHORITY OF TIMOR LESTE

Soope

The financial report and Governing Board responsibility

The financial statemeni comprises Balance Sheet, Profit and Loss Statement, Statcment of
Changes i Equity and Cash Flow Statement, accompany g notes o the financial staements,
and Statement of Compliance for Banking and Pavmeniz Authorny of Timor-Leste (" BRA")
fior the vear ended 30 June 2004,

The Governmg Board of BPA ane responsible for preparing a financial report that gives a trug
and fair view of the financial position and performance of the BPA, and that complics with
International Accounting Siandards, in pccordance with the Hegulation Mo, 200030 “on
Banking and Poyvments Awuthority of East Timer”  This incledes responsibiliny for the
mamicrance of adeguale accounting records and itemal conirols that are designed 1o prevend
and detect frand and crror, and for the acconmting policies and accounting estmmates inherend
in the financial report

Auwdit approach

We conducted an independent audd of the financial report n order (o cxpress an opmion on i
to the Goverming Board of BPA. Our audi was conducted in accordance with Interational
Standards on Apdiing i order 10 provide resscnable assurance as o whether the financial
report 15 free of materml misstatement, The noture of an andn s miluenced by factors such as
the wse of professional udgement, sclective testmg, the inherent Imsatons of imernal
control, and the availabality of persuasive rather than conclusmve evidence, Therefore, an andit
cannol guaranice that all materal misstatcments have been detected.

We performed procedures to assess whether moall material respecis the [nancial report
presents {arly, moaccordance with the Eepulztion Moo 200030 “on Banking and Payvments
Awthorny of East Towor”, and mcluding compliance with Internptional Accounting Standards,
a view which 15 consistent with our understanding of the BPA's fmancial position, and of 1is
performance as represcmied by the resulis of 1= operations and cash ows,

We formed our audit opmion on the basis of these procedures, which mcluded:

* cxamining, on a test basis, informaion 1o provide evidence supportng the amounis
and dizsclosures m the fnancial repon, and

* assessing the appropriatencss of the accounting policics and disclosares vsed and the
reasonablencss of significani accounting cstimatcs made by the Governing Board of
BPA,

Liakaliny lamiitad B the Acisliniasts Behame, apjerved
unid the Profeaienil Standirds Aot 1054 {T5W0)
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Sl ErmisT & YOUNG

Auwdit approach feont’d)

While we considered the effcctivencss of management's micrnal controls over [inancial
reportmg when determmung the natere and extent of our procedures, oor andil was not
designed 1o provide assurance on internal controls.

We performed procedures to assess whether the substance of business transaciions was
accurately reflecied m the fimancial report. These and owr other procedures did not mclude
consideration or judgment of the appropriatencss or reasonablencss of the business plans or
strategies adopied by BPA,

We belizve that our audit provides a reasonable basis for our opinion.,

Independence

We ane independent of BPA, and have met the independence requirements of the [nternational
Federation of Accountanis ("IFAC™) Code of Ethics for Professional Accountants

Auctit Opinion

In pur ppmson the fmancial report of Bankmg and Pavments Authority of Timor-Leste s in
sccordance with the Regulation Mo, 2000/30 “on Banking and Paymenis Authornty of East
Timor”, including:

(a) gving a truc and fair view of the fnancial posmion of Banking and Payments
Authornity of Timor-Leste at 30 June 2004 and of s performance for the vear ended on
ihat date; and

(b complving with International Accounting Standsards.

é:*“'“”%r;"‘i}”

Ermst & Young

AL

Mike Eewd
Partner

Brsbane
2% Seplember 2004
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Statement of Cor porate Gover nance
Overview

The Governing Board and management are committed to ensuring that the BPA maintains a
high standard of governance and adheres to high ethical standards.

The Governing Board

The Governing Board consisted of three executive members throughout the year, although
there is statutory provision for the appointment of up to four other norexecutive members.
With the small number of members, no board committees have bee formed.

The Governing Board is required to meet not less frequently than once each calendar month.
During the year twelve meetings of the Governing Board were held, and each meeting was
attended by all members. In the absence of an independent chairperson, the General Manager
chaired the meetings.

The Internal Auditor reports to the Governing Board each quarter and at other occasions on
request.

M anagement

The Management Committee comprises the General Manager, Deputy General Manager for
Supervision, Deputy General Manager for Payments, Chief Accountant, and Director of
Administration.

The Committee meets weekly to review progress, approve policy, and provide guidance on
such matters as the General Manager may determine. Divisional Managers al soattend these
meetings.

Luis Quintaneiro, General Manager April 2002 — July 2004
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Corporate Plan, 2004-2007

This Corporate Plan sets out a strategic direction for the Banking and Payments Authority of TimorLeste
(BPA) for the period through to 2007. The Plan describes the way in which we undertake our responsibilities
and identifies our main functions and key objectivesin a manner intended to improve our corporate
effectiveness and transparency. (...)

