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The risk of debt distress rating for Tonga has been maintained at high."Tonga’s indebtedness
has gradually declined since end-FY2015% as a much-needed fiscal consolidation started in
FY2016 and continued through FY2020 notwithstanding the Covid-19 pandemic. The present
value (PV) of the external debt-to-exports ratio is expected to temporarily breach the
indicative threshold under the baseline scenario in FY2021 mainly due to the decline of
exports triggered by the pandemic. Moreover, without new grant commitments, both external
solvency indicators (i.e., the PV of the external debt-to-GDP ratio and of the external
debt-to-exports ratio) are expected to breach their respective thresholds under the baseline
scenario starting in FY2029, reflecting the deteriorating fiscal position due to the pandemic,
large spending needs, lower grant inflows as existing commitments are fully disbursed, and
rising debt repayments to multilateral development banks and China Eximbank over the
medium- and long-term. The PV of the public debt-to-GDP ratio is expected to breach the
benchmark starting from FY2029 under the baseline scenario. A tailored one-time natural
disaster shock would imply a significant deterioration in debt sustainability. Long-term debt
sustainability hinges on fiscal adjustment and continued donor grant inflows and debt relief
to finance the substantial fiscal and external gaps. Under such policies, continued grant
financing consistent with historical levels would help stabilize external debt dynamics. To
rebuild fiscal buffers and enhance resilience against shocks, stronger revenue mobilization
measures, expenditure rationalization, and effective debt management strategies are needed.

" The Tonga Composite Indicator (Cl) index, calculated on the basis of the October 2020 World Economic Outlook
(WEO) and the 2019 Country Policy and Institutional Assessment (CPIA) released in July 2020, is at 3.12, indicating
that Tonga's debt-carrying capacity is strong. The classification of debt-carrying capacity has shifted from moderate
to strong compared to the 2017 debt sustainability analysis (DSA) after confirmation of the change based on both
the October 2018 and April 2019 WEO vintages (two consecutive signals are required for a shift in capacity
classification (“Guidance Note on the Bank-Fund Debt Sustainability Framework for Low-income Countries”
(http://www.imf.org/en/Publications/Policy-Papers/Issues/2018/02/14/pp122617guidance-note-on-lic-dsf)).

2 All the figures are computed using fiscal year beginning in July, e.g., FY2020 runs from July 1, 2019 to June 30, 2020.
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0 PUBLIC DEBT COVERAGE

1. Tonga'’s public debt includes obligations of the central government and central bank. The
central bank’s debt is borrowed on behalf of the government. Local governments do not incur debt, nor do
other entities in the general government. As of end-June 2020, government-guaranteed debt was small,
about 1 percent of GDP. Since the DSA coverage does not include debt of guaranteed and
non-guaranteed state-owned enterprises, an additional 2 percent of GDP is added to the contingent
liability test. Contingent liabilities also include a standard 5 percent of GDP cost to the government of a
financial crisis, which is above the existing stock of financial sector NPLs.3

Tonga. Public Debt Coverage

Subsectors of the public sector Sub-sectors covered
Central government
State and local government
3 Other elements in the general government

o/w: Social security fund

o/w: Extra budgetary funds (EBFs)
Guarantees (to other entities in the public and private sector, including to SOEs)
Central bank (borrowed on behalf of the government)
Non-guaranteed SOE debt

1 The country's coverage of public debt The general government, central bank
Used for the  Reasons for deviations from the
Default lysi: default settings

2 Other elements of the general government not captured in 1. 0 percent of GDP 0.0
3 SoE's debt (guaranteed and not guaranteed by the government) 1/ 2 percent of GDP 2.0
4 PPP 35 percent of PPP stock 0.0
5 Financial market (the default value of 5 percent of GDP is the minimum value) 5 percent of GDP 5.0

Total (2+3+4+5) (in percent of GDP) 7.0

1/ The default shock of 2% of GDP will be triggered for countries whose government-guaranteed debt is not fully captured under the country's public debt definition (1.). If it is
already included in the government debt (1.) and risks associated with SoE's debt not guaranteed by the government is assessed to be negligible, a country team may reduce this to
0%.

