accelerating-2025-adb). Immediate concerns include the potential onset of a global recession and increased
volatility in commodity prices, which may necessitate fiscal responses, challenging expenditure control and
impacting the balance of the Petroleum Fund. Commitment to rationalising public spending would mitigate
uncertainty in the medium term.

Additionally, the development of the Greater Sunrise oil field presents a substantial upside risk in the medium
term. Gradual fiscal consolidation is recommended to safeguard the Petroleum Fund, ensure fiscal sustainability,
and prioritise capital expenditures to enhance growth and protect vulnerable populations. The IMF encourages
revenue mobilisation efforts, including the introduction of a VAT complemented by tax administration reforms.
Moreover, fiscal responsibility laws and medium-term fiscal frameworks are advocated to promote sustainability
and address external imbalances.

The Timorese economic growth is mainly constrained by its lack of economic diversification and its high
dependence on oil to finance its economy in general and the state accounts in particular. Oil and gas production
ended in 2023, leaving coffee the primary commodity export. Tourism-driven services account for less than 4
percent of GDP. In contrast, a lack of domestic production necessitates imports to meet domestic consumption,
resulting in susceptibility to commodity price volatility. The economy relies therefore mainly on the public sector,
which channels and redistributes the funds from the oil sector through the state budget. Agricultural production is
self-subsistence since the only significant export crop is coffee. However, it has a reduced contribution to the
country’'s revenue.

Domestic revenue represents, on average, 13 percent of all income sources, while the Petroleum Fund provides 86
percent of the State Budget. Created in 2005, the Petroleum Fund was designed as a perpetual fund that provided
the government with yearly budget financing. It was named the Estimated Sustainable Income (ESI).

Withdrawals from the Petroleum Fund are categorised as ESI and excess withdrawals. ESI is a nonbinding
benchmark indicating the sustainable level of withdrawal from the PF that does not reduce the actual value of the
total petroleum wealth in the long term. When the Government and Parliament agree, amounts above the ESI can
be transferred from the PF. The ESI is 3 percent of the total petroleum wealth, comprising the PF balance and the
net present value of expected future revenues from oil and gas.

The PF, however, could be depleted by 2034 if the fiscal policy remains unchanged (WB estimate) or sometime
later, considering the more optimistic government's scenarios, prolonging the lifetime of the Fund until 2049 if a
policy of gradual spending cuts is put in place combined with the introduction of VAT and property taxes

Timor-Leste is drawing on its Petroleum Fund to bridge the large budget gap. The balance of the Fund stood at
18.2 billion by the end of 2023 (10.6 times of GDP). However, due to the cessation of oil and gas production, the
revenues of the Petroleum Fund will be outweighed by the annual withdrawals needed to finance the budget.

Since its inception, the Fund's annual average return has been 4.2%, with a cumulative income of USD 8.16 billion.
Due to the decrease in production, the Fund's sustainability is affected by continued withdrawals over the 3% ESI
rule in the context of declining oil revenues.

The Excess Withdrawals from the Petroleum Fund ensured the financing of the state budget in 2023, following the
same pattern as previous years. The IMF estimates withdrawals at 5.2% of GDP between 2010 and 2020.

Despite the persistent budget deficits, the public debt is presently very low. Outstanding public external debt
reached 15 percent of non-oil GDP ($258 million) in 2022. All external loans signed since 2012 have consisted of
concessional loans from the Asian Development Bank, the World Bank, and JIKA, mainly used to finance road
infrastructure projects, water supply and sanitation, and airport development. The Asian Development Bank has
the largest share of total external debt, comprising nearly 65 percent of total external debt at end-2022. The average
maturity of existing loans is 25.5 years, with grace periods ranging from 5 to 10 years. Debt service payments on
existing debt average $20 million (close to 1.2 percent of non-oil GDP) per annum in the medium term and decline
afterward.
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