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EXECUTIVE SUMMARY

This study wasinitiated by USAID’ s Program and Policy Coordination Bureau and
conducted with the Government of Japan as one of afive part series on program
assistance, sometimes referred to as non-project assistance (NPA). Other countriesin the
series include Mozambique, Maawi, Tanzania (initiated by USAIDs Africa Bureau), and
Nicaragua. The objectives of this study were to review the Democratic Republic of
Timor-Leste' s experience with program assistance, determine whether it has been an
appropriate method of disbursing aid, and identify the country conditions that are
favorable for such assistance.

This report is based on extensive interviews with Timor-Leste government officials,
donors, NGOs, and individual s in both Timor-Leste and Washington, DC, aswell as an
extensive literature review. The study team wasfielded by USAID’ s Center for
Development, Information and Evaluation’s (CDIE) Development Information Services
(DIS) project and was comprised of three researchers from DIS and a researcher from the
Mitsubishi Research Institute, who also served as a contractor of the Government of
Japan. During one week of in-country work the Timor-L este study team was
accompanied by aresearch fellow (sponsored by the World Bank)from the Ingtitute of
Development Studies, which is based in the United Kingdom.

The specific focus of this study is Timor-Leste's Transition Support Program (TSP). The
TSP provides general budget support (GBS) and has been in operation for over two years.
It is coordinated and managed by the World Bank and is the primary program that uses
budget support for assistance in Timor-Leste. The TSP isfunded by both the World
Bank and ten bilateral donors. Total donations for the 2003-2005 period were
approximately US$91million of which USAID’s contribution is $12 million. Though
originally scheduled to phase out by 2005, the Government of Timor-L este has requested
that funding be extended to 2007.

In generd, the primary objective of GBS isto provide flexible resources for devel opment
based on an agreed program and shift the responsibility of development from donors to
host governments, encouraging the latter to take amore active role in their own
development. Countries with weak and unaccountable governments, low capacity, or
insufficient public financial management are usually poor candidates for GBS, as are
countries with systematic or large-scale corruption, inadequate or non-existent
monitoring and evaluation systems and/or audit agencies.

Timor-L este was chosen as a case study because: (1) it isanew, post-conflict country,
with a new government, new institutions, little revenue outside of foreign assistance, and
the need for financia resources to be provided through a flexible instrument; (2) human
and administrative capacity are especialy low, forcing the government to rely on large
numbers of foreign advisors and staff; (3) thereislittle tradition of entrepreneurship and
few natural resources that can be exploited; (4) unlike most post-conflict countries, there
is stability and little chance of renewed violence; and (5) off-shore oil and gas deposits
are expected to generate significant revenue, most likely by 2007.



Of particular concern were a high incidence of poverty, a shortage of government
revenue, the expectation of future oil revenues, and a rudimentary human resource base.
Given these considerations, the goals of the TSP are to: (1) provide atemporary source
of funding to augment government revenue; (2) enable implementation of Timor-Leste's
National Development Plan (NDP); and (3) build sufficient government capacity so that
future oil and gas revenues will be appropriately managed.

Because the GOTL hasrelied heavily on foreign assistance to fund recurrent and capital
expenditures and reconstruction/devel opment, donors have considerable influence when
engaging in policy dialogue. Thisisespecialy truein the case of the TSP where, based
on extensive interviews with both donors and high-level government officials, donor
harmony and coordination have been excellent and where program design has facilitated
frequent discussion.

In addition to aresource constraint, the GOTL faces alimited time period in which to
build sufficient capacity to effectively manage oil revenues. This provides further
incentive to manage funds responsibly and deepens government commitment to
development. The expectation of future oil revenues offers the government and donors a
natural and obvious exit strategy for discontinuing GBS.

In addition to the discussion above, the Timor-L este study team came away with several
conclusions highlighted below that may be applicable to similar post-conflict countries or
more generally to countries where donors are considering GBS as its main assistance
strategy. The report provides greater detail on its conclusionsin Section V.

Much of the success of the TSP may also be attributed to donor actions, specifically
World Bank oversight and program design. The World Bank has been very closely
involved in TSP implementation and monitoring. Bilateral donors contend that World
Bank oversight offers an effective way of managing their assistance while requiring
minimal staff on their part. They are satisfied with the current method of reporting and
administration.

Though thereis no explicit conditionality, donors and the GOTL meet twice each year to
review progress and to set new goals and priorities. During this time donors can discuss
issues of importance with high-level officials. In thisway donors are given aforum in
which to voice their concerns. When agreement has been reached, goals and priorities are
placed on an Action Matrix which serves as a plan for the following year.

After the budget is approved by Parliament funds are released. At that point the Vice
Minister of Planning and Finance coordinates with line ministries and external partnersto
expedite implementation. The Vice Minister also supervises a Program Management
Team which prepares quarterly progress reports for the World Bank and other donors.
The quarterly progress reports, as well as very extensive biannua reviews, serve asa
monitoring tool and help to achieve donor coherence and harmony.



From the GOTL’ s perspective, the reviews and strong donor harmony are a source of
pressure on the government and are perceived to encroach on sovereignty to some degree.
Nonetheless, the GOTL has achieved positive results though with the TSP in place for
just over two years, outputs can be identified rather than impacts or lasting, sustainable
change.

An area of interest to donors and line ministries is the degree to which authority to
expend funds may be delegated by the Ministry of Planning and Finance (MoPF).
Though there are benefits to centralizing such authority, inefficiencies can occur, and the
host government may not release fundsin atimely fashion. Although there was some
concern regarding fiduciary risk, donors consistently report that the current system of
public expenditure is sound and that the incidence of corruption is minimal and low-level.

Local non-governmental organizations (NGOs) have not been involved in TSP
consultation in asystematic or meaningful way. But the task of involving alarge and
diverse group in an organized, representative, and substantive manner presents a
challenge and requires effort by the NGO community in concert with the host
government and donor community.

Donors and host government officials found the TSP program relatively easy to manage
in as much as both donors and the host government were thinly staffed and sought an
effective vehicle for assistance.

Ownership of the TSP s agenda setting process by Timor-L este government officials was
evident. The host government viewed the Action Matrix (and objective-setting) a policy
making tool as much theirs as the donors, notwithstanding the rigor of the review process.

With regard to the relative merits of various assistance types over others, the Timor-Leste
government has had little experience with projects and programs to state a strong
preference. However, they are leaning towards projects which they view as a means of
providing needed capacity building assistance if managed jointly with donorsin various
sectors.

As anew government with fledgling institutions, the capacity building aspects to the TSP
were crucia to instilling the skills of public expenditure management largely through
World Bank auspices with support from other donors. In East Timor’ s post-conflict
environment, this capacity building within the MoPF was key to engendering donor
support for the TSP. Furthermore this type of capacity building ought to be considered in
other country contexts where there are established institutions, and donors intend to
channel large amounts of their assistance through a GBS mechanism.

Finally, because government revenue from oil and gas will soon be generated, Timor-

L este has an obvious and natural exit strategy for GBS. In part, the strategy is also based
on whether the country will have the foundational capacity to manage its budget albeit
with the assistance of expatriate advisors.






l. Introduction

A. Objectives of the Study

In order to effectively tailor development assistance to a country’s particular needs,
USAID and other donors may choose one or more of several assistance modalities. In
addition to traditional ‘ project assistance’, donors and host governments may opt for a
form of program assistance such as genera budget support (GBS), balance of payments
support, sector program assi stance, a commodity import program or a sector wide
approach (SWAp).!

This study reviews Timor-Leste' s experience with GBS, specifically the Transition
Support Program (TSP), from the perspective of both donors and recipient government.?
To date, GBS isthe primary form of program assistance used in Timor-Leste and
provides financia support to the recipient government’ s national budget rather than to
specific sectors. In the case of Timor-Leste, the Transition Support Program focuses on
the implementation of a development plan and does not entail conditionality.

The objectives of this study were to review Timor-Leste' s experience with program
assistance, including the use of GBS, whether such assistance has served as an effective
and appropriate method of disbursing aid, and to identify country conditions that led
many donors to alocate a substantial portion of their foreign assistance in a certain way.
The study also looked at the factors that contributed to the success of program assistance
toolswhich in Timor-Leste' s case consisted principally of GBS. Other studiesin the
series examine program assistance in Mozambique, Malawi, Tanzania, and Nicaragua.

B. Definitions of Genera Budget Support

In the course of preparing this report, we became aware of differences in the international
development community regarding the definition of GBS and how GBS may differ from
other forms of program assistance. This section attempts to shed some light on the matter
and discusses why Timor-Leste' s Transition Support Program may be best categorized as
GBS:

! See annex 1 for a detailed explanation of various, non-GBS program assistance mechanisms.

2 Timor-Leste's official name is The Democratic Republic of Timor-Leste, formerly known as East Timor.

3 USAID transfers TSP funds to the World Bank in the form of a grant. Funds are then placed in a World Bank
managed account and later disbursed to the Government of Timor-Leste in the form of general budget support. Because
resources areinitially in the form of a grant to amulti-lateral institution rather than directly channeled to the recipient
government, from USAID’ s perspective, TSP-funding is categorized as project assistance rather than program
assistance. It isimportant to note that other donors may categorize the TSP differently.



Figure1l: USAID Categorization of Program Assistance
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Figure2: OECD/DAC Categorization of Program Assistance
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This summary discussion below draws on definitions and descriptions identified in
USAID’s Automated Directives System (ADS), which serves as USAID’ s official guide
to policies and procedures, and the OECD’ s Development Assistance Committee's
(DAC) Terms of Reference for the Joint-Evaluation of General Budget Support. (See
Annex 1 for adetailed discussion of the definitions).

1. USAID Definition

USAID divides foreign assistance into project assistance and program assistance —
sometimes referred to as non-project assistance -- of which there are two types: sector
program assistance (SPA) and balance of payments support (see figure 1 above). Though
USAID recognizes that balance of payments support and general budget support are two
separate tools, its definitions imply that they are closely related but do not address them
individually. GBSisusualy performance based, rather than based on ex-ante conditions
precedent.

2. OECD/DAC Definition

The OECD/DAC’ s Terms of Reference for the Joint-Evaluation of General Budget
Support offers a specific definition for GBS, and unlike USAID, OECD/DAC divides
program aid into food aid and financia program aid (see figure 2 above). Financia
program aid is further subdivided into budget support, sometimes referred to as * direct
budget support, and balance of payments support such as debt relief and import support.*
There are two types of budget support: general budget support and sector budget support.

C. Why the Interest in General Budget Support?

Historically foreign assistance has been provided through bilateral, donor-managed
projects. Though this approach is often effective, some donor observers believeit has
several disadvantages. First, project assistance can potentially limit host country
ownership of the development process and, as aresult, host country commitment.
Secondly, it has been argued that host governments are often better able to identify
critical development priorities than are donors, yet arein less of a position to do so when
project assistance is used. Finaly, the transaction costs associated with project assistance
may be higher than program assi stance for both donors and recipient. For these reasons,
many projects may be seen as inappropriate and not sustainable, affecting both the return
to donor investment and long-term devel opment.

Because Timor-Leste is a new nation with a very short history of donor experience, the
study team found it difficult to make conclusive statements about the effectiveness of
long term projects. However, interviews reveal that many high-level Timorese
government officials feel that once steady oil resources are generated project funded
assistance may be preferable to GBS, but only in very specific development contexts.

4|t isimportant to note that USAID offers no official definition for the term *direct budget support’.



Interviews further reveal that GBS and project assistance are not regarded as substitutes,
but rather as complements.

Some donors believe this modality gives recipients greater flexibility and control over
how money is spent, thus shifting the responsibility of managing development from
themselves to host governments. In thisway, governments assume a more active rolein
their own development, gain greater ownership of the process, and become more
committed to sustaining progress. With greater control, host governments are better able
to identify devel opment priorities and development programs are likely to be more
efficiently managed. In order for GBS to be effective, it is critical that the host
government be capable of responsibly managing donor funds.