B BACKGROUND ON DEBT

2. Public debt remained elevated at 42 percent of GDP at end-June 2020 despite several years

of fiscal consolidation. The risk of external debt distress - -

. K Total Public and Publically Guaranteed Debt
was downgraded from moderate to high in the 2017 DSA, | percentofcop)
underscoring the need to rely only on grants for budget ” 8 External ® Domestic
financing to contain debt vulnerabilities. To contain *
unfavorable debt dynamics, the government's fiscal

anchors (introduced in FY2018) limit total public external

0
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debt-to-GDP to a maximum of 50 percent. Tonga has not
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contracted any new external loans since 2018, although it
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Sources: Ministry of Finance; and IMF staff estimates.

3 Tonga does not have arrears to external creditors.

4 The remaining loan commitment is about 0.4 percent of GDP.
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projects with domestic revenues and multilateral and bilateral donor grants until all debt indicators fall to
more sustainable levels. As a result of the fiscal consolidation since FY2016, public debt declined from
51 percent at end-June 2015 to 42 percent at end-June 2020 (chart).

3. Tonga's debt obligations are largely external, and half of its total public debt is to China,
with a sharp spike in debt repayments due from FY2024 onwards. Total public and publicly
guaranteed (PPG) external debt stood at USD184 million (about 36 percent of GDP) as of end-June 2020,
accounting for 85 percent of total public debt. Outstanding debt to all multilateral creditors stood at
USD75 million (about 15 percent of GDP), some 41 percent of the total external debt stock. The single
largest creditor remains the Export-Import Bank of China (China Eximbank) accounting for 58 percent of
total external debt stock (chart).> Tonga started repayments to China Eximbank in FY2019 with larger
repayments coming due starting in FY2024. Tonga's request for a temporary suspension of its calendar
year 2020 debt service to the China Eximbank under the G20 Debt Service Suspension Initiative (DSSI) has
been accepted and the rescheduled debt repayments are included in the baseline scenario (table).
Reflecting the extension of the DSSI to the first half of the calendar year 2021, the baseline scenario also
incorporates rescheduled debt service repayments to China Eximbank coming due during that period.

Tonga. Repayment Schedule for Existing External Debt, FY2020-30

FY2020 FY2021 FY2022 FY2023 FY2024 FY2025 FY2026 FY2027 FY2028 FY2029 FY2030
(In percent of GDP)

Total external debt 1.0 0.6 1.4 1.7 3.6 3.5 3.3 3.1 2.9 2.0 1.0
Multilateral 0.6 0.6 0.5 0.5 0.5 0.6 0.6 0.5 0.5 0.5 0.4
ADB 0.4 0.4 0.4 0.4 03 0.4 0.4 0.3 03 0.2 0.2
IDA/WB 0.1 0.1 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.2 0.2
IFADY 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Bilateral 0.4 0.0 0.9 1.1 3.1 2.9 2.7 2.6 2.4 1.6 0.6
EXIM Bank of China (post DSSI) 0.4 0.0 0.9 1.1 3.1 29 27 2.6 24 1.6 0.6

Memorandum item:
EXIM Bank of China (pre-DSSI) 0.4 0.9 0.9 0.8 2.8 2.7 2.6 25 2.4 1.6 0.6

1/ Repayments are around 0.03 percent of GDP per year.
Sources: Ministry of Finance; and IMF staff estimates.

Outstanding External PPG Debt by Creditor, June 2020 Outstanding Domestic Debt by Creditor, June 2020

(in percent of total external PPG debt) (in percent of total domestic government debt)
2.1 25

16.0 H Financial institutions

Retirement fund board

® China Eximbank 2.1

B National retirement benefits
fund

IDA Public enterprises

Individuals
584 HADB
235  Others
50.8
IFAD | Staff (provident funds)
317
¥ Insurance
Source: Ministry of Finance. Source: Ministry of Finance.
4. Tonga's domestic debt obligations are relatively small. Public domestic debt stood at

USD31 million (about 6 percent of GDP) at end-June 2020, accounting for 15 percent of total public debt.

