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Under the baseline scenario, the NPV-of-debt to GDP as well as the NPV-of-debt to export 
ratios remain above the country-specific indicative thresholds for a prolonged period. 
Consequently, the Low Income County Debt Sustainability Analysis (LIC DSA) indicates that 
Tonga remains at a high risk of external debt distress. At the same time, Tonga benefits from 
very high remittance inflows (over 30percent of GDP), which are by far the largest source of 
foreign exchange earnings and have a countervailing effect by helping to mitigate liquidity risks. 
Moreover, Tonga’s overall public sector debt indicators, while elevated over the short term, 
show a decreasing trend over the longer run. Taking into account the cushion provided to the 
economy by the large workers remittances, the debt should remain manageable. 

The LIC DSA suggests limiting the utilization of the nonconcessional reconstruction loan while 
lengthening its disbursement horizon, together with increases in donor grant and concessional 
financing to support future developments, are crucial for further improving Tonga ’s public debt 
dynamics. Fiscal prudence and policies to enhance growth prospects are also critical 
underpinnings to debt sustainability over the medium term. 

I. BACKGROUND 

The external and public debt sustainability analyses are based on the standard LIC DSA 
framework.2 The DSA presents the projected path o f  Tonga’s external and public sector debt 
burden indicators, and draws some conclusions on the forward-looking sustainability o f  debt. 

This D S A  was prepared jo int ly with the Wor ld  Bank in accordance with the Debt Sustainability Framework for 
low-income countries approved by the Executive Boards o f  the IDA and IMF. The debt data underlying this exercise 
were provided by the Tongan authorities. 
See “Debt Sustainability in Low-Income Countries: Proposal for an Operational Framework and Policy 

Implications” (IDAISecM2004-0035,213104 and http:l/www.imf.orglexterna11np/pdrlsustai~20041020304.htm), 
“Debt Sustainability in Low-Income Countries: Further Considerations on  an Operational Framework and Policy 
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Tonga’s total public sector debt stock (including publicly guaranteed debt) declined to 
45% percent of GDP in FY06/07 from 48% percent of GDP in FYOY06. External debt to GDP 
fel l  as donor financing declined in real terms, whi le fiscal consolidation to limit domestic budget 
financing also contributed to a downward trend in domestic public debt to GDP. 

Following the civil unrest in November of 2006, the government made a significant effort 
toward securing financing for the reconstruction of  the capital city of Nuku’alofa. This 
includes donor grants o f  about $15 mil l ion, to be channeled through designated banks to business 
entities affected by the riots in the form o f  off-budget, l o w  interest rate loans in the second h a l f  
o f  FY07/08. The government also signed a long-term reconstruction loan f rom the EXIM Bank 
o f  China in November 2007. Disbursements o f  this loan have been postponed, as the government 
i s  currently reassessing the overall financing requirement for the reconstruction, with an a im to 
reduce the overall loan utilization and lengthening the disbursement h ~ r i z o n . ~  

11. BASELINE 

Tonga’s DSA builds on the baseline scenario assumptions presented in Box 1. I t  assumes 
real GDP growth rate at i t s  historical average, fiscal consolidation, a ut i l izat ion o f  $50 mi l l i on  o f  
the reconstruction loan over FY08/09-FY 12/13, with an even disbursement o f  $10 m i l l i on  per 
year and repayments after a 5-year grace period. The baseline assumes no other major external 
nonconcessional borrowing. The authorities are currently reassessing the overall financing 
requirement to be supported by the reconstruction loan, with an a im to significantly reduce the 
overall size o f  loan utilization whi le lengthening o f  the disbursement horizon. Accordingly, the 
assumption o n  the reconstruction loan under the baseline i s  l ikely to be an upper bound. 

I Tonga: Baseline Vis-a-vis 10-year Average (used in the DSA) I 
Baseline 1 0-year 

2007108-2012113 2013114-2028129 Historical 
Average 

1997198-2006107 

Real  GDP growth (in percent) 1.8 
3.3 
-8.4 
9.9 
0.0 

G D P  deflator (in U.S. dol lar term, change in percent) 

Growth  o f  exports o f  G&S (U.S. dollar, in percent) 
Overal l  fiscal balance (percent o f  GDP) 

Current account defici t  (percent o f  GDP) 

1.6 1.9 
2.1 2.2 
-7.7 -4.4 
3.9 -1.2 
0.1 -0.7 

Sources: Staff estimates. 