The study team found that the GBS that funds the World Bank led Transition Support
Program (TSP) has resulted in much of the above. It does indeed provide a measure of
ownership to the GOTL and has further strengthened a commitment to government-
identified development priorities.

Proponents argue that, in addition to ownership, there are other advantagesto GBS. Most
of these advantages apply to the Timor-L este experience. Specificaly, GBS will:

= Harmonize and align bilatera aid with the host government’ s budget and policy
priorities, and improve donor coordination.

» Foster the use of policy dialogue between donors and recipient in order to reform
overal government policies and budget priorities, rather than ssmply
concentrating resources on individual projects or sectors with little or no
discussion of policy.

» Improve the efficiency of public expenditure management by not pursuing
unnecessary or low priority bilateral aid projects.

= Foster, encourage, and support government accountability.

» Reduce management costs to donors in the long-term because fewer bilateral aid
projects will be funded.

» Reduce the management costs to host governments because there will be fewer
donor projects and reporting requirements to contend with.

Understandably, many donors have reservations about providing large cash transfers to
countries that lack the essential capability to adequately account for funds. Specific
concerns that this study examines include:

» Budget discipline and the quality of financial management and systems.

= Corruption and misappropriation of funds.



» The presence and use of skilled managers and technicians.

» Evidence that the finance ministry iswilling and able to manage budget allocation
in an efficient and transparent manner.

= A central government that has interest in empowering civil society and the private
sector.

= The potential or tendency for GBS to encourage centralization of resources,
potentially harming local grassroots devel opment.

» The opportunity for donorsto consult directly with line ministries and to
encourage policy reform at the sector level.

D. M ethodology

This study is based on areview of publicly available literature and documents and
extensive interviews with donors, NGOs, private individuals, and GOTL officialsin both
Washington, D.C. and Timor-Leste. The objective of the literature review and interviews
was to gather information regarding the selection, design and effectiveness of the TSP.
The literature review included documents related to program assistance in general, the
TSP specifically, Timor-Leste's economy, and donor programs. Preliminary interviews
in preparation for in-country work were conducted in Washington, D.C. with World Bank
staff involved in the design and implementation of the TSP, USAID personnel involved
with Timor-Leste programs, and the Deputy Charge d’ Affaires from the Embassy of
Timor-Leste. The field work took place from August 24 to September 11, 2004 and
encompassed approximately 34 interviews with 66 people from government ministries,
donor organizations, NGOs and private Timor-L este citizens (see Annex 4 for a complete
list). Subsequently, questions were vetted with the Japanese Ministry of Foreign Affairs
to gain insight on Japan’s commodity support program to Timor-Leste.

USAID/CDIE’ s Development Information Services (DIS) project director led the study
team that was comprised of three researchers from DIS and a researcher from the
Mitsubishi Research Institute who served as a contractor of the Government of Japan.
During one week of in-country work aresearch fellow (sponsored by the World Bank)
from the Institute of Development Studies in Sussex, UK accompanied the study team.
All team members contributed to the substance of this report.

The remainder of this study is organized as follows: section |1 reviews the political and
economic conditions in Timor-Leste; section 111 discusses the TSP, including program
design and implementation, and fiduciary risk; and section IV presents conclusions.



Il. Political and Economic Overview of Timor-L este

A. Political History

In 1975 Indonesia occupied and annexed Timor-Leste, asmall and poor Portuguese
colony with a population of about 500,000. For 20 years, the Timorese Front for
National Liberation (FREITILIN) resisted the Indonesian occupation. After the Suharto
regime fell in May 1999 the UN supervised areferendum to decide Timor-Leste' s future
at the request of a new Indonesian government.

On August 20, 1999, the Timorese overwhelmingly rejected autonomy in favor of
independence but promptly faced opposition by organized militias with the support of the
Indonesian military leadership. The resistance proved devastating. Thousands of
Timorese were murdered, more than half the population was internally displaced, while
another 150,000 were forced into the Indonesian territory of West Timor. Infrastructure
was affected, with over 70 percent of the public structuresin Timor-L este being
destroyed. Though it has undergone significant reconstruction, damaged and burned out
buildings are still evident throughout Dili, the capital city.

After two weeks of violence a UN peacekeeping force was deployed and in October 1999
the Indonesian government declared the 1975 annexation void, opening the door to the
establishment of the United Nations Transitional Administration for East Timor
(UNTAET). Until May 20, 2002, when Timor-L este became an independent country, the
UN administered the peace and UNTAET served as the de facto government. Today the
UN maintains a small peacekeeping force while a sovereign parliamentary form of
government functions with a President and Prime Minister, both of whom are committed
to tackling the many current economic and social challenges.

B. Economic and Social Status

Though Timor-Leste’' s economy grew at an annual rate of 8.0 percent in 2000 and 13
percent in 2001, much of this growth is attributed to a significant internationa presence
that is now diminishing and to immediate post-conflict reconstruction. It is estimated that
in 2002 real GDP growth slowed to 3.0 percent and that in 2003 the economy contracted
by 3.0 percent. Growth in 2004 is projected to be 1 percent (IMF (2004)); however
Timor-Leste has large off-shore oil and gas deposits which will provide a mgor boost to
the economy within severa years.

Currently, the official currency of Timor-Lesteisthe US dollar, which helps avoid
monetary issues that the new government is not yet equipped to handle. But use of the
dollar also means that the government has little control over domestic monetary policy
and exchange rates. Though nationa coins with a one-for-one value with the US dollar
have been issued, there are no plans to introduce a new national currency in the short-
term. In practice, the Banking and Payments Authority (BPA), which officialy serves as
the central bank, oversees Timor-Leste’ s four commercial banks but has little control
over money supply.



Household surveys conducted in 2001 indicate a poverty incidence of 41 percent, where
approximately 85 percent of the poor livein rural areas. Overall, education levels are
low, with only about 43 percent of the population being literate. Though primary school
enrollment rates have increased somewhat, and are now about 76 percent, universal
primary education has not been achieved and educational quality remains poor. Life
expectancy is estimated at 57 years and infant mortality is high at 80 per 1000 live births.
Malariaand TB, the two most serious diseases in Timor-L este, are commonplace.

Given the country’ s social sector problems, health, education and urban works are given
priority in the national budget. Since independence, 35 percent of the national budget has
been allocated to health and education.

Other than oil and gas, coffee which is marketed to Australia, Europe, Japan, and the
United States, is Timor-Leste' s largest export. According to some donor experts, live
animals, candlenut oil, and copra also offer export potential, with neighboring countries,
particularly Indonesia, being the largest potential market. But Indonesia maintains trade
barriers which hamper exports and encourage the smuggling of goods, and Australia, also
aneighboring country, has highly restrictive regulations governing agricultural imports.

Wage policies enacted during the UN administration prior to independence, a high
demand for labor during that time, and afairly large and well-paid civil service have
distorted the labor market and eroded Timor-L este' s potential comparative advantage of
inexpensive, unskilled labor. Asaresult, wagesin Timor-Leste are considerably higher
than in Indonesia and potentially serve as a disincentive for foreign investment. Though
official unemployment data is unavailable, donors estimate that the unemployment rate in
Dili may be as high as 20 percent (43 percent for young males). Additionally, the high
cost of electricity ($0.20/kwh), the absence of aregulatory framework and leasing
regulation, and an inefficient judicial system also serve as mgor constraints to private
sector devel opment.

Despite the constraints, the government has secured a production sharing agreement with
foreign investors for the Bayu-Undan oil and gasfield. Additionally, Timor Telecom has
attracted investment, and it is expected that the banking and insurance sector will as well.

C. Oil

Through an interim arrangement with the Joint Development Authority, oil production at
the Bayu-Undang fields is dready well underway. Production at the Greater Sunrise field,
which holds even greater oil deposits, has also started. Once international legal
agreements with Australia are resolved, Timor-Leste’ s oil and gas resources are expected
to generate significant revenues that, if managed wisely, will reduce its dependence on
donor assistance.

Most recent estimates report that in FY 2002/2003 oil/gas revenues totaled US$29.5
million. Though much depends on world oil prices, projections for FY2004/2005 are that



oil/gas revenues will total approximately $44.2 million (IMF (2004)). If the market price
of oil and/or gas increases, Timor-L este's dependence on donors will diminish and with it
donor’ sinfluence on policy. If this occurs before Timor-L este builds sufficient capacity
to manage oil revenues, a‘resource curse’ becomes a potential danger.

Timor-L este' s oil/gas reserves are expected to provide revenues for approximately 20
years, but if government spending exceeds absorptive capacity and incurs unsustainable
recurrent expenditures, or if fiduciary integrity is compromised, then the prospect of
significant oil revenues will be a mixed blessing. Timor-L este seems determined to avoid
a‘resource curse’, which is common in many natural resource-rich countries and, with
assistance from the IMF, isin the process of establishing a petroleum fund based on the
Norwegian model. Though it wasinitially expected that Timor-Leste' s petroleum fund
would be established by December 2003, mid-2005 now appears more likely. The GOTL
has clearly stated that accountability and transparency will be the cornerstones of this
fund. Donors, the IMF, and most NGOs find thisto be a credible assessment.

D. The National Development Plan

Timor-Leste' s National Development Plan (NDP) presents along-range vision of poverty
alleviation and economic growth. It is acomprehensive document, similar to a Poverty
Reduction Strategy Paper (PRSP), which presents an ambitious development strategy and
outlines specific long term goals and objectives.

The NDP focuses primarily on institutional development, particularly the provision of
basic education, health and infrastructure, as well as on job creation, improved
governance and sustained internal security. It was designed by 120 senior government
officialsin close collaboration with foreign advisors, provides along-term vision for
Timor-Leste and is held in high regard by donors and government officials.

The host government consulted a significant cross-section of Timor-Leste society during
preparation of the NDP, including national and international NGOs, private and public
sector interest groups, and representatives of the Church. By some estimates, up to
40,000 individuals were involved in the processin some way. Though numerous goals
are presented, two over-riding short-term (FY 2002-2006) objectives are: (1) rapid,
equitable and sustainable economic growth; and (2) poverty reduction. Asistypical of
most poverty reduction strategies, the NDP does not offer specifics on implementation
nor does it adequately prioritize objectives. It does, however, offer amuch needed
visionary framework for the TSP and has provided Timorese with a sense of ownership
over their own development.

E. Donor Role and Coordination

Donor involvement in Timor-L este began with an informal meeting on September 1999
with the participation of Timorese representatives, bilateral donors, and UN agenciesto
identify post-conflict assistance strategies and programs. In December of that year,
donors pledged US$520 million and endorsed two separate funds administered by



different international development agencies. Approximately $343 million was
administered by the UN prior to independence, and the remaining $177 million was co-
managed by the World Bank and the Asian Development Bank (ADB).

The UN-administered fund financed recurrent expenditures, while the World Bank/ADB
fund, known as the Trust Fund for East Timor (TFET), was used for reconstruction and
rehabilitation projects. With independence and with the departure of the UN transitional
authorities, the recurrent cost fund was handed over to the Timorese and is now known as
the Consolidated Fund for East Timor (CFET). The TSPisapart of CFET. Meanwhile,
there are residual reconstruction and rehabilitation projects funded by TFET which is
considered separate from the CFET budget.

As a management strategy, the World Bank pooled donor resources for post-conflict
reconstruction, which contributed to donor harmony and management efficiency. Though
local ownership varied with individua projects, Timorese were involved in project design
and in the staffing of individual Project Management Units (PMU), the usua

management mechanism employed by the World Bank and ADB.

Monthly donor meetings to monitor reconstruction progress as well as biannual donor
meetings set the tone for donor harmony under TFET and established a precedent for
good coordination. Importantly, because donor offices are based in Dili, asmall city,
informal rel ationships between donors were easily established and, by all indications, are
highly collegial. These factors greatly reduced the burden of coordination on the new
government whose main priorities were to establish stability and restore normalcy.

