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ABSTRACT

This 1s a theoretical and empirical study of the roles of foreign aid, trade
and investment for EastATimor’s economic reconstruction and development after
the 1999 crisis. As a small half-island state emerging from years of conflict, a
combination of policies is needed to secure a stable macroeconomy, well-
established property rights, a capable system of governance, the rule of law, high
investment in rural infrastructure, and capacity building, all of which are crucial
for economic recovery and sustainable development. This study finds that in
order to ensure a viable and vibrant ﬁation that does not rely heavily on foreign
aid in' the long term, openness to international trade and investment from the
outset is crucial for getting this tiny country gradually back on to a sustained
development path.

As the country strives for reconstruction and development, much will
depend on the capacity to absorb investment and aid flows for efficient use in
promising industries, such as agricultural-based industries, tourism, mining, and
natural gas in the Timor Gap. In addition, establishing institutions and policies
favourable to private sector development, together with the building up of
physical infrastructure and human capital, are critical ingredients.

Drawing on standard international trade theory, the benefits of openness to
trade and investment from the outset are assessed. The study suggests that
participation in world markets not only helps to channel new ideas and improve
the terms of trade for a small country but also places that economy gradually on a
sustainable path to growth and development. More importantly, opening up
generates dynamic gains from trade, not just a one-off increase in GDP.

To understand how a small economy’s comparative advantages might
change in the course of factor growth at home and abroad, use is made of
Leamer’s endowment triangle. Theory suggests that countries tend to gradually

alter their comparative advantage from land and other natural resource-intensive
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industries to ones that are more capital-intensive as produced capital accumulates
and/or flows in from abroad. A more policy oriented approach to trade and
investment also is discussed at the domestic and international levels. Once again,
it is shown that fostering democratic institutions and facilitating private sector
entrepreneurship all -reinforce each other. Well-developed regional and
multilateral trading ar;ange}nents have the potential to contribute positively to

that process.