> The loans from China Eximbank are denominated in Chinese renminbi.
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Domestic financial institutions hold about half of the total domestic debt with the rest held mainly by
domestic pension funds (chart). The authorities plan to issue domestic debt in FY2021 and beyond, if
necessary.

BACKGROUND ON MACROECONOMIC FORECASTS

5.

The assumptions in the baseline scenario are consistent with the macroeconomic framework

presented in the Staff Report for the 2020 Article IV consultation and request for disbursement
under the Rapid Credit Facility:

4

Real GDP growth is projected at 1.3 percent on average during FY2020-30 (Table). The FY2019
recovery from the devastation of Cyclone Gita in 2018 is expected to be interrupted by the
impact of the Covid-19 pandemic in FY2020 and, to a lesser extent, Cyclone Harold. Economic
activity is expected to contract by 2.5 percent and 3.5 percent respectively in FY2020 and
FY2021. In line with the current assumptions of a weak and protracted global recovery, GDP
growth is expected to pick up pace in FY2022-23, but trend down thereafter to a potential
growth rate of 1.8 percent over the medium- to longer-term. The risks to the projections are
mainly on the downside. They stem from a weaker global recovery due to a second wave of the
Covid-19 pandemic and rising forces of deglobalization, that could have an adverse impact on
Tonga via reduced remittances and donor funds from development partners, and delays in the
resumption of tourism. Tonga is also highly vulnerable to natural disasters and the threat of
rising sea levels. Moreover, policy weaknesses and capacity constraints could worsen difficult
debt dynamics, while crowding out critical productivity-boosting spending. Given the
importance of remittance inflows and aid to Tonga's economy, disruptions in correspondent
banking relationships especially if the shortcomings identified in the upcoming Asia Pacific
Group assessment are not addressed, would have knock on effects on the economy, the
financial sector, and debt sustainability. On the upside, an earlier-than-anticipated resumption in
tourism or seasonal worker programs can help support consumption, a stronger and faster
global recovery can help boost remittances, and higher capital spending on climate-resilient
infrastructure projects could increase resilience to natural disasters at a faster pace.

Tonga. Baseline Macroeconomic Assumption
(In percent of GDP, unless otherwise stated)

FY2009-19  FY2020-30
FY2020  FY2021 FY2022 FY2023 FY2024 FY2025 FY2026 FY2027 FY2028 FY2029  FY2030 Historical average
average

Real GDP growth (in percent) =25 -35 40 30 25 18 18 18 18 18 18 23 13
GDP deflator in US dollars (change in percent) 0.0 09 31 19 19 19 20 2.1 21 21 2.1 31 18
Non-interest current account deficit 33 183 9.1 8.1 15 13 136 132 132 13.0 131 98 116
Net FDI (negative = inflow) -0.7 -09 -09 -0.8 -0.7 -0.7 0.0 -0.7 -0.7 -1.0 -1.0 -13 -0.8
Primary deficit -52 40 -04 -15 74 9.3 16.0 164 16.7 16.7 16.7 -13 87

Grants 21.0 229 18.1 20.1 10.5 8.1 0.8 08 0.7 0.7 0.7 137 9.5
Sources: Country authorities; and staff estimates and projections.

Inflation (measured by GDP deflator in USD terms) is projected to average 1.8 percent during
FY2020-30 given current projections of low global food and fuel prices (Table).

INTERNATIONAL MONETARY FUND



TONGA

e The non-interest current account deficit is projected to widen to 11.6 percent of GDP on
average over FY2020-30 reflecting persistent weakness in export competitiveness, continued
heavy import-reliance to support domestic demand, and lower official transfer inflows after
current commitments are met (Table).