The study team found that host government officials had greater involvement in the
design of the TSP than in some of the reconstruction projects. The short-term, urgent
objectives of post-conflict reconstruction and rehabilitation, and the lack of an official
Timor-L este government, resulted in a trade-off between local ownership in some
instances and overall management efficiency of the donors. A preliminary European
Commission (EC) evauation of TFET confirms thisfinding. Largely because the
objectives of the TSP differ from those of TFET, this problem has been avoided.

Currently most donors in Timor-Leste contribute to the TSP while a so funding bilateral
programs, though the proportion of assistance devoted to the TSP varies among donors.

F. USAID Role

USAID, through the Offices of Disaster Assistance, Food for Peace and Transition
Initiatives, provided $41 million to Timor-Leste following the violence and destruction of
September 1999. Subsequently, Congress provided an annual earmark of $25 million, $4
million of which is committed to the TSP each year for at least three years. The TSP is
funded through a Public International Organizational Grant to the World Bank for FY's
2002-2004. As such, the USAID contribution is considered legally to be an activity or
project, though in all other respectsit is, in effect, aform of program assistance. Apart
from the TSP program, the USAID/Timor-L este program supports the revitalization of

10



the local economy and democratic institutions. All work is done under USAID’s
Transition Strategy. A new country strategy will continue providing support for current
programs and will also contribute to health services.

G. Japan’s Role

Japan does not contribute to the TSP, but it has provided substantial funding since 1999
for post-conflict reconstruction and humanitarian assistance. Its priorities today include
infrastructure, agriculture, and human resource development. As one of the largest
bilateral donors, it has pledged over $190 million since 1999.

Japan has funded projects to rehabilitate roads, ports, irrigation systems and water-supply
systems. It has also extended technical assistance to improve Timorese capacity to
maintain these facilities aswell asto increase agricultural production capacity. Japan has
also provided training courses for civil servants, engineers and technicians inside and
outside of Timor-Leste.

Japan’ s program assi stance provided approximately $2.4 million in 2003 and

approximately $4.5 million in 2004. The ideais to use grant funds to purchase imported
commodities, sell them, and use the proceeds for program purposes.
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II. General Budget Support in Timor-L este

A. Design of the Transition Support Program

1. Country Conditions

Though Timor-Leste is a new, post-conflict country, there is an absence of internal
violence, and there is universal support for the government. Thereisalso little political
opposition. Because the population has been unified by the struggle for independence,
the commitment to development is strong. Despite relying heavily on assistance, an overt
mentality of ‘aid dependence’ is not evident. However under both Indonesian and
Portuguese rule personal initiative and entrepreneurship were not encouraged. Thisis
made evident by the limited number of Timorese-owned businesses and the under-
utilization of fertile farmland. Thus, thereisn’t adomestic private sector of significance
to generate tax revenues and employment.

The TSP was designed specifically for Timor-Leste. Foremost considerations were
Timor-Leste' slow administrative capacity, a weak human resource base, a high
incidence of poverty, and the expectation of future oil revenues. Given these
considerations, the goals of the TSP areto: (1) provide atemporary source of
government revenue until oil and gas revenues are generated; (2) enable implementation
of the NDP; and (3) build sufficient government capacity so that future oil and gas
revenues will be appropriately managed.

A central feature of its design isthe World Bank’ s active management and oversight role
in program implementation and monitoring, and in the accounting of funds. The relative
size of TSP in relation to the overall budget gives the World Bank and other donors
sufficient leverage to effectively fulfill thisrole.

2. Donors

The TSP is coordinated by the World Bank but is funded by both the World Bank and
bilateral donors. Bilateral donorsinclude Australia, Canada, Finland, Ireland, New
Zedland, Norway, Sweden, the UK, the United States, and Portugal. Unlike the other
bilateral donors, Portugal does not contribute funds through the World Bank, but rather
directly to the national budget. Despite this, Portugal is engaged in the TSP process and
isinvited to participate in World Bank missions as afull partner (see figure 3). The
donors that choose to contribute funds through the World Bank are charged a 2 percent
administrative fee.

Total commitments for the 2002-2005 period were approximately US$91.0 million, with
the UK, Australia, the United States, and Norway being the largest donors respectively
(seetable 1). The TSP wasfirst implemented in 2002-2003 (known as TSP I) and
continued in 2003-2004 (TSP I1) and in 2004-2005 (TSP 111).> The GOTL has requested
that the program be continued until 2007. Given limited data, a short timeframe, and

® Thefiscal year in Timor-Leste runs from July 1% to June 30™.
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differences between countries in assistance reporting and measurement, it isdifficult to
identify a discernible trend among donors in the proportion of their assistance devoted to
TSP. Sufficient time has not passed for any trends to be discerned.

Asistypica of GBS, donorsdo not designate funds for the TSP for specific purposes.
However, they can have a say regarding the use of funds. Preferences for how funds can
be used or specific issues of concern may be voiced during the consultation process,
which is frequent, comprehensive, and typically focuses on development issues and fiscal

policy.

Under the TSP, most bi-lateral donors contribute to a World Bank managed account.
After the World Bank, other donors, and the GOTL have officially agreed on goals and
priorities for the following fiscal year, and after goals and priorities have been
documented in an Action Matrix, the World Bank transfers funds in a single tranche to
CFET, which in practice serves as Timor-L este’ s national budget (see figure 3). The TSP
isamajor component of CFET (approximately 40 percent). It isimportant to note that all
donors participate in the TSP process, not just those that provide funding. For example,
despite not providing TSP funding, UNICEF and the UNDP were particularly activein
the TSP process, and the Japanese are invited as observers.
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AUSTRALIA SUSD 4.4M

Figure 3: Timor-L este’ s Transition Support Program
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World Bank Funds Held in Trust
Approx $ USD 31.5

SUSD
3M

Paid
direct
to
Govt

From Taxes

Money
From Qil

+ Gas

The Government of Timor-Leste
Total Consolidated Fund for East Timor (CFET) in FY 03-04 = estimated USD 79.1M

Self-Funded Services
Like Electricity, Airport+
Seaport generate revenue

Pays for, example, PNTL (Police) East Timor
Defense Force (F_FDTL), Government Ministeries & Offices, Salaries of Government Officials,
Infrastructure, Education, Health etc

* Caveat-Grants are provided in local country currency so there 1s some fluctuation relating to currency rates

1 the exchange to USD.
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Tablel: Commitmentstothe Transition Support Program (2003-2005) *

Donor Total Contribution (2003-
2005), in Million USD
UK 20.0
Austraia 16.1
United States 12.0
Norway 111
Finland 4.4
Ireland 2.8
Canada 17
Sweden 14
New Zealand 12
Portugal 9.0
Total Bilateral 79.7
World Bank 11.3
Total 91.0

From: International Monetary Fund, Initial Project Information
Document, #29039, April 20, 2004.

* Timor-L este fiscal year: July 1-June 30
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3. The Action Matrix

Each fiscal year the GOTL, the World Bank and other TSP donors, agree on specific
goals, objectives and measures which will be enacted during the following year.

All goals, objectives and measures are included on an Action Matrix.® In effect, the
Action Matrix outlines broad policy priorities which will be pursued during the year, as
well as very specific actions to be taken and milestones to be met. The Matrix isan
effective tool for organizing priorities and serves as away of tracking TSP progress
against agreed policy measures. Targets are organized by sector and are tracked quarterly
on apublicly available chart that lists expected outcomes, the host government office
responsible for the outcome, and the donor providing appropriate technical assistance.
Developing and updating the Action Matrix is an intensive and participatory process
involving line ministries.

The World Bank, in collaboration with other donors, conducts two, three-week long
missions each year to review the progress of the TSP and to assist the government in
setting new priorities for the coming year which are placed on the Action Matrix.
Despite contributions from various donors, the World Bank led reviews serve as the only
external monitoring framework and reporting mechanism. All reviews are based on the
Action Matrix.

Though there is no explicit bi-lateral or multi-lateral conditionality associated with the
Action Matrix for the disbursement of funds, this framework provides asingle forum
where donors and recipient can voice concerns and discuss relevant issues that are
important to either party. Using this forum, donors can influence policy decisions.
Several donors commented that the most effective way to encourage the host government
to take a certain policy measure isto ensure that it isincluded on the Action Matrix. As
such the Action Matrix serves as an understanding between the government and donor
and ensures that the objectives of each are similar. Previous research has found that GBS
works best in countries where the priorities of donors and recipient are closely aigned
(Cordellaand Dell’ Ariccia (2003)).

After donors and Timorese Government officials agree on itemsin the Action Matrix, the
Prime Minister and the Minister of Planning and Finance obtain Parliamentary approval.
Once approved, the Office of the Vice Minister of Planning and Finance is responsible
for implementation of the TSP and coordinates monitoring and reporting. During
implementation, the Vice Minister’ s office coordinates with line ministries and external
partners and supervises a Program Management Team, comprised of officials from
various ministries, which play amonitoring role. The Program Management Team
prepares quarterly progress reports for the World Bank and other donors. These reports
serve as an internal monitoring mechanism.

It isaso important to stress that the Action Matrix is entirely transparent. Assuch, line
ministries are able to ascertain the agenda and progress of other line ministries, thus
providing a sense of ownership, peer review, and inclusion.

6 See annex 2 for examples of Timor-Leste's Action Matricies.
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Over time, the Action Matrix has evolved and its preparation has become routine. The
first TSP Action Matrix for Timor-Leste's FY 2003 (July 1, 2002 to June 30, 2003)
stressed the creation of institutions, establishing alegidative and regulatory framework,
and strengthening management of core government functions. The TSP Il Action Matrix
(FY 2004) focuses on policy measures in governance, employment creation, private sector
development, and improved service delivery for poverty reduction in heath and
education. Thegoasof TSP Il (FY2005) areto further support policy measuresin
governance, as well asto improve service delivery, create jobs, private sector
development, and improve agricultural production.

Though some donors advocated a more modest program, the GOTL insisted that the
specific milestones and actions outlined in TSP | and TSP |1 be intentionally ambitiousin
terms of their range, number and timing. Consequently, not all Action Matrix measures
could be achieved. But this approach fostered policy dialogue and shifted the emphasis
from achieving goals to making progress toward goals. The donors agreed that if the
GOTL did not accomplish a policy measure but made progress toward an objective,
policy dialogue would ensue and funds would be released. When engaging in such
policy dialogue, the World Bank negotiates with the GOTL through the Minister of
Planning and Finance and typically seeks donor support to reinforce its position. In effect,
avery intense dialogue with the government and close collaboration with donorsis used
as asubstitute for explicit conditionality. At the urging of the World Bank and other
donors, the TSP 111 measures are less ambitious and are now thought to be attainable.

In addition to closing a finance gap and contributing to implementing the NDP, the TSP
also assiststhe GOTL in building sufficient capacity to effectively and responsibly
manage future oil revenues. There has been progressin thisregard. The GOTL isinthe
process of establishing a petroleum fund based on the Norwegian model and has stressed
that this fund will be transparent and accountable. 1n essence, the responsible use of TSP
funds serves as an indicator of the GOTL’ s ability to manage oil wealth, aswell asan
indicator of the likelihood that a ‘ resource curse’ may be avoided.

Except for the Portugese, al other TSP donors disburse their funds to a World Bank
account from which funds are released to the host government’s CFET. CFET funds are
used for both recurrent and capital expenditures. Effectively, thereis no distinction
between government revenue from other sources and the TSP. One underlying strategy
of the TSP was to alow recurrent expenditures to remain constant or grow only
moderately while capital expenditures grew more quickly. The reason for thisisthat, if
recurrent expenditures were kept low initialy, the government would be forced to set
priorities and would be less likely to launch unnecessary or unsustainable programs.
Under an appropriate framework, resources would not all be spent as they flow in, and
any excess could be invested and used in future years. By establishing fiscal disciplinein
thisway, the GOTL would be better prepared to effectively use oil revenues. Thisis
especially important given the fact that Timor-Leste' s petroleum fund will not have a
built in savings component.
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4, Ownership

In part because of the rigorous procedures of the World Bank’ s intensive monitoring and
review process, the GOTL has expressed some concern regarding the matter of
ownership. Theoretically, GBS gives the government full ownership over setting its
development priorities, but ownership comes at the price of quarterly monitoring that the
World Bank requires on behalf of donors, and intensive biannual reviews.