Implications” (1DA/SecM2004-0629,9/10/04 and http://www.imf.orglexternallnplpdrlsustain/2004109 1004.htm), 
and reference to “Staff Guidance Note o n  the Application o f  the Joint Bank-Fund Debt Sustainability”. 
The 2008 D S A  baseline shows an improved public debt and debt service profiles over the medium to long term as 

compared w i th  those presented in the 2007 DSA where the reconstruction loan was assumed to be disbursed and 
utilized fully over a two-year period during EY08109-09/10. 
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111. EXTERNAL D S A  

External debt declined to 40% percent of GDP in FY06/07, f r o m  42% percent of  GDP in 
FY05/06, over 80 percent o f  which i s  on concessional terms. Under the baseline scenario, the 
NPV o f  PPG external debt i s  projected to increase by about 5 percent o f  GDP, to 38 percent o f  
GDP by FY12/13, above i ts indicative threshold o f  30 percent, but decline subsequently to 
16% percent o f  GDP by FY27/28. The NPV o f  debt and debt service-to-revenue ratios also 
remain we l l  below their respective indicative thresholds o f  200 percent and 25 percent over the 
projection period (Table la). 

Reflecting Tonga’s low exports, the NPV of  PPG external debt-to-exports ratio i s  projected 
to exceed the respective indicative threshold of  100 percent. However, this i s  mitigated by the 
fact that large remittances, which are the largest source o f  foreign exchange earnings (one ha l f  o f  
Tongans l ive abroad, most ly in Australia, N e w  Zealand, and Uni ted States) have a countervailing 
effect by helping to  reduce liquidity risks.’ Efforts to improve the pol icy  framework, including 
fiscal consolidation, will also be critical to reduce r isks o f  external debt distress. 

Tonga: External Public Debt Indicators 

Indicative Thresholds I/ 2006/07 

NPV o f  external debt 
In percent o f  GDP 30 27 
In percent o f  exports 100 204 
In percent o f  revenues 200 91 

Debt service 
In percent o f  exports 15 11 
In percent o f  revenues 25 5 

I/ Represents L o w  Income Country DSA indicative thresholds for Tonga that i s  classified 
as a poor performer under the Wor ld  Bank‘s Country Policy and Institutional assessment. 

The  alternative scenarios and bound tests indicate Tonga’s vulnerability of  i t s  external 
debt position to negative shocks to remittances and exports (Table lb, Figure 1). Stress tests 
also underscore the importance o f  limiting the nonconcessional borrowing to reduce the risk 
without undermining debt sustainability. Moreover, a return o f  k e y  variables, including GDP and 
export growth, to their historical averages, would imply a deterioration in a l l  ratios. 

4The average World Bank’s Country Policy and Institutional Assessment for the period 2005-2007 classifies Tonga 
as a poor performer. The corresponding debt distress thresholds are: N P V  o f  debt-to-exports (100 percent), GDP 
(30 percent), and revenues (200 percent); and debt service in percent o f  exports (1 5 percent) and revenues (25 
percent). 
The baseline scenario assumes that net private transfer receipts w i l l  cl imb to an average 45% percent o f  GDP over 

the projection period f rom a historical average o f  33% percent, mainly reflecting the recent increase in the number o f  
Tongan workers abroad as wel l  as a reduction in transfer costs. 
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IV. PUBLIC DEBT SUSTAINABILITY ANALYSIS 

Tonga’s public debt sustainability depends critically on fiscal prudence, the government’s 
commitment to limit new public borrowing, and its adoption of  a phased approach to 
utilizing the reconstruction loan (Table 2a). Under the baseline scenario, total NPV o f  public 
debt i s  projected to increase by 5 percent o f  GDP by 2012/13 (to 43 percent o f  GDP), and 
gradually decline to about 18 percent o f  GDP over the longer term, benefiting in part f rom a 
favorable fiscal po l icy  stance under the baseline scenario. Domestic public debt i s  also projected 
to narrow markedly under this scenario, in l ine with recent po l icy  commitments, to below 6 
percent o f  GDP by 2012/13 and less than 1 percent o f  GDP by 2027/28. 