* Net FDI inflows are expected to stand at 0.8 percent of GDP over FY2020-30.

e With the exception of IMF RCF-supported financing and rescheduled China Eximbank
repayments under the DSSI, new external borrowing is expected to commence in FY2024 after
existing grant commitments are disbursed, and to increase gradually over the medium-term to
refinance debt repayments coming due and the primary deficit which is expected to reach
double digits over FY2026-2030. Even if the authorities were to rely only on grants for their
budget spending needs because of the high risk of debt distress, under the baseline scenario,
they would still need to borrow in order to meet their existing loan repayments.®’ The level of
international reserves is expected to be sufficient to cover external debt repayments coming due
until FY2023. However, when the large repayments to China Eximbank start coming due
beginning in FY2024 (annual payments of about 2.5 percent of GDP in FY2024-29 on average),
the authorities would not have enough cash buffers for debt repayments unless they borrow, or
risk compromising the central bank’s minimum reserve adequacy benchmark of at least 3-4
months of imports of goods and services.

e Fiscal outlook: The average primary balance is expected to be at -8.7 percent of GDP per year
during FY2020-30 (Table). It is expected to decline from a surplus in FY2019-20 to a deficit of
16.7 percent of GDP by FY2030 due to lower grant inflows after existing commitments are met,
and large spending needs to cover infrastructure gaps and meet climate resilience and
Sustainability Development Goals. The deterioration in the fiscal position in FY2021 reflects a
sharp economic contraction due to the Covid-19 pandemic and increased health and social
spending needs.

e Natural disaster: The baseline scenario incorporates the effect of natural disasters and climate
change over the longer-term. The years FY2021-24 are assumed to be disaster-free to simplify
the policy discussion of the near-term outlook. From FY2025 onwards, the baseline incorporates
the average long-term effects of natural disasters and climate change by lowering annual GDP

6 For the World Bank (IDA) and other multilateral development banks, regular credit terms on all lending are
assumed for all years in the projection period for which grant finance has not already been committed, consistent
with “Guidance Note on the Bank-Fund Debt Sustainability Framework for Low-income Countries”
(http://www.imf.org/en/Publications/Policy-Papers/Issues/2018/02/14/pp122617guidance-note-on-lic-dsf).

" From 2024 onwards, new commitments from multilateral donors are assumed to be on full credit terms. The credit
terms are 40-year maturity, 10-year grace period, 0.75% service charge. The discount rate used to calculate the net
PV of external debt is the default value set at 5 percent.
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growth by 0.16 percentage points. These estimates are based on the findings of IMF staff
analysis on the impact of natural disasters in Pacific Island countries.?

6. The realism tools indicate that the primary balance projections are reasonable (Figure 4). The
fiscal forecasts between FY2020 and FY2023 are based on reasonable assumptions as the projected
three-year adjustment lies in the left section of the distribution of past adjustments of the primary fiscal
deficit (Figure 4). Real growth forecasts for FY2020-21 is lower than the projected growth path calculated
by the model due to the sharp contraction as a result of the pandemic and a weak recovery in economic
activity due to various capacity and structural constraints. As a result, Tonga’s output levels are likely to
remain below pre-pandemic trends. The realism of projections for public and private investment rates and
their contribution to real GDP could not be calculated due to the unavailability of data.

COUNTRY CLASSIFICATION AND DETERMINATION OF
SCENARIO STRESS TESTS

7. Tonga's debt-carrying capacity applied in the 2020 DSA is strong. Tonga's Composite
Indicator (Cl) index, which has been calculated based on the October 2020 WEO and the 2019 CPIA
released in July 2020, is 3.12, indicating that the county's debt-carrying capacity is strong according to the
revised low-income country (LIC)-DSA framework. The debt carrying capacity classification was upgraded
from moderate to strong after two consecutive signals calculated on the basis of the October 2018 and
April 2019 WEO vintages.

Tonga. Composite Indicator and Threshold Tables

Calculation of the CIl Index

Components Coefficients (A) 10-year average Cl Score components Contribution of
values (B) (A*B) = (C) components

CPIA
Real growth rate (in percent)
Import coverage of reserves (in percent)

Import coverage of reserves*2 (in percent)
Remittances (in percent)
World economic growth (in percent)