Though biannual reviews are an effective and management efficient way to monitor
progress and achieve donor coherence, from the GOTL’ s perspective, the result is a great
deal of externa pressure on the government and possibly a perception of diminished
sovereignty. Inthe end, the donor partners and host government interlocutors
acknowledge that, though the TSP is not tied to conditionality, quarterly reports, biannual
reviews, and a constant focus on the Action Matrix by donors resultsin agreat deal of
pressure on the government. But it is aso recognized that thisisthe cost of a predictable
flow of funds which finances the budget deficit and helps ensure the success of the TSP
and the future of Timor-Leste.

5. Advantages and Shortcomings

Overal, donors agree that the TSP has provided the GOTL with a good approach toward
coordinating and monitoring its program, and has served as an effective framework for
harmonizing external partner support. For bilateral donorswith aminimal staff, the TSP
offers an effective method for managing their assistance. Donors find that bi-annual
reviews offer ahighly effective forum for gaining access to the highest levels of the
GOTL and, accordingly, are satisfied with the World Bank led monitoring, reporting and
administration process. Additionally, the Action Matrix has proven to be acritical tool
for synchronizing donor and recipient priorities, organizing government activities,
obtaining donor buy-in, and generating a predictable flow of funds that are necessary for
financing a budget deficit, al of which are essentia for a new, poor country with minimal
experience in managing the institutions of government.

One area of concern among donors and line ministriesis the concentration of
disbursement authoritiesin the Ministry of Planning and Finance (MoPF) which also
serves as the primary conduit between donors and government. MoPF, however, argues
that centralization of resourcesis preferable and that more decentralized modalities such
as SWA ps would be inappropriate for Timor-L este.

Given itsdesign, particularly continual collaboration, quarterly reporting, and semi-
annual reviews, the TSP serves as away in which the World Bank can effectively
mobilize resources to assist the Timor-L este as they prepare for oil revenues. The
primary reason TSP has succeeded is likely because the World Bank and the MoPF have
been very closely involved in itsimplementation and monitoring.
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B. I mplementation of the Transition Support Program

1. Management |mplications

Management capacity and government institutions have been areas of concern since
Timor-Leste' sindependence.” Prior to independence about 28,000 high and mid-level
civil servants who worked in Timor-L este were ethnic Indonesians, most of whom fled
after independence. Currently, Timorese lack the capacity to fill this gap. Donors and
government officials recognize the constraint.

The study team found that low capacity of staff in all ministries, particularly the MoPF, is
of great concern to government officials and donors. Because GBS requires that the host
government take an active role in its own devel opment, this lack of capacity puts
additional pressure on the GOTL and makes implementation of TSP even more
challenging. Infact, low capacity is reported by most donors and government officials as
the greatest obstacle to long term devel opment.

To supplement Timorese skills while capacity is being built, the United Nations
identified critical GOTL poststo befilled by expatriate advisers. From May 20, 2002 to
May 20, 2004, UNMISET identified about 100 stability positions while the UNDP
identified about 200 positions related to development. Not al of these have been filled.

Currently UNMISET has expatriate advisersin 58 critical GOTL posts, of which 19 are
allocated to the MoPF, 15 to the Ministry of Justice (MoJ), 16 to other ministries, and 8
to other offices. An additional 102 positions were identified for financing by donors
through UNDP, but by end-July 2004, only 33 had been filled and recruitment was
underway for an additional seven (United Nations Security Council (2004)). Thus, of
300 positions identified as stability and development oriented only 91, less than athird
had been filled. This attests to funding and recruiting problems and the overall shortage
of trained staff. There is recognition by both donors and the GOTL that international staff
carries out critical technical and line functions and that some of this staff may be needed
for the medium to long term. However, some donors and government officials have
complained that the quality of advisorsis uneven.

The UN and the GOTL initially expected advisors to work closely with counterpartsin
order to transfer knowledge and foster atype of ‘on-the-job’ training. Though some
advisors were resistant to such duties, others found that the discrepancy between their
skill level and that of local counterparts was too great to foster meaningful knowledge
transfer and that a number of Timor-L este counterparts lack the knowledge, skills, and
ability necessary to carry out even the most basic duties, making mentoring and training
for some positions difficult. But experienced observers of Timor-Leste' s capacity stated
that in certain ministries standards and procedures may be higher than needed for doing a
specific job. If standards were lowered, skill levels could aso be lowered, which would
easily facilitate training and mentoring.

" For greater detail see Annex 3.
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Additionally, donors view Portuguese and Tetum language requirements for advisersas a
further obstacle to mentoring. The resistance of the GOTL to permit the use of Bahasa
Indonesian (alanguage commonly spoken in Timor-Leste which, unlike Tetum, isalso a
written language) as a working language impedes drawing competent but less expensive
experts from the region. The use of experts from the region would both lower the cost of
advisors and enable communication with counterparts.

2. Staff Intensity and Transaction Costs

Staff intensity and transaction costs refer to the time, manpower, and financial cost it
takes to manage, administer, monitor and report on the TSP from both the donor and
GOTL perspective. A frequent argument in favor of GBSisthat it requires less staff time
for the host government than do projects, in part because the government does not have to
deal with numerous donor requirements for financial management, reporting and
monitoring. In the case of the TSP, the World Bank, donors and host government staff

all have amanagerial and administrative role, though of the nine donors, the World Bank
has the greatest management responsibilities.

a  Donor Perspective

The World Bank administersindividual donor grants which are used to channel resources
tothe TSP. Thisinvolves separately tracking the inflow and outflow of funds that each
donor transfersto a World Bank account where they remain until transferred to the
GOTL Treasury. Thisisatime-consuming administrative process that is managed by the
World Bank and the government; but it is less time consuming than managing the
procedures of numerous individua projects.

The World Bank also takes the lead in coordinating bi-annual review missions. These
missions include high-level meetings with key representatives of the GOTL, ministries,
donors and the local and international NGO community. TSP donors have the option of
providing experts for the assessment team, but typically do not have the resources to do
so. A function of the review teamsisto draft aid memoires that report on the status of
actions listed in the Action Matrix. In addition, when the World Bank identifies specific
needs of the GOTL, it may organize supplemental missions to address these problem
areas. Asthelead, the World Bank’ srole reduces staff intensity and transaction costs for
other donors. It charges aflat 2 percent administrative fee of the donor’s contributions.
Because the TSP does not have a component devoted to measuring transaction costs to
donors, it is difficult to assess the degree of cost savings, even accounting for the World
Bank’ s administrative charges. Donors, however, report considerable savingsin time.

b. Host Government Perspective

Staff time required of the GOTL to manage the TSP varies by ministry and time of year.
It ismost intensive for the MoPF in the weeks prior to and during the review missions.
The MoPF coordinates meetings at which the review team reviews targets established in
the Action Matrix. Because targets are multi-sectoral and World Bank scrutiny is
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comprehensive and exhaustive, preparation for these meetings involves gathering
materials from different ministries, comparing planned activities to those actually
achieved, and carefully reviewing budget execution. The review teams include many
specialists (e.g. there were 18 in the May 2004 mission) with expertise in sectors and
ingtitutions addressed in the Action Matrix. Accordingly, government officials have
noted that their presence can be a bit overwhelming.

In another context, the review missions provide a structured framework which enables
the MoPF to fulfill its functions successfully. The TSP process, including quarterly
reports, isintegrated into the government’ s own reporting system. From this perspective,
line ministers believe that working through the TSP is more time efficient than managing
bilateral projects and use the review missions to report on how they have spent funds
received from the budget.

One approach that the World Bank has taken to try to lighten the burden for the host
government isto program its review missions to correspond with the GOTL budget
calendar, which beginsin July. Scheduling missions for May feeds into the

government’ s budget planning process. Follow-up missions in November or December
facilitate areview of budget execution, accomplishments and shortfalls, which can be
addressed during the remainder of the fiscal year. Missions occur after the GOTL
prepares quarterly reports. Starting in 2005, the World Bank will initiate a 2-step process:
the Task Manager will lead amission to develop a broad outline for the 2006 fiscal year
and the review mission will come two months later to examine progress on the FY 2005
Action Matrix.

3. Monitoring and Reporting

Monitoring and reporting are carried out on several levels by donors, the host government
asawhole, and individual ministries. The Action Matrix and specific targets serve as a
focal point around which monitoring and reporting take place.

The World Bank takes the lead by organizing three-week review missionsto review
targets on the annual Action Matrix. The mission is organized around a series of
meetings with the GOTL, other donors and increasingly with members of civil society.
Meetings and agenda are organized by the Ministry of Planning and Finance. The Prime
Minister chairs an initial meeting with the mission team members and the host
government. Thisisfollowed by a series of sector meetings and discussions chaired by
the Vice Minister of Finance. Final meetings bring together the GOTL, the review team,
development partners, and representatives from civil society.

If donors have issues of interest, they can negotiate with government to have them placed
on the Action Matrix. Examples of such issues are those dealing with gender, security,
civil society, and subsidies to the power sector. Since ministerial level officials attend
these meetings, issues can be addressed effectively. A written report is produced shortly
after each mission and is distributed to the donors and the GOTL. This provides arecord
of on-going monitoring and feeds into the GOTL monitoring and reporting system.
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The host government has developed two planning and monitoring tools which feed into
the Action Matrix. Thefirstisan Annual Action Plan (AAP) which isformulated by
each ministry, specifying planned activities and corresponding expenditures by quarter
for thefiscal year. The ministries submit their plans to the MoPF which are then
incorporated into an overal GOTL Action Plan. Overall, this system has proven
effective, though AAPs are not regularly updated.

Quarterly reports serve as the second monitoring tool. These reports address progress on
activities and expenditures presented in the Annual Action Plan and facilitate monitoring
of the budget execution process. At the present time the GOTL does not use indicators,
although these are being developed. At this point progress towards achieving objectives
listed in the AAP and the NDP cannot yet be easily measured. Importantly, the Action
Matrix isintentionally developed to be compatible with the AAPs and the Quarterly
Reports.

Donors receive AAPs and quarterly reviews directly from the GOTL, both of which
facilitate monitoring the use of funds and performance. These tools serve to guide donor
decision-making and allow donors to determine which issues are of most importance. As
yet, there has been no formal evaluation of the TSP program, however if one does take
place AusAID will likely be akey partner. An outside evaluation may be organized at
the end of TSP 1.

The NGO role in the consultative process for the Action Matrix, let alone in monitoring
and evaluation, is not defined and has become an issue of contention with indigenous and
international volunteer agencies. NGOs are invited to a separate wrap-up meeting of the
review mission but after the major decisions and discussions on progress have occurred,
and are provided little opportunity to change what has been decided.

C. Fiduciary Risk

Fiduciary risk is always a concern among donors when providing GBS to a host
government. This concern appliesto Timor-Leste, particularly since government
capacity to manage and account for financial resourcesis still evolving. The study team
focused on two areas where governments with limited capacity may be especialy wesak:
(1) the ability to formulate and execute a budget consistent with national devel opment
priorities; and (2) the systems in place to maintain budget discipline and account for
funds.