Alternative scenarios and stress tests highlight the vulnerability of the total public debt to 
growth shocks, which could lead to a sharp deterioration in the debt burden indicators. 
Furthermore, if other debt-creating f lows increase, or the pr imary fiscal deficit returns to i t s  
historical average o f  0.6 percent o f  GDP, the public debt dynamics would become much less 
favorable. The size o f  the reconstruction loan also remains a key  risk, especially if i t  were to be 
fully disbursed in the next two years (FY08/09-09/10), as original ly planned. 

V. STAFF ASSESSMENT 

Tonga remains at a high risk of  external debt distress. At the same time, Tonga benefits f rom 
very high remittance inflows, which are the largest source o f  foreign exchange earnings and have 
a countervailing effect by helping to mitigate liquidity risks. Moreover, Tonga’s overall public 
sector debt dynamics, whi le elevated over the short term, shows a decreasing trend over the 
longer run, suggesting that i t  should remain manageable. 

Stress tests highlight key vulnerabilities to debt sustainability over the medium term, 
including lower GDP growth, major external shocks, and borrowing on less concessional 
terms. This underscores the importance o f  sound macroeconomic policies to improve growth 
potential o n  a sustainable basis, export diversification, and continued efforts in fiscal 
consolidation. Moreover, l imi ted use o f  nonconcessional borrowing and increased utilization o f  
donor grants and concessional financing would substantially improve the public debt dynamics 
and reduce the r isk o f  external debt distress. A sound public debt policy, in l ine with the medium 
term fiscal framework, i s  also essential to guide future development financing in Tonga. In this 
context, priorities should be  given to  projects which wou ld  help generate high growth and 
employment to  ensure debt service capacity in the future. 
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Box 1. Baseline Assumptions 

Real GDP growth i s  projected to average 1% percent over the period 2007/08-2012/13. This 
reflects a transitory growth stimulus spurred by reconstruction activity in the capital c i ty over the 
f i rs t  two  years, and a return to a historical average o f  1 ?4 percent thereafter. This conservative 
long run growth outlook reflects structural impediments which continue to constrain Tonga’s 
growth potential. 

Inflation, as measured by the GDP deflator, i s  projected to average at around 8 percent over the 
projection period o f  2007/08-2012/13, reflecting partial pass through o f  wor ld  food and fuel 
price increases assumed by the WEO. In U S  dollar terms, GDP deflator inf lat ion i s  projected to 
average around 4 percent over the same period, reflecting modest depreciation o f  the pa’anga 
against the U S  dollar. 

The fiscal balance i s  projected to achieve a virtual balance during 2007/08-2008/09 and small 
surpluses over 2009/10-2012113, based o n  the authorities’ stated objectives to  limit domestic 
financing of the budget. In the long run, tax revenue i s  projected to stabilize near i ts historical 
average o f  around 32 percent o f  GDP, whi le total expenditure to come slightly below i t s  
historical average o f  32 percent o f  GDP through a modest containment o f  the wage bill in real 
terms. This implies a fiscal surplus o f  ‘/4 percent o f  GDP in the long run to build fiscal savings. 

The current account deficit i s  projected to  narrow to about 7 percent o f  GDP over the medium 
term and stabilize around that level thereafter (from 10 percent o f  GDP in 2007/08). Export base 
is projected to  remain narrow and relatively undiversified, while strong remittance inf lows are 
expected to continue. Growth o f  imports i s  projected to moderate markedly as reconstruction 
related imports subside and wor ld  food and fuel prices stabilize. Meanwhile, the outlook for net 
foreign direct investment remains favorable, broadly in l ine with the past five-year average o f  5% 
percent o f  GDP. Off ic ia l  foreign reserves are projected to remain comfortable in terms o f  import 
cover. 