Cl Score 3.12

Cl rating Strong

Applicable thresholds

APPLICABLE APPLICABLE

EXTERNAL debt burden thresholds

TOTAL public debt benchmark
PV of total public debt in
percent of GDP

PV of debt in % of

Debt service in % of
Exports
Revenue

8 Lee, D., H. Zhang and C. Nguyen, 2018, “The Economic Impact of Natural Disaster in Pacific Island Countries:
Adaptation and Preparedness”, the IMF Working Paper No. 18/108.
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8. Given the severity and frequency of natural disasters in Tonga, a tailored one-time stress
test for natural disaster shocks was conducted. ° Tonga, a small developing natural disaster-prone state
(Lee et al,, 2018), is automatically subject to the standard natural disaster shock in the DSA.'® The
Emergency Events Database (EM-DAT) shows that the country’s largest damage from natural disasters
during 1980-2016 was 28.2 percent of GDP. Thus, the DSA assumes a one-off shock of 14 percentage
points (ppts) to the debt to-GDP ratio in FY2021, which is lower than the historical average as infrastructure
resilience is continuously improving in Tonga and the average effect on natural disaster is already reflected
in the growth forecast after FY2025 under the baseline forecasts. Real GDP growth and exports are lowered
by 3 and 7 ppts, respectively, in the year of the shock (Lee et al., 2018).

EXTERNAL DEBT SUSTAINABILITY ANALYSIS

9. Under the baseline scenario, both external solvency indicators are likely to breach their
respective thresholds from FY2029 (Figure 1 and Table 3). The external debt-to-GDP ratio is expected to
increase from 36 percent in FY2020 to 38 percent in FY2021 (mainly as a result of lower GDP, new external
borrowing in the form of disbursements from the IMF RCF, and rescheduled debt service payments under
the DSSI). External debt-to-GDP ratios are projected to slowly decline to 32 percent in FY2023, as the
authorities save part of the projected fiscal surplus in FY2022-23 for future amortization payments. From
FY2024 onwards, under the current baseline forecasts, in the absence of new grant commitments, most of
the external debt service payments coming due will need to be refinanced with new borrowings. In
addition, given a limited appetite for domestic debt, Tonga will need to incur new external debt to help
finance its large spending needs to cover infrastructure gaps and meet its climate resilience and
Sustainability Development Goals. As a result, external debt will breach the authorities’ fiscal anchor of

50 percent in FY2026. The PV of the external debt-to-GDP ratio is expected to breach the threshold of

55 percent starting from FY2029. Along with the increase of the PV of the external debt-to-GDP ratio, the
PV of the external debt-to-exports ratio is expected to increase and breach the threshold starting from
FY2029. Debt service indicators are also expected to sharply increase in FY2024 to reach 18 percent of
exports and 16 percent of revenue as the larger debt payments to China Eximbank start coming due in
FY2024. As Figure 3 shows, the main driver of external debt dynamics is a deterioration of fiscal and current
account balances driven by the large import content of public infrastructure projects, which will need to be
financed with external borrowing unless there are new commitments for official transfers."’

9 All the standardized stress tests (i.e., growth shock, export shock, combination shock, historical scenario) are
described in Table 8 of the new “"Guidance Note on the Bank-Fund Debt Sustainability Framework for Low-income
Countries” (http://www.imf.org/en/Publications/Policy-Papers/Issues/2018/02/14/pp122617guidance-note-on-lic-
dsf).

1% The estimated cost of FY2018 Tropical Cyclone Gita is 38 percent of GDP.

" The residual is mainly explained by the capital account inflows that are large in Tonga and not included in the
model (about 10 percent of GDP on average over FY2016-2020).
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10. The stress tests show that a combination of diverse shocks and an export shock have the
largest negative impact on the external debt trajectory (Figure 1 and Table 3).7> While an export shock
alone has the largest impact on the PV of the external debt-to-GDP ratio, a combination of diverse shocks
has the largest impact on the PV of external debt-to-exports, external debt service-to-exports, and external
debt service-to-revenue ratios over the long term.

11. The tailored natural disaster shock causes the PV of external debt- and exports-to-GDP
ratios to rise after the shock. The DSA includes a one-off shock that takes place in FY2021, but there is a
strong possibility that multiple severe natural disasters could occur within a ten-year timeframe. Multiple
natural disasters could have a larger cumulative negative effect on external debt sustainability due to larger
reconstruction needs (which may require additional debt financing) and also by lowering long-term
growth.