In Timor-Leste, the budget formulation processis led by the Ministry of Planning and
Finance (MoPF). It isan open process which cals for input from line ministries and
follows the priorities outlined in the National Development Plan. The budget is
formulated in January of each year and is then vetted by a Council of Ministers, approved
by parliament, and finalized for implementation in July, at the start of the new GOTL
fiscal year. The MoPF produces quarterly reports that track expenditures and allows for
mid-year adjustmentsin the event of revenue shortfals. In addition to informing the
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World Bank and other donor partnersthat the utilization of fundsis consistent with
budgetary alocations and priorities, quarterly reports also ensure that public funds are
used appropriately.

The study team met with seven bilateral donors and the World Bank, al of whom report
that the system of public expenditure of public fundsis sound. They further report that
the core treasury management system is strong, with a centralized payments system that
provides for multiple commitment and payment controls supported by an on-line
computerized payments tracking system. The books close on time, and quarterly reports
are submitted fifteen days after closing.

Currently, the risk of deviating from the intricate system of controlsis minimal, owingin
large part to: (1) World Bank oversight; (2) ahighly centralized and hierarchical internal
system of authority; and (3) the presence of 20 to 30 expatriate personnel in the MoPF
and expatriate staff in key advisory and line positions in the line ministries.

Asthetrustee, the World Bank oversees separate donor funds which are disbursed by
separate grant agreements into a government account. Funds are then co-mingled by
Government in the central treasury account for the purposes of budget execution. The
Timorese government published quarterly reports which are reviewed by the World Bank.
Annual audits are conducted by a private, independent auditor based in Australia. Audit
reports are available six months after the annual close of the books and are publicly
available.

Based on interviews and review of documents, there are two potential areas of
weaknesses in checks and controls. First, the Banking and Payment Authority (BPA)
reports to the MoPF, therefore there is an absence of a check on payments. Second, the
auditor reports directly to the Prime Minister, thus affecting the perception that findings
are completely independent.

Coupled with the financial management system, there is a centralized system of
procurement that is built on competitive bidding, and an open and transparent process of
awards to successful bidders. The procurement system is based on procedures put in
place under UNTAET. Manuals have been prepared, standard specifications are
published, and procurement integrity as an institutional value is gradually finding root.

Ironicaly, the GOTL’s procurement and payments system is so rigorous and centralized
that most of the budget execution problems that exist can be attributed to the absence of
trained Timorese staff. Asaresult, surgesin procurement activity and spending occur at
the end of the fiscal year. To avoid these problems, the government has established a
budget execution committee to monitor expenditures and has drafted legislation to
delegate procurement and financial authority to line ministries.

The government has learned that it is necessary to strike a balance between control and

flexibility, but that this must occur in tandem with an increasing capacity to delegate
authority. Trained financial analysts are absent as are staff with the skill and ability to
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minimize fiduciary risks. Theresult isthat the MoPF has atendency to centralize and is
reluctant to del egate across line agencies or within its own ministry.

The World Bank isin the process of designing a capacity building program that will
emphasize financial and planning skills. This program is expected to have a positive
impact on capacity building over the next five years. In afurther effort to build capacity,
the UNDP is piloting a project that experiments with providing block grantsto rural
districts where there are no devel oped banking networks. In the meantime, expenditures
tend to be concentrated in Dili, the capital city.

Based on extensive interviews with donors and NGOs, the study team has concluded that
there is no credible evidence of systematic, large-scale corruption. The donors
acknowledge that there is a potential for corruption, in part because of avalue system
inherited from the Indonesians which may make the Timorese susceptible to rent seeking
behavior, but it is not perceived as a serious problem. It ishoped that the basic systems
in place, the presence of alarge internationa staff, and the devel opment dialogue that
occurs with the World Bank and other donors during TSP reviews will incul cate alasting
sense of integrity. Though it istoo early to tell, the litmus test will liein the
government’ s management of its off-shore oil revenues scheduled to come on stream in
the next two to three years.

D. Results/Impact

Though the TSP has been in place for just over two years, some positive results by way
of outputs can be identified rather than impacts or lasting, sustainable results. However,
this secgion provides arepresentative list of results that can be attributed to TSP | and
TSPII.

1 TSPI

TSP (FY2002-2003) is broad in focus and is primarily concerned with creating
institutions, a legidative and regulatory framework, and strengthening core government
functions. TSP | addressed these issues by concentrating on four thematic areas. (1)
continued poverty reduction planning; (2) governance and private sector development;
(3) public expenditure policy and management; and (4) the power sector. Representative
results within these areas are as follows:

a Continued Poverty Reduction Planning

e Authored and published the National Development Plan.

e Restored primary school enrollment rate to 95 percent (48 percent of children
enrolled in primary school are girls).

e Restored primary education (7,132 schoolsin operation and 3,901 teachers).

8 Annex 2 presents TSP, 11, and Il Action Matricies and detailed resuilts.
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e Provided technical assistance and training to key priority ministries (education,
health, and justice) in order to improve planning.

e Restored public health network.

e Started to address vulnerable groups by establishing a Socia Services Department
and by authorizing a Veterans Affairs Unit.

b. Governance and Private Sector Devel opment

e Drafted acommercia code and notary note.
e Finalized adraft investment law.

C. Public Expenditure Policy and Management

Maintained macro-economic stability.

Instituted routine reporting on consumer price index.

Drafted terms of reference for Expenditure Review and launch review.
Prepared and adopted criteriafor prioritizing in-year funds release.

d. The Power Sector

¢ Reduced subsidy to power sector from $6.8 million to $4.0 million.

e Initiated and completed an external audit of the power sector.

¢ Signed management contract in November 2003 and handed over eectricity
assets to management contractor.

e Ingtituted incentives for improved commercial performance within the contract
and identified performance indicators.

e Established a system of monitored monthly financial performance of power sector.

2. TSPII®

TSP 11 (FY2003-2004) focuses on governance, service delivery for poverty reduction,
and job creation. Within each of these three categories, specific areas are stressed.
Improvements in governance focuses on: strengthening oversight institutions, public
sector management, strengthening the justice sector, and planning and public expenditure
management. Service delivery for poverty reduction focuses on: health, education, and
vulnerable groups (i.e.veterans issues). Job creation focuses on: private sector
development and agriculture.

Representative results include:
a Governance

e Established the Office of the Provedor (Ombudsman) in April 2004.
e Prepared alaw to establish the Office of the Inspector General

® This section draws heavily on World Bank (September 29, 2004).
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Established the Public Service Statute which was approved by Parliament in April
2004. This statute lays out the framework for public sector personnel
management and disciplinary procedures.

Progress on improving the discipline of the budget process.

Prepared a draft Budget and Financial Management Law which is expected to be
submitted to the Council of Ministersin early 2005.

b. Service Ddlivery for Poverty Reduction

Service delivery targets for DPT3 and measlesimmunization, and for outpatient
attendance have been exceeded.

Established curriculum working groups and prepared a draft curriculum which
will be finalized in 2005.

Completed the identification and registration of veterans.

C. Job Cresation
Made progress in establishing aregulatory framework for development of the

private sector and in creating interventions which are intended to create
employment opportunities.
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V. Conclusions

Asanew nation, Timor-Leste faced the immediate needs of reconstruction and
rehabilitation, for which international donors pledged substantial amounts of assistance
well before independence, as well as the need to provide social sector services, primarily
health and education.

GBS Mechanism

Because Timor-Leste was unable to generate sufficient government revenue, it required
assistance in financing its budget deficit. For this reason, and because of unique country
conditions, most donors and government officials agree that GBS offers an appropriate
way to meet Timor-Leste' s short term assi stance requirements.

The TSP was designed specifically for Timor-Leste, a country with a new government
that possesses awill and commitment to responsibly govern but that is hampered by a
lack of capacity. Given these country conditions, it isnot surprising that the World Bank
assumed a strong oversight role which hasimparted to Timorese officials the discipline
needed to manage a national budget and account for public funds. In essence, the World
Bank has played a positive role in capacity building with the Ministry of Planning and
Finance.

Donors report that the World Bank, in implementing and overseeing the TSP, has
instilled confidence in the program and has provided sufficient justification to continue
funding the program, which ensures a predictable flow of funds to the Timorese
government.

With respect to the overall benefits of the TSP with GBS asiits principal funding
mechanism, government officials and donors aike expressed satisfaction with the ease of
management and administration. Like the host government, many bilateral donors are
thinly staffed and view the TSP as a useful and effective vehicle for providing assistance
to Timor-Leste.

Owner ship

The tasks of managing the budget may seem at times overwhelming to the Timorese.
Nonetheless, the team did not discern any compromise in Timorese ownership of
decisions over mgjor policy items, notwithstanding the rigor of the TSP reporting and
review processes. GOTL officials consider the TSP Action Matrix a policy tool whichis
as much theirs asthe donors. Thisis made evident by the GOTL’ s active participation in
policy discussions. The Matrix also proved to be a highly useful way to engender donor
harmony, though there was some indication that donor unity might be perceived as
pressure that interfered with alocal sense of sovereignty.

Centralizing vs. Delegating
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An unintended side effect of the World Bank’ s active participation in the TSP isthe
tendency for decision-making power to be centralized in the MoPF isreinforced. This
tendency may have grown out of concern for other ministries that weren’t capable of
sound budgetary and financial management and/or a heightened sense of fiduciary
responsibility. While the centralizing impulses might be laudable from afiduciary
perspective, the down side is the government’ s inability to disburse fundsin atimely
manner. Since the host government was sensitive to the political ramifications of poor
budget execution, it has taken steps to minimize this problem by setting up a committee
chaired by the Prime Minister to review budget expenditures periodically through their
fiscal year.

Assistance I nstruments: Programs and Projects

Interviews with host government officials did not reveal strong opinions regarding the
merits of various types of assistance over others. Inlarge part thisis because the
government has not had much time to experience a variety of strategies and approaches.
However, sector support or sector wide assistance approaches (SWAps) were not
considered, asthe line ministries had yet to develop coherent sector priorities which are
now evolving.

The Timorese experience with projectsis limited to TFET-financed post-conflict short-
term rebuilding efforts. According to adraft European Commission (EC) evaluation, the
success of these effortsis mixed. Though the imperatives of short-term objectives were
met in some cases, this was done at the expense of local involvement in some instances.
Anecdotal evidence suggested that Timorese government officials were dissatisfied with
this state of affairs which led the team to conclude initialy that projects may not be the
preferred mode of assistance. Our initial conclusions were not correct, as the study team
also learned that once significant oil and gas revenues are generated, the GOTL intends to
phase out of the TSP and opt for project assistance from donors. While this choice may
differ from what some in the donor community believe to be preferences of host
governments receiving assistance, the Timorese believe that project assistance can
address their capacity constraints at the micro level through joint planning and
implementation. While this belief may have some merit, if the Timorese learn from the
shortcomings of project assistance, the team believes that project assistanceis clearly not
sufficient to address the capacity constraints throughout the institutions of government.

Conditionality

The literature and donor experience suggest that GBS designs exclude conditionality in
the normal sense (i.e. where host governments receive funds in exchange for certain
reforms). Though the TSP contains no apparent conditionality, there is a strong incentive
for the government to work toward the goals specified in the Action Matrix. Under the
TSP donors and recipient agree on policy measures to be taken over the course of the
following year. Once agreement on policy measures is reached funds are released. In
Timor-L este there is an implicit understanding that if the government makes |l ess than
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satisfactory progress toward measures agreed to on the Action Matrix, donors have the
option of withholding funds after the subsequent round of discussions.

Capacity Building

Because Timor-L este was faced with a new government and fledgling institutions,
capacity building was essential. As such, the World Bank and other donors could not
“buy-in” to existing capabilities and systems, as may be the case in other countries with a
more established history of development. Nonetheless, the Timor-Leste case does
suggest that, when GBS constitutes a major component of an assistance strategy, donors
should carefully scrutinize a host government’ s existing capability to manage its budget
processes and, where necessary, incorporate capacity building as a design component.
This has worked effectively in Timor-Leste where there is one lead donor who assumes
the burdens of |eadership, management, and administration.

