INTERNATIONAL DEVELOPMENT ASSOCIATION
INTERNATIONAL MONETARY FUND

SAO TOME AND PRINCIPE
Joint Bank-Fund Debt Sustainability Analysis'’

Prepared by the Staffs of the International Development Association and
the International Monetary Fund

Approved by Sudhir Shetty and Carlos Braga (World Bank)
and Jean A.P. Clément and Scott Brown (IMF)

May 29, 2008

Sdo Tomé and Principe has a high risk of debt distress even after debt relief under the
HIPC Initiative and the Multilateral Debt Relief Initiative (MDRI). Upgrading the
country’s risk of debt distress classification in the future will hinge on the beginning of il
production. The results suggest that the attainment of debt relief at the HIPC completion
point and MDRI debt relief brought about a substantial improvement in the country’s debt
outlook, though debt ratios will continue to be vulnerable to shocks until oil production starts
in 2014.7 The debt outlook remains vulnerable even under the baseline scenario, as indicated
by a breach of debt thresholds prior to the production of oil. The risk of debt distress
increases significantly under a scenario with no oil production and no fiscal adjustment.
Reducing the risk of debt distress will therefore depend critically on maintaining sound fiscal
policy consistent with a prudent borrowing strategy for the medium and long term as well as
policies oriented to achieving broad-based long-run economic growth.

I. BACKGROUND

1. The country reached the completion point under the enhanced HIPC Initiative
in March 2007 and benefited from HIPC/MDRI debt relief. The debt service-to-GDP
ratio was about 3.2 percent of GDP in 2006 and is expected to decline to 0.7 percent in
2008—a result of both enhanced HIPC and MDRI debt relief. Debt relief under the MDRI, in
particular, resulted in substantial debt service savings, reflecting the large share of debt to the
IDA, AfDF, and IMF in the country’s total debt before MDRI.

! This report updates the debt sustainability analysis (DSA) prepared for the HIPC Completion Point Document

in February 2007 (EBS/027/23). This LIC DSA incorporates revised debt repayment and disbursement
schedule, macroeconomic projections and oil prospects.

? S0 Tomé and Principe is currently classified as a “Weak Performer” in IDA’s Country Policy and
Institutional Assessment (CPIA) index. Under the joint IDA/IMF debt sustainability framework the thresholds
are: 30 percent for the NPV of debt-to-GDP ratio, 100 percent for NPV of debt-to-exports ratio, and 15 percent
for the debt service-to-exports ratio.



2. Sdo0 Tomé and Principe’s medium- and long-term external debt at the end of
2007 is estimated at US $150 million in nominal terms, corresponding to a NPV of debt-
to-export ratio of 119 percent. The share of multilateral debt is 24 percent, of which about
39 percent is owed to the IDA, African Development Bank, and IMF. The share of official
bilateral debt is about 76 percent, of which 31 percent is owed to Portugal. Séo Tomé and
Principe is current with its obligations to multilateral creditors and has cleared most of its
arrears with Paris Club creditors as part of a debt rescheduling agreement on Cologne terms
(September 2005). The authorities have signed bilateral agreements with all its Paris Club
creditors with the exception of Russia to implement the terms of the May 2007 Agreed
Minute.’ They are also reconciling debt records with other non-Paris Club creditors.*

Outstanding of external debt
(as of the end of 2007, in million US dollars)
Total 149.7
Muitilateral creditors 35.5
IDA 9.7
African Development Bank 22
Arab Development Bank 25
IMF 2.0
Others 19.0
Bilateral creditors 114.2
Portugal 34.8
Angola 254
Others 54.0

II. MEDIUM-TERM MACROECONOMIC FRAMEWORK

3. The macroeconomic framework underlying the long-term sustainability outlook
has been revised to take into account developments since the HIPC completion point.
The revisions include (i) a delay of the start of oil production by two years from 2012 to
2014, reflecting the result of recent oil exploration, (ii) a reduction of oil production level to
42 percent of the previous assumption, (iii) an upward revision of GDP data series and a
downward revision of exports data series,’ (iv) the inclusion of topping-up assistance into the
baseline scenario, and (v) a revision of debt services and disbursement schedule reflecting the
latest projections. The framework is in line with the government’s medium-term program,
which is supported by the PRGF arrangement (Box 1). S&o Tomé and Principe could start

’ S0 Tomé and Principe and Russia have been working since the HIPC completion point to conclude bilateral
agreement.