PUBLIC DEBT SUSTAINABILITY ANALYSIS

12. Under the baseline scenario, the PV of the public debt-to-GDP ratio would cross the

70 percent benchmark from FY2029 onwards (Figure 2). The total public debt-to-GDP ratio would rise
from 42 percent of GDP in FY2020 and reach 72 percent of GDP in FY2026, at the time the fiscal anchor of
external debt is breached (Table 2). As Figure 3 indicates, the public debt dynamic is mainly driven by the
primary deficit.

13. The standardized sensitivity analysis indicates an earlier breach in FY2027 (Figure 2, Table 4)."
The PV of the public debt-to-GDP ratio would be above 70 percent of GDP by FY2027 under a multi-year
shock to real GDP growth, a shock to exports, and a natural disaster shock.

14. The tailored one-time natural disaster shock results in a sharper deterioration in public debt
sustainability. The PV of public debt relative to both GDP and exports is expected to sharply increase
compared to the baseline during the years after the shock.

15. A tailored stress test for the combined contingent liability shock also causes a deterioration
in public debt sustainability. The trajectory of the PV of the public debt-to-GDP ratio shifts upwards by 4
ppts from the baseline.

12 Nominal export growth (in USD) is set to its historical average minus one standard deviation or the baseline
projection minus one standard deviation, whichever is lower in the second and third years of the projection period.
For the combination of diverse shocks, each individual shock (on real GPD growth, primary balance, exports, current
transfers, FDI, and depreciation) is set at half of their magnitude in the second and third years of the projection
periods.

13 Real GDP growth (in USD) is set to its historical average minus one standard deviation or the baseline projection
minus one standard deviation, whichever is lower in the second and third years of the projection period.
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N RISK RATING AND VULNERABILITIES

16. The 2020 debt sustainability analysis under the new LIC debt sustainability framework
suggests that Tonga'’s risk of external debt distress remains high. Under the baseline scenario, the
indicative thresholds for the PV of the external debt-to-GDP and external debt-to-exports ratios are
expected to be breached starting from FY2029, in addition to the temporary breach of the external
debt-to-exports ratio in FY2021. The external debt service-to-export ratio is expected to breach the
threshold under the adverse scenario.

17. The DSA suggests that overall risk of debt distress is also high. The PV of the public
debt-to-GDP ratio remains above the indicative benchmark from FY2029 onwards, reflecting a
deteriorating fiscal position due to large spending needs, in the absence of new grant commitments over
the medium- to- long term.™ Tonga is highly vulnerable to natural disaster, growth, and exports shocks.
These results indicate the urgent need for fiscal adjustments and measures to boost potential growth in the
long run. Post-pandemic, the authorities need to embark on fiscal consolidation measures to rebuild fiscal
buffers and prioritize investment projects that improve resilience to natural disasters and raise potential
growth. New donor grant commitments and debt relief would be helpful.

N AUTHORITIES’ VIEWS

18. The authorities agreed with the debt sustainability assessment, in particular the implications of
large debt repayments and potential negative shocks to growth, including from natural disasters. They
recognized the need to build adequate fiscal buffers once the pandemic is over. In this regard, they
reiterated their commitment to improve the targeting of economic support, further improve revenue
administration, implement spending controls, and broaden the tax base in line with recommendations
made by the previous and ongoing IMF and World Bank technical assistance. The authorities will continue
to seek new grant financing commitments from bilateral donors and international financial institutions, and
additional debt relief from China Eximbank, to maintain public and external debt at prudent levels, and to
refrain from non-concessional borrowing. To improve debt coverage, the authorities plan to report
contingent debt. A medium-term debt strategy is under preparation and will reflect these priorities.