Exit Strategy

Because government revenue from oil and gas will soon be generated, Timor-Leste has
an obvious and natura exit strategy for GBS. In part, the exit strategy is aso based on
whether the country will have the foundational capacity to manage its budget, albeit with
the assistance of expatriate advisors. Though Timor-Leste faces a special circumstance,
the notion of an exit strategy is applicable to the design of other host countries GBS
programs where both capacity and revenue factors play a determining role. Thisis
especially important in cases where GBS comprises alarge component of the national
budget or is central to donor assistance strategies.

Donor Harmony is Multifaceted

There is anear unanimous view that the TSP has engendered strong donor harmony,
beginning with acommon set of administrative and reporting procedures which all
donors and host government ministries welcomed. At the inception of the TSP, the World
Bank insisted on unified procedures that reduced the management burden on donors and
host government partners alike.

Given Timor-Leste' s significant devel opment needs, some donors may have found it
tempting to impose their particular assistance programs on the GOTL that might have led
to minimal concern for overlap, duplication, or conflict with other donor efforts. Largely
under the World Bank’ s leadership, the TSP has avoided such fragmentation and has
achieved unity.

While donor harmony is generally viewed in a positive light, in terms of Timor-Leste's

policy mattersit might have negative implications. While donors were unified in their
views on key budgetary or policy issues, a positive devel opment from the donors
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perspective, the study team believes the host government may have perceived the
pressure of unified donors problematic to contend with. The study team was left with the
impression that, partly for this reason, the government is phasing out of the TSP and has
opted for project assistance. Clearly, the government feelsthat it may be easier to dedl
with the donor community on an individual basis. It is not clear whether the Timorese
officias are aware of the potential shortcomings of this approach and the remedies
needed to be in place to minimize them.

Fiduciary Risksand Corruption

The GOTL hasinstituted a sound system of financial controls to manage funds, where
decision making is centralized and fiduciary risks are minimal. This provides a measure
of comfort to donors. But donors are also interested in seeing that funds are steadily
expended. When a financia system is highly centralized the result is poor budget
execution which has been the case in Timor-Leste. The tendency towards centralization
has gained the attention of donors and was included as an item on arecent Action Matrix.
This has resulted in legidlative measures to streamline procurement and a UNDP pilot
program that tests the viability of decentralizing authority to districts. These are steps
that are aimed at striking the right balance between concerns for risks and getting funds
flowing through the system to provide necessary services.

Owing to the World Bank’ srole and to the fact that the importance of wisely managing

the country’ s natural resources has been recognized, the team found no evidence of large
scale corruption in government circles.
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Annex 1. Non-Project Assistance: Definitions

Balance of Payment Support

Balance of Payments support refers to resource transfers, in either foreign exchange, cash,
and/or as a commodity import program. This modality isintended as short-term or
medium-term assistance and is used to address immediate gaps in a country’ s balance of
payments. Its primary purposeisto promote economic and political stability.

Sector Program Assistance

Thisform of assistance focuses on constraints to sustainable growth at the sectoral level
and usually refersto abroad area such as agriculture, industry, education, health or
exports. Thismodality supports the implementation of reforms intended to overcome
sector development constraints and relies on disbursements based on policy
conditionality in separate donor agreements. Sector Program Assistance promotes
medium- to long-term increases in production or efficiency in a specific economic sector
or sectors.

Sector Wide Approach (SWAp)

A SWAp isan unusua acronym, with capital and lower case letters. It isnot the same as
sector program assistance. Sector program assi stance includes an agreed policy and
expenditure plan for asector. USAID disbursements are dependent upon the government
meeting the agreed conditionality. Anindividual donor usually negotiates its own sector
agreement. In contrast, a SWAp aimsto coordinate all donor assistance in support of a
common sector expenditure program. SWAPp financing typically includes a range of
donor budget support, project aid and technical assistance, which may or may not be
earmarked to specific expenditures or disbursed through the government’ s own budget
process. The defining characteristic of a SWAp is that donor funding for a sector
supports asingle sector policy and expenditure program. The government provides the
leadership and donors adopt a common approach to support the government’ s effort.

General Budget Support

In the course of preparing this report, we became aware of differences in the international
development community regarding the definition of GBS and how GBS may differ from
other forms of program assistance. The definitions below attempt to shed some light on
the matter and discuss why Timor-Leste's Transition Support Program may be best
categorized as GBS, even though Timor-Leste may not be considered atypical GBS
recipient country and why, from alega perspective, USAID does not regard TSP as GBS
but rather as project assistance.*

10 YSAID transfers TSP funds to the World Bank in the form of a grant. Funds are then placed in aWorld Bank
managed account and later disbursed to the Government of Timor-Leste in the form of general budget support. Because
resources areinitially in the form of a grant to amulti-lateral institution rather than directly channeled to the recipient
government, from USAID’ s perspective, TSP-funding is categorized as project assistance rather than program
assistance. It isimportant to note that other donors may categorize the TSP differently.
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1. USAID Definition

USAID divides foreign assistance into project assistance and program assistance.
Program assistance, which is also referred to as non-project assistance, “provides a
generalized resource transfer, in the form of foreign exchange or commodities, to the
recipient government (USAID, ADS)”. USAID recognizes two types of program
assistance: sector program assistance (SPA), and balance of payments and budget support
Though it recognizes that balance of payments support and general budget support are
two separate tools, the ADS imply that they are very closely related but do not address
themindividualy.

The objective of balance of payments and budget support isto provide “a generalized
resource transfer to the recipient country [and in some cases] is designed to support short-
and medium-term economic or political stabilization through measures which address
immediate gapsin the country’ s balance of payments or budget (USAID (1996, p. 12)).”
GBSisusualy performance-based, rather than based on ex ante conditions precedent.

One common characteristic of GBS which is agreed on by all development organizations
isthat funds should not be earmarked. According to USAID, general budget support
“implies support to a host government budget at the level of the general fund ...
[including] funding host governments budget deficits’, but GBS cannot specify what
funds will be used for (USAID, ADS 624). GBS isamechanism for cash transfer and is
distinguished largely by the fact that it is disbursed into the general budget rather than
into a segregated account.

2. OECD/DAC Definition

OECD/DAC’ s Terms of Reference for the Joint-Evaluation of General Budget Support
offers amore specific definition. Unlike USAID, OECD/DAC divides program aid into
food aid and financia program aid (see figure 2 above). Financia program aid is further
subdivided into budget support, sometimes referred to as ‘ direct budget support’, and
balance of payments support such as debt relief and import support.* There are two
types of budget support: general budget support and sector budget support. Though not
explicitly stated, it is assumed that sector budget support refersto SWAps and sector
program support.

OECD/DAC characterizes budget support as a system where funds are channeled directly
to recipient governments using the recipient country’ s procurement and accounting
systems. Budget support entails “alump sum transfer of foreign exchange, [but there
may be differences| on the extent of earmarking and on levels and focus of the policy
dialogue and conditionality (OECD/DAC, (2004, p. 3)).” Further, if budget support has

11t isimportant to note that USAID offers no official definition for the term “direct budget support’.
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conditionality, it is usually “focused on improving public financial management and the
effectiveness of the overall budget”. Funds are not specifically earmarked.
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Table2.1: Statusof TSP Il (FY 2004), Programmed Action

. In Ee-
TSPII Output / Indicator and Target ‘:h’“g“ig"nf“m”’ Completed | Implement | scheduled
iy ation ta TSF IOI
GOVERNANCE - STRENGTHENING OVERSIGHT INSTITUTIONS
All Auvmual Legislative Programme of Colvl (ALP for Approved draft TOFs. TA under
FY2004); Policy and legislatve process TeCrmment.
Al2 Office of the Provedor de Direitos Huonanos e Erovedor Law passed Apnl
Tustica operationalized 2004; Provedor to e appointed
by September 2004
Al3 Smaregy for mvestigation of complamts regarding Erogram of audits,
civil service; review previows wvestizations investizations, reports
completed
GOVERNANCE - PUBLIC SECTOR MANAGEMENT
AZla Lagizlation on State Adminisoration and Locs] Pending decizions on Options &
{Gonvermment Compararive Smdies, & policy
fornmlation
AZlb | Legitmized comuwunity autherities in sucos snd Legizlation on suco councils
aldeizs accordmg to programmme approved; alectoral regsradon
scheduled early FY2003
AZle Smengthen staff capacity to implernent the refonus Dieleted Part of NIPA program.
on admintsrative decenmalization and local Specific actions related to
EOVETIMENT A 21 anot foresean.
A.22a | Cwil Service Stamute Approved April 2004; TSP IIT
will follow up with required
supplementary regulations
AZ2h | Disciplinary procedures manusl spproved and NIamual drafred. Disciplinary
management rained in implementation proceadings idearified as current
Priomty.
Al3a HF. Bolicy addrassing, arongst others: recmitment; | Mo action taken. Pay and carser
sppraizal and information progression, identified as FY07
outcome.
A23b | Line agency HF. hanagement Units m all agencies Gradually on the baszis of the
organic laws in process of
approval by each line agency
Alic 25% of pernsnent staff on payroll registered in Pending decision on optons
CHEIS database with suppommg personmel files raised by EEMIS. Mamual
recording ongoing
GOVERNANCE - STRENGTHENING THE JUSTICE SECTOR
A3l Law oo Public Prosecutors and Public Defenders Draft Public Prosecutor Law to
be subnnited to Parlisment,
Draft Public Defenders Law
nder consnitation with Mol
A3la | Atfleasteight sessions of the SCT conducted
Alla Improved anmial ratio of cases taken to counts and Biasaline data still o be
cases accepted in courts obtzinead,
Aila Tmprove ratie of cases resolved and cases lodzed Biasaline data partially available;
TEZISTALon SYSTEm ragquires
TEVIEW.
A3lb | Decres Laws on Motary and Civil Begistradon Changes from Decree Law

Codes, and Laws on Civil Identfication and Public
Regizstry Codes; Relatad systems astablished and
services delivered

(passad by Cold) to Law
(enacted by WF) irnpliad
rescheduling




Table 2.2: Satus of TSP Il (FY 2004), Programmed Actions (conti nued)

. In Re-
TSEO Output / Indicater and Target Ch’“g“‘igc'g’“m“ﬂ Completed | Implement | scheduled
Achons ation to TSP I
GOVERNANCE — PLANNING AND PUBLIC EXPENDITURE MANAGEMENT
A5 Human Fesource Developrmeant (HRD) soategy n Eroposed actions shifted to TSP
place and Is monitored each quarter III. Priority given to disciplinary
regzulation snd planning of
action required.
A32a | Anousl zpd Mid Year Budze: Update cycle
managad within lezislative and admintsrative
timeframes and agreed TSP parameters
A32h | Power Mapazement Contract Deliverailes Coamact approved, handover
March 2004 Monitorme to
begin shorly thereaftar
A5l Covernmpent ammal planning exercize well Training activites implemented.
understood by ministries and AAPs are consiseant
with F.oad Map and ammal badgess
AS4 Hizh Level Mechanizm (HLM), which represents Furber actions and scheduls
key stakeholders, ableto establish irself 2z 2 fally will be determimad by 3 steering
independent body by 31304 cormmittas
ASE Budzet support and TA mobilized
ASE Accurate, comprabensive and timely data on Some delays to production of
econonuc and social mdicators available to all rafonal acoowmts will now be
addrassed in Q2
A57a | Citizens mfonned shour govemment revenue, Citizen’s muide preparad but not
budezst and programs et distriburad. Some wrgency
given forthooming MYBTL
A3Th | Internsl and external sudits confinn BEDTL financial | Bevised budget law sdll has not
management is conypliant with revised Budget and been summited to the Cold by
Financiz] Mansgement Act MMoPF
ASBa Timely completion of procurement requests in lins Plaports prepared,
with targets sizmificant lags in procuramant.
Expact improvement in (2 and
ASER | FYD4 Government procursment strategy in place Erocurement legislation requires
and efficient delivery of procurement services; firther revision
Procurement legizslaton i place by end 2003
ASBr Agancy finance officers sble to managa Some raining dalivered
PTOCUTEMENT Processes;
Enhanced capaciny of procurement officers
SERVICE DELIVERY FOR POVERTY REDUCTION — HEALTH
B11 2 priority Micro Policies developed 2E& micro-policies atvarious
stages, broadly meeting original
farget
B.12 Haospitals: less than or equal to 40% of core CFET 41%% - consistent within margin
health expenditure of emror
B.13 Children under one vesr imnmnized with DPT3: T1%ar Q3
basa 58%, target $8% (annusl average)
B13 Childran under one year immunized agzinst 66% a3
Measles: base 49%, targat 353 (amal average)
B.13 Dialiveries attended by skillad health staff base 43%5 at 3, with expectation that
40%%, target 45% (amwmal average) ammzal targes will be mat
B.13 ‘Outpatient visits per capita per anmum: basa 155, 24atQ3
targat 1.8 (exclodms Dl and Bavcan Hospials)