* Since Sao Tomé and Principe is still in the process of signing bilateral agreement with Paris Club creditors, the
country has technical arrears to some of Paris Club creditors.

5 See IMF Country Report No. 07/267. Ratios in this document refer to new GDP and export data series.



producing oil in 2014 at the earliest. Development of the non-oil economy is expected mainly
in the service sector, principally banking and tourism, and secondly in fishery and
agriculture.

4. The other of baseline assumptions are mostly unchanged compared to the one
performed at the time of the HIPC completion point (Box 1). The baseline scenario
assumes full delivery of debt relief under the HIPC Initiative (including topping up) and
MDRI. GDP growth is expected to accelerate over the medium term to 8 percent and then
slow gradually to 5 percent in the long term. Domestic investment would increase sharply in
the medium term, largely on account of oil sector investment initiatives. The rise in the
investment will require continuing reliance on foreign savings, although national savings are
forecast to increase on account of higher private savings once stability and economic growth
become firmly established.

5. Inflation is expected to decline gradually to 6 percent by 2011 and over the long
term level off at 4 percent, reflecting a balanced budget and the central bank's
commitment to control inflation. On fiscal policy, oil revenues are assumed to accrue in the
National Oil Account (NOA) and be used to finance the government budget according to a
permanent income rule established by the Oil Management Revenue Law. The permanent
income generated by the NOA would cover all Sdo Tomé and Principe's public budget needs
in the long term.

6. The external current account deficit is projected to remain in deficit until 2016,
as a result of large imports related to the development of the oil sector and public
investment, and revert to a surplus in 2017-23, as a result of oil exports. In the long
term, the external current account is projected to have a small deficit, which is to be financed
by the permanent income generated by the NOA.

7. Risks to the macro framework arise from a possible weakening of the fiscal
consolidation effort, potential shortfalls in foreign assistance triggered by the expected
oil boom, and lower or no oil production. All scenarios assume no domestic public debt
(no significant development of a domestic-based market for government debt is foreseen) and
most of the scenarios assume external borrowing on concessional terms. In particular, the
scenario of no oil production assumes no fiscal adjustment, as in DSA performed at the time
of the HIPC completion point. This scenario also assumes less concessional terms for
external borrowing, reflecting the worsening of the fiscal stance.



III. FISCAL DEBT SUSTAINABILITY ANALYSIS

8. In the baseline scenario, Sio Tomé and Principe’s debt outlook shows a
significant improvement after HIPC/MDRI debt relief, but remains vulnerable until oil
production starts (Figure 1 and Table 1). Both the NPV of debt-to-GDP and NPV of debt-
to-revenue ratios remain low throughout the projection period. The debt service-to-revenue
ratio is projected to remain below 10 percent, declining further once oil production starts.

9. The sensitivity analysis shows that the debt indicators are particularly
vulnerable to deterioration of the primary balance before oil production starts. Under
the most extreme stress test, which assumes that the primary balance is at historical average
minus one standard deviation, all debt indicators increase substantially above the baseline
scenario from 2009 (Figure 1 and Table 1).

10.  Under a scenario with no oil production and no fiscal adjustment, the public
debt dynamics become explosive in Sdo Tomé and Principe (Figure 1 and Table 1). In this
scenario, all debt indicators are projected to increase rapidly. Both the NPV of debt-to-GDP
and the NPV of debt-to-revenue ratios are projected to increase substantially throughout the
projection period, leading to an increasing debt service-to-revenue ratio.



Box 1. Baseline Macroeconomic Assumptions, 2008-26

. Real non-oil GDP growth is expected to reach 8 percent by 2013 with investments in
the service sector and infrastructure in anticipation of the oil era and development of the
tourism and fishery sectors. After oil production starts to decline from 2018, non-oil GDP
growth should slow gradually to a sustainable 5 percent in the long term.