Reconstruction financing under the baseline represents an illustrative scenario where a soft- 
loan o f  about $10 m i l l i on  per year would be  disbursed over a five-year period during 2008/09- 
201211 3. The cumulative loan disbursement o f  about $50 mi l l i on  represents a plausible upper 
bound o n  the utilization o f  the $63 m i l l i on  reconstruction loan over the next f ive years. This loan 
has an interest rate o f  2 percent and a maturi ty o f  20 years, with a 5-year grace period. 
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Table 1 b. Tonga: Sensitivity Analyses for Key Indicators of Public and Publicly Guaranteed External Debt, 2007108-2027128 
(In percent) 

Project ions 
2007108 2008109 2009110 2010111 2011112 2012113 2017118 2027128 

NPV of debt-to-GDP rat lo  

Baseline 26 29 32 34 36 38 30 17 

A Alternative Scenarios 

A I  Key variables at their historical averages in 2008109-27128 11 
A2 New public sector loans on less favorable terms in 2008109-27128 21 

26 29 33 36 39 43 38 29 
26 31 35 39 43 46 41 31 

B. Bound Tests 

81 Real GDP growth at historical average minus one standard deviation in 2008109-09110 26 31 34 37 39 41 32 18 
82 Export value growth at historica average minus one standard deviation in 2008109-09110 31 26 32 39 41 42 44 37 20 
83 US dollar GDP deflator at historical average minus one standard deviation in 2008109-09/10 26 32 40 42 44 47 37 20 
84 Net non-debt creating flows at histoncai average minus one standard deviation in 2008109-09110 41 26 44 61 62 63 65 57 32 
85 Combination of 81-84 using one-haif standard deviation shocks 26 42 64 85 67 69 60 33 
86 Onetime 30 percent nominal depreciation relative to the baseline in 2008109 51 26 42 47 49 52 55 44 24 

NPV of debt-to-exports ra t io  

Baseline 

A Alternative Scenarios 

A I  Key variables at their historical averages in 2008109-27128 11 
A2 New pubiic sector loans on less favorable terms in 2008109.27128 21 

174 173 190 201 212 224 178 97 

174 169 191 212 232 251 224 171 
174 179 208 231 252 273 242 181 

B BoundTests 

81 Real GDP growth at histoncal average minus one standard deviation in 2008109-09110 174 173 190 201 212 224 178 97 
82 Export value growth at historica average minus one standard deviation in 200810409110 31 174 274 459 480 500 522 431 236 
83 US dollar GDP deflator at historical average minus one standard deviation in 2008-09 174 173 190 201 212 224 178 97 
84 Net non-debt creating flows at historical average minus one standard deviation in 200810409110 41 174 259 359 366 373 382 336 186 
85 Combination of 81-84 using onehalf standard deviation shocks 174 304 514 527 539 554 483 266 
86 One-time 30 percent nominal depreciation relative to the baseline in 2008109 51 174 173 190 201 212 224 178 97 

NPV of debt-to-revenue rat io  

Baseline 89 103 113 120 126 133 106 58 

A Alternative Scenarios 

A I  Key variables at their historical averages in 2008109-27128 11 
A2 New public sector loans on less favorable terms in 2008109.27128 21 

89 100 114 126 138 149 133 102 
89 107 124 137 150 162 144 108 

B. Bound Tests 

81 Real GDP growth at historical average minus one standard deviation in 2008109-09110 89 107 120 128 135 142 113 62 
82 Export value growth at historical average minus one standard deviation in 200810949110 31 89 112 136 142 148 155 128 70 
83 US dollar GDP deflator at historical average minus one standard deviation in 200810409110 89 110 139 148 155 164 131 71 
84. Net non-debt creating flows at histoncal average minus one standard deviation in 2008109-09/10 41 89 154 213 218 222 227 200 110 
85 Combination of 81-84 using one-half standard deviation shocks 89 146 223 229 234 241 210 116 
86 Onetime 30 percent nominal depreciation relative to the baseline in 2008109 51 89 148 163 173 182 192 153 83 

Source: Staff projections and simulations. 
11 Vanables include real GDP growth, growth of GDP deflator (in US. dollar terms), non-interest current account in percent of GDP, and non-debt creating 
flows. 
21Assumes that the interest rate on new borrowing is 2 percentage points higher than in the baseline, while grace and maturityperiods are the same as in the 
baseline. 
31 Exports values are assumed to remain permanently at the lower level, but the current account as a share of GDP is assumed to return to its baseline level after 
the shock (implicitly assuming an offsetting adjustment in import levels) 
41 includes official and private transfers and FDi 
51 Depreciation is defined as percentage decline in dollarilocai currency rate, such that it never exceeds 100 percent 
61Applies to all stress scenarios except for A2 (less favorable financing) in which the terms on ail new financing are as specified in footnote 2. 
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Table 2b.Tonga: Sensitivity Analysis for Key Indicators of Public Debt 2007/08-2027128 