35




Table 2.2: Satus of TSP Il (FY 2004), Programmed Actions (conti nued)

. In Ee-
TSP T Output / Indicator and Target Ch’“‘é“ig"gmm" Completed | Tmplement | scheduled
Artions ation to TSP III
B13 Dristrict Health Plans in place spd monitored in all Planning mathodolozy and tools
districts developed and disseminaced,
DHPs now produced routnely
SERVICE DELIVERY FOR POVERTY REDUCTION — EDUCATION
B.1. Approved education policy famework paper Diraft policy prepared; approval
Drraft National Education Law expected May 1004.
B22 Orvarall curriouhon framework sand program for Complation delayed; cumrioulmn
primary education developed, adoprad and to be piloted at start of 20034
implemented school vear
B23 D3 Bachelerato program developed snd indristed 1,000 smadents enrolled rather
All teachers in pre-secondary education have the D3 | tham 300; i-PSU}]'E'-UW beinz
a5 mimirmm qualification in 35 vears time identified for I stage
B24 50 kay managzers complete educationsl management | Procurament for coursa delayed,
training program; Proces:s for channaling finds planmad for May 2004; schoal
throngh School Councils (SCs) piloted fiunds pilot deferred to TSP IO
SERVICE DELIVERY FOR POVERTY REDUCTION — VULNERABLE GROUPS
(VETERANS ISSUES)
B3 Drefinition of veterans and ex-cormbatants citeria; Fegistration and definition
identification f& regismation; and definition of completed, with consultation;
sustainable policy for veterans snd ex-combatanis, policy deferred 1o TSP IIL
JOB CREATION - PRIVATE SECTOR DEVELOPMENT
C.1 Paszage of company and myvesanent Laws and Company law passad; 2 laws on
possibly meurance snd bankmupicy laws investment reviewed; vestient
and anknptcy laws i draft
cl1z2 Dracree laws: land administration, mediation, land
cadasire regisiration system and management of
state owned propertes
Cl13 2, 762km of roads maintained: O schedule through Decambar
122 working days creatad per kan per anuum 2003; stopped pending badger
reallocation
Cl4 Commimment fromn Timor Sea operatme companies
o invest onshore, preparation of onshers investnent
and developmeant plan, and comuencemsnt of
Cl3 Comnumments fom sponsoring fimms approved, 30 1" grow of workers to be seut
overseas jobs craated oversaas in early FY2005
JOB CREATION — AGRICULTURE
C2 Policy adviser and 4 local staff recnurtad; Training Tt craated, staffed, with sone
program of MAFF Policy and Plannmg Tt staff waming; policy framework o be
offered; MAFF Policy Framework developad presented to Cold in May 2004
C1z Mew Fizheries Law and regulations, Licensing Fizherias and Licensing Laws
systern for offshore fisheres; Coromaniny-based completad; commmminy-based
managzment legizlation for nearshore fisheries IMERAZEMENT to start in 04
C13 S cormmmunities in six different distncts assisted in On schedule for annual
integrated fanning cornpletion
Cl4 Pilot progect completed and reconunendations made
for expansion (coconut candlemt od processing)
Ccs 3 comnmmitHmanazed reforested aress successfully | On schedule
maintained 90% survival rate for planted Teas
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Table2.3: Draft FY 2005 Action Matrix for TSP 111
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Table 2.3: Draft FY 2005 Action Matrix for TSP 111 (continued)
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Table 2.3: Draft FY 2005 Action Matrix for TSP 111 (continued)
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Annex 3: Management Capacity of Timor-L este Gover nment

Management capacity and institutional strengthening have been ongoing issues since the
independence of Timor-Leste. Prior to that time, the civil servicein Timor-Leste
employed approximately 28,000 people, most of whom were Indonesian. After
independence many of the Indonesians left and new institutions had to be established.
Both bilateral and multilateral donors as well as Timor-L este government officials
recognize the importance of strengthening staff in all ministries, especially the Ministry
of Planning and Finance (MoPF).

a. Donor Perspective

Capacity building isdirectly linked to the TSP program. Managing the budget under TSP
isinitself atype of on-the-job-training, capacity-building mechanism. Using this method,
it is hoped that Timorese will eventually learn to manage their own governmental affairs.
Accordingly, capacity building is an inherent objective of the TSP and its provision has
been a critical element to the smooth functioning of the program.

Currently, 58 critical GOTL posts are filled with UNMISET Il expatriate advisers. These
are alocated to the MoPF (19), MoJ (15), other ministries (16), and other GOTL offices
(8). Anadditional 102 positions were identified for financing by donors through UNDP,
but by end-July 2004, only 33 had been filled and recruitment was underway for an
additional seven.®> Both donors and the GOTL recognize that international staff carries
out critical technical and line functions and that some of this staff may be needed for the
medium to long term.

A further problem is the discrepancy between skill levels of advisers and local
counterparts, or in some cases the lack of alocal counterpart due to delaysin recruitment.
Standards and procedures may be higher than needed for jobsin certain ministries. If
standards were lowered, skill levels could also be lowered which may facilitate training.
Donors view the Portuguese and Tetum language requirements for advisers as an obstacle.
It impedes drawing experts from the region and drives up costs.

The World Bank is keenly aware of the ongoing need to strengthen management and
technical capabilities of Timorese staff. The TSP Review Mission in May 2004
designated capacity building in the MoPF and line agency financial management as a
high-risk area. To address thisissue the World Bank prepared a concept paper for a
program to strengthen local personnel skills. Training would be directed at both the
MoPF and line ministries and focus on: 1) the ability to link budget allocation decisions
to spending priorities; 2) the ability to carry out efficient and accountable budget
execution; 3) strengthening skills in macro-economic forecasting which would facilitate
predicting and managing oil and gas revenues. Training would be implemented using on-
the-job international advisers and local facilitiesin Timor-L este to minimize the time that

12 United Nations Security Council, “Progress Report of the Secretary-General on the UNMISET,” S/2004/669, New
York, 13 August 2004.
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key staff members are away from their jobs. 1t would be directed towards ten officesin
the MoPF and other ministries targeted in the NDP. In some offices language training
will beapriority. A proposal isto fund this program with a multi-donor trust fund for
capacity building.

TSP Review Missions recognize that devel oping a personnel management system is aso
critical to improving skills of government staff. Thiswould include a central registry of
personnel, position descriptions and standards, a performance evauation system and
saary levels within each of the seven grades delineated for civil service personnel. This
has been included in the TSP Action Matrix. When this system is functioning, it will be
easier to match skills with job requirements and, fill positions with competent people.

b. Host Gover nment Per spective

The GOTL also recognizes that a critical component of effective government is personnel
with competent management and technical skills. The GOTL would like the TSP to
finance more projects and to strengthen Timorese capabilities in project design and
management. They would like to have experts available in this process to offer advice
when requested, but they want personnel to learn by doing as opposed to watching others
do the work.

Expatriate technical advisers currently have key rolesin the GOTL in the MoPF as well
as line ministries and often have dual roles: carrying out government functions and
training their Timor-Leste counterparts. In some offices where local staff has little on-
the-job tenure, advisers are critical to operations and ministers rely extensively on them.
In worst-case scenarios advisers have sufficient power to determine the course for
specific offices. The Prime Minister recognizes this and has been critical of international
advisers who make themselves indispensabl e rather than transferring skillsto Timorese.

Foreign advisers are frequently paired with local counterparts to facilitate and encourage
on-the-job training. The GOTL and donors collaboratively identify positions for foreign
advisers and work together to develop terms-of-reference. Some advisers have been
more effective than others and well developed, specific terms-of-reference can contribute
to their effectiveness.

Other modes of training may take placein local facilities or off-shore. For example,
personnel may be sent to the National Academy of Civil Service or trained at the
Ministry of State Administration. Bilateral donors also provide training. The Japanese
JCA sent GOTL staff to Malaysiafor courses as well as to Japan.

Language is an issue with respect to training. The GOTL prefers advisers who speak
Portuguese or Tetum, but English has become a working language. However, most
Timorese who were educated after 1977 speak Bahasa Indonesian rather than Portuguese.
Some ministries take a practical approach to this problem. For example, the Ministry of
Health recognizes that there may be a compromise between GOTL preferred languages
and the need to efficiently impart knowledge. Accordingly, they may hire experts who
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speak English, and they offer English language courses for counterparts working with
these experts. The Japanese found that when Timorese were trained in Malaysian (which
issimilar to Bahasa Indonesian) questions were more forthcoming than when the training
wasin English.

Government leaders would like their staff to have the capacity to develop and run amuch
larger capital investment program. They would like all donor activitiesto include a
training component aimed at training staff in both the MoPF and in line-ministries. The
government believes that once its staff learns how to design and manage projects, they
can then progress into sector investment programs. Bilateral assistance provides TA, but
often donors are more interested in completing their projects than in teaching Timor-
Leste. Donors are apt to send technical specialists who design a project and implement it,
but without significant impact on the Timor-Leste. The GOTL desires effective TA in
which skills are transferred to Timor-Leste.



Annex 4: Organizationsand Individuals | nterviewed

MULTILATERAL DONORS

Asian Development Bank (ADB)

Helen Baxter, Socia Protection Specialist, Pacific Department
Lacarias da Costa, Inter-Agency Coordinator

European Commission (EC)
Guglielmo Colombo, Representative in Timor-Leste
International Monetary Fund (IMF)
Insu Kim, Resident Representative
United Nations Development Programme (UNDP)
Naoki Takyo, Assistant Resident Representative and Chief of Poverty Reduction
& Community Devel opment Unit
Janne Nieml, Programme Officer
World Bank/ Timor-Leste
Kathy Khuu, Public Sector/ Private Sector Development Specialist
World Bank/ Washington, DC
Adrian Fozzard, Senior Public Sector Specialist and Task Team Leader

Helen Sutch, Sector Manager, Public Sector Governance
Rosa Maria Alonso i Terme, Senior Public Sector Specialist

BILATERAL DONORS

Australia: Australian Agency for International Development (AusAlD)
Peter Ellis, Counselor (Development Cooperation)
Canada: Canadian International Development Agency (CIDA)

Melanie Alton, First Secretary (Development), Embassy of Canadain Indonesia
Oscar da Costa Belo, Director, Program Support Unit, Timor-Leste
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Germany: German Technical Cooperation (GTZ)
Gunther Kohl, Team Leader, Food Security Programme, Baucau and Vigqueque
Ireland: Embassy of Ireland/ Development Cooperation Ireland
Carol Hannon, Chargé d’ Affaires
Japan: Embassy of Japan
Hideaki Asahi, Ambassador of Japan, Timor-Leste
Toshimichi Koga, Second Secretary
Kanako Nozawa, Second Secretary
Y ukako Sakabe, Researcher
Japan International Cooperation Agency (JICA)

Toshiaki Tanaka, Resident Representative
Y oshikazu Wada, Assistant Resident Representative