Asan institution that is less than four years old —in reality and not just in alegal sense—we have
established ourselves as a fully-functioning and effective organisation. The challenge in the next three years
isto not only consolidate these achievements but to further build and expand our functions and services to
meet the expectations and needs of the people of Timor-Leste.

Thereis considerable emphasis throughout the Plan on the devel opment of human resources. (...)

This Plan provides a broad overview of the direction we intend © take until 2007. It will be supported by
the preparation of Annual Budgets that will be prepared each year identifying the resources required to
achieve the planned results. The annual budget process is thus the mechanism that takes the intentions set ot
in this Corporate Plan and converts them into operating targets and activities.(...)

1.1 Charter

The purposes of the Banking & Payments Authority of TimorLeste (BPA) are established in severa
pieces of legislation, primarily UNTAET Regulation 2001/3® on the Banking and Payments Authority of
East Timor, and other legislation detailed in the Appendix. The primary objectives of the BPA under these
laws are: to achieve and maintain domestic price stability; to foster the liquidity and solvency of a stabe
market-based banking and financial system; to execute the foreign exchange policy of TimorLeste; and to
promote a safe, sound and efficient payment system.

Within these objectives BPA has the purposes of: advising the government on banking and monetary
matters; issuing currency in the form of national coins; overseeing the nation’s payment and settlement
systems; acting as the banker to the government; ensuring a sufficient supply of paper currency; licensing,
regul ating and supervising banks and currengy exchange bureaux; undertaking economic analysis and
research.

In addition, the BPA has been requested to prepare aframework for the licensing, regulation and
supervision of the insurance industry, though enabling legislation is still in preparation.

1.2 Vision

To be acredible leader in preserving price stability to foster economic development in TimorLeste.

1.3 Mission

Our mission isto be a central bank staffed by a professional team that strives to continuously improve the
quality of our servicesto our stakeholders by maintaining a sustainable monetary system with low inflation;
ensuring that payments systems are efficient and effective; promoting a safe and credible system of financial

institutions; communicating and providing information; undesaking sound economic research and analysis;
by developing the necessary organizational and technical capacities.
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Corporate Plan, 2004-2007 (cont.)

5. Ethicsand values

5.1 Good governance

The BPA will adhere to international standards of good governance.

Members of the Governing Board will observe and foster high ethical standards.

Members of the Governing Board will require integrity in financial am other reporting.

The Governing Board will regularly verify that the BPA has appropriate processes in place to identify and
manage potential and relevant risks.

The quality and independence of the internal and external audit processes will be maintained.

The Governing Board will foster constructive relationships with its stakehol ders, and respect their
interests within the fundamental purpose of the BPA.

5.2 Integrity and Honesty
The BPA will seek to undertake all its functions with total professionalism,honesty and integrity.
The BPA will conduct its affairs ethically and fairly, and respect all legal and other mattersin preparing
advice, which will be based on rigorous analysis.
The BPA will respect confidentiality in all its dealings and take all rea®nable precautions to prevent ur-
authorized access to any information received.

5.3 Openness
The BPA will consult, listen, learn, and respond effectively to the needs of its stakeholders, customers,
and the community at large.
The BPA will strive to trug and be trustworthy

5.4 Prudence
The BPA will exercise prudencein the execution of al its duties and responsibilities.

5.5 Transparency
The BPA will implement its policies credibly and transparently to encourage public scrutiny and seek to
be judged by the community as afair institution.
The BPA will advise and consult with those who can assist in the achievement of its objectives
The BPA will strive to improve its communication with a broad crosssection of the community to ensure
that it isfulfilling its role and duties in a sound manner.

5.6 Accountability
The BPA will use its resources efficiently and effectively. The BPA will regularly review its performance
and asses the cost effectiveness of al its activities through a systematic process of gdanning, budgeting
and performance measurement.
The BPA will continue to ensure the effective functioning of an autonomous Internal Audit Office.
The BPA will maintain high standards of financial reporting consistent with international best practices.

5.7 Progressive employment practices

The BPA will develop a progressive and competitive work environment that motivates staff and
recognizes performance.

The BPA will develop and implement personnel policies that will attract staff from the widest pool
possible, respect equal opportunity principles and formulate clearly defined performance objectives,
fair appraisal and remuneration structures.

The BPA will maintain transparent recruitment procedures.

The BPA will be environmentally responsible

The BPA will support the development of positive team relationships and encourage cooperation between
individuals and functional areas to maximize the opportunity to achieveits goals.

in ABP/BPA Plano Corporativo/Corporate Plan 2004-2007, Dili, Agosto de/August 2004
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