Projections 
2007/082008/09 2009/102010/1 I 2011/12 2012/132017/18 2027/28 

Baseline 
NPV of Debt-todDP Ratio 

36 37 40 41 42 43 33 18 

A. Alternative scenarios 

A i .  Real GDP growth and primary balance are at historical averages 
A2. Primary balance is unchanged from 2007108 
A3. Permanently lower GDP growth 11 

B. Bound tests 

61, Real GDP growth is at historical average minus one standard deviations in 2008/09-2009/10 
62. Primary balance is at historical average minus one standard deviations in 2008/09-2009/10 
63. Combination of 61-62 using one half standard deviation shocks 
64. One-time 30 percent real depreciation in 2008/09 
65. 10 percent of GDP increase in other debt-creating flows in 2008/09 

NPV of Debt-to-Revenue Ratio 21 

Baseline 

A. Alternative scenarios 

A l .  Real GDP growth and primary balance are at historical averages 
A2. Primary balance is unchanged from 2007/08 
A3. Permanently lower GDP growth 11 

B. Bound tests 

36 38 41 43 45 47 39 26 
36 37 39 41 42 44 34 19 
36 38 41 43 45 47 44 48 

36 40 
36 39 
36 39 
36 46 
36 47 

115 118 

115 119 
115 116 
115 119 

45 48 
44 44 
44 45 
47 47 
48 49 

124 127 

129 134 
123 127 
128 133 

51 
45 
46 
48 
49 

131 

140 
131 
139 

54 
47 
47 
49 
50 

135 

146 
136 
146 

49 
35 
35 
36 
38 

102 

123 
106 
135 

40 
19 
18 
17 
20 

55 

82 
57 

148 

61. Real GDP growth is at historical average minus one standard deviations in 2008/09-2009110 115 125 141 149 157 166 150 122 
62. Primary balance is at historical average minus one standard deviations in 2008/09-2009/10 115 123 137 139 141 145 110 58 
63. Combination of 61-62 using one half standard deviation shocks 115 123 136 139 141 145 109 56 
84. One-time 30 percent real depreciation in 2008/09 115 144 147 148 150 153 110 52 
65. 10 percent of GDP increase in other debt-creating flows in 2008/09 115 147 151 152 153 156 118 62 

Baseline 

Debt Service-to-Revenue Ratio 21 

6 7 7 7 7 6 9 7  

A. Alternative scenarios 

A l .  Real GDP growth and primary balance are at historical averages 
A2. Primary balance is unchanged from 2007/08 
A3. Permanently lower GDP growth l /  

6.  Bound tests 

6 7 7 8 8 8 1 1 1 0  
6 7 6 7 7 7 9 7  
6 7 7 8 8 8 1 3 1 8  

61. Real GDP growth is at historical average minus one standard deviations in 2008109-2009110 8 7 8 10 10 10 14 15 
62. Primary balance is at historical average minus one standard deviations in 2008/09-2009/10 6 7 8 11 8 7 9 6 
63. Combination of 61-82 using one half standard deviation shocks 6 7 8 10 8 7 9 7 
64. One-time 30 percent real depreciation in 2008/09 6 7 7 8 8 7 10 8 
65. 10 percent of GDP increase in other debt-creating flows in 2008/09 6 7 1 7 1 1  9 8 1 0  8 

Sources: Country authorities; and Fund staff estimates and projections. 
l/ Assumes that real GDP growth is at baseline minus one standard deviation divided by the square root of 20 (i,e., the length of the projection period) 
2/ Revenues are defined inclusive of grants. 
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Figure 1. Tonga: Indicators o f  Public and Publicly Guaranteed External Debt 
Under Alternative Scenarios, 2007108-2027128 
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Source: Staff projections and simulations. 
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Figure 2. Tonga: Indicators of Total Public Debt Under Alternative Scenarios, 2007/08-2027/28 I /  
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Sources: Staff projections and simulations. 

11 Most extreme stress test i s  test that yields highest ratio in 2017118 
21 Revenue including grants. 