New Zealand: Consulate-General of New Zealand
Peter Guinness, Consul-Generd
Portugal: Embassy of Portugal

| sabel Brilhante Pedrosa, Counselor
Marta Garcia Ribeiro, Secretary

United Kingdom: Embassy of the United Kingdom
Tina Redshaw, Ambassador of the United Kingdom, Timor-Leste
United States of America: Embassy of the United States of America

Grover Joseph Rees, Ambassador of the United States of America, Timor-Leste
Myrna F. Farmer, Secretary to the Ambassador

USAID/Timor-Leste
Charles Oliver, Senior Program Manager

Nicole Seibel, Program Manager, Democracy and Governance
Kimberly Jones, Team Leader, Economic Growth Program
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Marialsabel Ximenes, Project Management Specialist,
Democracy and Governance
Sidonio Freitas, Program Manager, Democracy and Governance
USAID/Washington, DC

Robert Dakan, USAID consultant
David Schroder, Indonesia and Timor-Leste Desk Officer

GOVERNMENT OF TIMOR-LESTE

Banking and Payments Authority
Abrado de Vasconselos, General Manager
Maria Jose Sarmento, Deputy General Manager for Supervision
Samuel V. Robinson, Deputy General Manager for Payments
Embassy of the Democratic Republic of Timor-Leste, United States
Constancio Pinto, Minister-counsel or/DCM
Office of Prime Minister
Jose Medrano, Senior Economic Advisor
Ministry of Development and Environment
Abel da Costa Freitas Ximenes, Vice Minister
Cosme F. B. da Silva, Director, Development Support Division
Carlos Ximenes
Ramundo Gusméo
Bonifécio Correia

Ministry of Education, Culture, Youth and Sports

Armindo Maia, Minister of Education, Culture, Y outh and Sports
Marcia Salvatierra, Senior Education Advisor

Ministry of Foreign Affairsand Cooperation

José Ramos-Horta, Minister of Foreign Affairs and Cooperation
Ministry of Health

Rui Maria de Araujo, Minister of Health

Feliciano da C.A. Pinto, Director General
Erling Larson, Senior Advisor
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Ministry of Planning and Finance

AichaBasserawan, Vice-Minister of Planning and Finance

Gregorio Ferreirada Silva, Chief Procurement Officer

Russell J. Cheetham, Senior Advisor
Takeshi Watanabe, Advisor, National Directorate for
Planning and External Assistance Cooperation

LOCAL NGOSAND INSTITUTIONS

ALOLA Foundation

Kirsty Sword Gusmao, Founding Director and First Lady of Timor-Leste
Toola Andrianopoul os, Office Manager

Lao Hamutuk
Charles Scheiner
Simon Foster
Cassia Bechara
Tomas Freitas

NGO Forum

Dinorah Granadeiro, Deputy Director, NGO Forum
James Nowlan, NGO Forum Advisor, UNDP

Timor Ingtitute of Development Studies
Jodo M. Saldanha, Executive Director, Fellow in Economics and Politics

INTERNATIONAL NGOS

CARE

JilI Umbach, Timor-L este Country Director & Asia Regional Manager
H. K. Banskota, Medical/ Nutrition Advisor

Oxfam

Keryn Clark, Country Program Manager, Timor-Leste Program
Frank Elvy
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Pacific Asia Resour ce Center (PARC)
Junko Ito, Timor-Leste Office

OTHER INDIVIDUALS

Bishop Ricardo, Archdiocese of Dili

Father Locatelli, Salesian Missions
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Annex 5: Scope of Work

SCOPE OF WORK
TIMOR-LESTE COUNTRY STUDY
ON NON PROJECT ASSISTANCE

I. Background

A developing country’ s economic and political environment determines what type of
assistance best fitsitsneeds.  For example, when USAID designs an aid program it
identifies development constraints such as low literacy, poor health or inadequate
transportation and works with host country institutions to design appropriate development
interventions such as training, technical assistance, construction or the provision of
needed commodities. In addition to determining what type of assistance a country
requires, adonor also needsto identify the best way to deliver assistance.

Donors can deliver aid in one of two ways. project assistance and/or non project
assistance (NPA). Project assistance directly funds specific projects whereas non project
assistance involves the transfer of foreign exchange resources to a host country
government. NPA may take severa forms, including General Budget Support (GBS),
Sector Program Assistance, Sector Wide Approach (SWAp), Policy Reform Cash
Transfers, loan guarantees, endowments, Commodity Import Programs, food aid, or debt
relief. General Budget Support, the most common form of NPA, is commonly linked to
conditions which may include a program agreed upon by the host government and donors,
and evidence that the recipient government is able to manage money.

This evauation will focus on the NPA experience of Timor-Leste. The primary objective
of this study isto determine whether NPA serves as an effective mechanism for
delivering aid and, if so, the factors that contribute to its success. This study will also
identify the country conditions that contribute to or hinder the success of different NPA
approaches.

I1. Discussion

A. The Casefor Non Project Assistance
Previous research has determined that non project assistance (also referred to as program
assistance) may be appropriate when a country has a sound financial management system,
budget execution capacity, planning and staff capability, and is committed to a

development strategy (such as a poverty reduction strategy or development plan).
Typically, the host country and donors should agree both on priorities and expected
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results, and assistance is linked to performance. Thisisespecialy relevant when thereis
an Annual Plan which outlines past performance and future expectations.

Proponents of non project assistance have argued that it lowers transaction costs, leads to
better donor coordination, greater host country ownership, government accountability and
capacity, improved public financial management, and strengthened local institutions. It
also permits the country and donors to monitor strategic outcomes and assure
transparency.

B. Drawbacks of Non Project Assistance

Though NPA has many advantages, it is not appropriate in all cases. Developing
countries may lack the necessary prerequisites for successful NPA. Additionally,
because devel oping countries often have weak monitoring and eva uation, and audit
agencies, corruption and misappropriation of funds as well as fungibility may become a
serious problem. Furthermore, if expected results are not achieved by the government,
donors may delay disbursements making it difficult for the government to plan and
execute programs. Another common difficulty is that some forms of NPA, such as
general budget support, deal primarily with finance ministries, and do not encourage
participation by Parliament, the private sector, civil society, and non-governmental
donors. This may result in greater centralization of resources which can potentialy harm
local, grassroots devel opment.

I11. Objectives of the Study

This study will review Timor-Leste’ s experience with NPA and determine whether NPA
has been an effective and appropriate method of disbursing aid there. Thisissue will be
evaluated from the perspectives of the donors, the GOTL and overall impact of the
assistance. Assuming NPA is effective in the Timor-Leste context, the factors that
contributed its success will be examined.

Specifically, four questions will be addressed:

1. What was the rationale for selecting NPA and why were specific NPA modalities
selected?

2. Why were specific conditions and policies incorporated into the NPA design?

3. What issues related to planning, financial management, and implementation, have
arisen in Timor-Leste'sNPA?

4. How effective and appropriate has NPA been in Timor-Leste?

V. Methodology
The primary method of collecting relevant information will be through extensive

interviews with Timor-L este government officials, United States government officias,
and bilateral and multilateral donors, aswell asareview of publicly available resources.
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Interviews will be conducted in Dili and, where appropriate, in Washington DC. A series
of illustrative questions designed to address these issues is presented in the Appendix.

V. Leve of Effort by USAID for Timor-Leste Field Study

Activity Expertise LOE
(days)*

Conceptua and | Completed by

Eval. Design DEI/ESPA

Country Brief Sr-level Analyst 15

Data Collection

In-country Foreign National 25

logistics Adm. Assistant

Country Field Foreign National Sr.- | 21

Anaysis level Anayst

Country Field | Sr-level Analyst 21

Analysis

Country Field | Sr.-level Analyst 21

Analysis

Country Field | Senior-level Team 21

Analysis Leader

Final Report Sr-Level Anayst 10

Preparation

Final Report Sr. Analyst 10

Preparation

Final Report Sr.-level Analyst 10

Preparation

Final Report Sr.-level Team 10

Preparation L eader

* Assumes three 6-day work weeks and 4 travel days
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V1. Deliverables:
A. General Outlinefor the Deliverable

This report should have an executive summary, atable of contents and include an annex
listing resources consulted, persons interviewed and organi zations visited.
It is expected that the main body of the study will take the following form:

l. Brief History of NPA in Timor-Leste 3 pages
. The Impact of NPA Programsin Timor-Leste 3 pages
[1. Dissecting the NPA Programs 12 pages
e Appropriateness of the designs (objectives, instruments, project
component, management)
e Program implementation (donor and GOTL) strengths and
weaknesses
e Financia management of the programs
IV.  The choice of NPA instrument in hindsight 3 pages
V. Conclusion 3 pages

It will include findings, conclusions and lessons |earned from the experience in Timor-
L este which may be useful in the design of future non project assistance programs.

B. Timetable

1. A draft report will be submitted no later than October 12, 2004 to
USAID/PPC/DEI which will review it over ten working days.

2. A fina report which addresses the questions Section Il above and incorporates
comments and suggestions from USAID staff will be submitted within ten
working days after the draft is reviewed.
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Scope of Work Appendix — Illustrative Questions

A.

=

o o

w

pODNPE

o1
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Selection of NPA Mode

How did country circumstances affect the sel ection of specific modes?

What modes of non project assistance have been used and what was the rationale
for selecting specific modes?

How much has been disbursed under each mode and how have the funds been
used?

Were assistance modalities used to support sectors? If so, how were the sectors
selected?

How did donors collaborate when establishing NPA?

What implications does the use of NPA modes have on the way donors usually do
business (e.g. personnel requirements, logistics)?

What isrequired of the GOTL in order to implement NPA?

Conditionality and Policies

What conditionalities and policy dialogue have been linked to the NPA?

Has the government of Timor-Leste (GOTL) accepted the conditionalities?
How isthe policy dia ogue carried-out, and what are the issues?

Does the GOTL take ownership of the policy issues and agree with the actions
needed?

Have donors worked together to agree on conditionalities and policies? If so,
how?

What determines the sequencing of policy issues?

Planning, financial management and implementation of the NPA

Are critical development issues (i.e. child survival, HIV/AIDS, education,
democracy, governance, civil society, private sector devel opment, trade,
investment) included in Timor-Leste' s National Development Plan?

How do donors and the GOTL plan what supporting assistance is necessary?
What proportion of GOTL programs are funded by donor financing what
proportion is funded with GOTL revenues? Are the funds intermingled and how
are they accounted for?

Doesthe GOTL have staff with appropriate financia management and budget
capabilitiesto implement NPA programs? What skills are needed and is TA
being provided to develop the skills?

What audit and financial controls are in place?

What isthe level of financial transparency? Are there appropriate indicators to
measure whether or not thereis corruption or misappropriation of funds?
What are the strengths and weaknesses of the GOTL in managing and
implementing program assi stance?



10.

wppE

No

Are the flows of resources from donors consistent and predictable? If not, what
measures can be taken to enhance the predictability of aid resource flow?

Does the GOTL have the technical skillsto manage a broad range of devel opment
programs? How will transition occur from the UNTAET to the GOTL?

What is the role of technical assistance in facilitating the transition of the program
management to the GOTL? How do donors and the GOTL determine what
technical assistance is needed?

Effectiveness and Appropriateness of NPA in Timor-L este

What were the benefits and drawbacks of specific NPA approaches?

Which country conditions contributed to the success of NPA?

Have the modalities of NPA been appropriate for delivering donor assistance in
Timor-Leste?

How do the GOTL and donors monitor and evaluate the results of program
assistance and is it effective according to those criteria? How is country
commitment measured? How is the impact of assistance on standards of living
measured?

Do GOTL organizations effectively deliver servicesto the people? Do they work
with NGOs?

How isthe GOTL encouraging private sector devel opment?

As donor revenues diminish, how will these revenues be replaced and over what
time period?
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