. Oil production of one well is assumed to start in 2014. The country’s share in the oil
output of the Joint Development Zone (JDZ), 15,000 barrels a day, at an average price of
US$70 per barrel on average would yield US$380 million in annual exports for 20 years and
would require total investment by Sao Tomé and Principe of US$1.2 billion. Preliminary staff
estimates indicate that, on the assumption that only one of the six blocks auctioned in the JDZ
with Nigeria is found to be commercially exploitable, oil production would still have a sizeable
effect on Sdo Tomé and Principe’s economic prospects.

o Inflation is projected to fall gradually to 6 percent in 2011 and over the long term hold
steady at 4 percent, reflecting a smaller budget deficit and the central bank’s commitment to
control inflation.

. Fiscal policy will be supportive of economic growth and poverty reduction. The
domestic primary balance is expected to continue recording deficits of around 3-4 percent of
GDP through 2014, reflecting large social and infrastructure expenditures.

. The current account deficit (including grants) is expected to average 35 percent of
GDP for 2008-14 because of large investment-related imports. Between 2017 and 2023, the
current account is projected to turn into a surplus as a result of oil exports. After 2024, it is
expected to return to a deficit, which would be financed by the permanent income from the
NOA.

. External borrowing on concessional terms is assumed to be about US$4 million a year,
mainly from the African Development Bank and IDA.

IV. EXTERNAL DEBT SUSTAINABILITY ANALYSIS

11.  The baseline scenario shows unfavorable external debt dynamics before oil

production starts. Debt relief under the HIPC Initiative and MDRI allows the debt ratios to

improve substantially; however, some of the ratios exceed or rise close to the policy-

dependent thresholds until oil production starts (Figure 2 and Table 2b). The NPV of debt-to-

GDP ratio is projected to remain below the 30 percent policy-dependent debt-burden
threshold throughout the projection period. However, the NPV of debt-to-exports ratio is

projected to exceed the policy-dependent threshold before oil production starts. Then it falls

sharply after 2014, when oil production starts. The debt service-to-exports ratio is also



projected to rise close to the policy-dependent threshold in 2012-14 before declining sharply
once oil production starts.®

12.  The sensitivity analysis shows that the debt indicators are particularly
vulnerable to low export growth. In the most extreme stress test, which assumes that export
value grows at historical average minus one standard deviation, So Tomé and Principe’s
NPV of debt-to-exports ratio is projected to increase well above the policy-dependent
thresholds from 20010 to 2014, then fall sharply after oil production starts in 2014 (Figure 2).

13.  In a scenario with no oil production and no fiscal adjustment, external debt
vulnerability becomes acute in Sio Tomé and Principe (Figure 2). In this scenario, all debt
indicators are projected to increase rapidly. Both the NPV of debt-to-GDP and the NPV of debt-
to-exports ratios are projected to remain above the policy-dependent threshold, leading to an ever
increasing debt service-to-exports ratio in the absence of fiscal adjustment.

V. CONCLUSION

14.  Sédo Tomé and Principe’s risk of debt distress is high even after debt relief under the
HIPC Initiative and MDRI. Despite the significant reduction obtained under these two
Initiatives, S&o Tomé and Principe’s NPV of debt-to-exports ratio breaches its indicative
threshold prior to the production of oil. Sdo Tomé and Principe’s external debt will remain
vulnerable to shocks to exports and foreign grants, at least until oil production starts in 2014,
External debt vulnerability would be further exacerbated in the absence of sound
macroeconomic policies and undue delays in oil production. These risks underline the need
for prudent fiscal and debt management policies, continued reliance on concessional
financing, and implementation of structural reforms essential to support broad-based long
term economic growth.

% The debt ratios of the LIC DSA may differ from the HIPC debt relief analysis as they use different
methodologies. The LIC uses the same-year exports, while HIPC DSA uses a three-year backward average. The
LIC DSA uses a fixed 5 percent discount rate, while the HIPC DSA uses currency-specific discount rates.
Finally, the LIC DSA debt service projections use WEO exchange rates, while the HIPC DSA uses fixed
exchange rates (end-2005).

7 Scenario under the shocks to foreign grants is presented in “B4. net non-debt creating flows at historical
average minus one standard deviation” in Table 2b.
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Figure 1. Sdo Tomeé and Principe: Indicators of Public Debt, 2008-26
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Fig. 2. Sd0 Tomé and Principe: Indicators of External Debt, 2008—26
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