14 Cash and in-kind grants averaged 16.7 percent of GDP annually over FY2015-2019.
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Table 1. Tonga. External Debt Sustainability Framework, Baseline Scenario, FY2017-2040
(In percent of GDP, unless otherwise indicated)

Actual Projections Average 8/
2017 2018 2019 2000 2021 2022 203 2024 2025 2026 2027 2028 2029 2030 2049  Mistorical  Projections
External debt (nominal) 1/ 387 05 364 362 385 31 36 378 457 596 736 873 1005 1135 a7 599
of whi public and publicly guaranteed (PPG) 38.7 40.5 36.4 36.2 38.5 35.1 316 37.8 45.7 59.6 73.6 873 100.5 113.5 a7 59.9
Change in external debt 32 18 42 02 23 34 34 62 79 B9 140 17 12 130 03
Ident d net debt-creating flows 4.1 -0.6 -1.6 179 6.7 103 104 126 122 19 15 116 75 10.6
Non-interest current account deficit 57 57 00 33 183 o1 81 15 113 136 132 132 130 131 98 16
Defict in balance of goods and services a7 “s 419 29 54 469 418 M4 42 451 451 451 454 454 46 433 63
Exports 22 204 20 188 39 184 188 214 223 29 21 234 234 28 270
Imports 65.8 65.9 639 617 613 653 66.6 659 66.5 68.0 68.2 685 68.8 69.2 68.5
Net current transfers (negative = inflow) 333 327 334 306 369 321 331 263 264 229 33 35 241 241 284 298 276
of which:offcial 81 59 88 40 72 22 133 47 48 08 08 07 07 07 05
Other current account flows (negative = net inflow) -4.6 -6.0 -8.6 -89 22 -5.7 -6.7 -6.6 -6.5 -86 -8.5 -84 -83 -8.2 -6.7
Net FDI (negative = inflow) 13 -4.9 .1 -0.8 -13 -0.8
Endogenous debt dynamics 2/ -3.0 -1.5 -1.5 -0.6
Contribution from nominal interest rate 06 06 09 04 17
Contibution from real GOP growth 13 o1 03 09 13 -4 -0 08 25
Contibution from price and exchange rate changes 24 49 21 . . . . . .
Residual 3/ 7.3 24 25 74 36
of which: exceptional financing 00 00 00 00 00 00 00 00 y
PV of PPG external debt-to-GDP ratio 254 260 205 274 250 277 317 386 458 532 610 691 888
PV of PPG external debt-to-exports ratio 1155 1383 7641 1469 1333 1292 1422 1686 1977 2278 2611 2907 3295
PPG debt service-to-exports ratio 6.0 5.8 9.1 81 179 10.1 11.0 185 17.5 16.7 18.0 17.6 147 12.8 283
PPG debt service-to-revene ratio 56 50 86 62 30 77 85 164 161 158 172 169 141 125 211
Gross external financing need (Million of U.S. dollars) 387 100 100 207 886 533 516 847 86.8 103.7 107.9 1101 107.8 109.8 1380
Key macroeconomic assumptions
Real GDP growth (in percent) 33 03 0.7 =25 -35 40 30 25 18 18 18 18 18 18 18 23 13
GDP defltor in US dollarterms (change in percent) 59 52 56 00 09 31 19 19 19 20 21 21 2 2 23 31 18
Effective interest rate (percent) 4/ 17 16 23 15 =21 13 12 11 11 12 12 12 12 13 12 17 09
Growth of exports of G&S (US dollar terms, in percent) -11 19 9.1 -16.6 -80.0 4112 6.9 194 77 69 50 49 40 57 58 121 341
Growth of imports of G&S (US dollar terms, in percent) 138 56 32 S92 1 70 33 a8 62 43 43 44 as 37 60 40
Grant element of new public sector borrowing (in percent) - . 596 207 - . 410 410 446 443 441 441 441 444 426
Government revenues (excluding grants,in percent of GDP) 239 us 234 7 29 289 43 22 2 23 43 23 23 23 %2 216 281
Aid flows (in Millon of US dollars) 5/ 432 4737 5175 1085 1124 953 1007 921 865 a1 788 &2 s2 833 764
Grant-equivalent financing (in percent of GDP) 6/ 213 237 150 133 9.2 95 95 9.1 89 55 133
Grant-equivalent financing (in percent of external financing) 6/ . . . 91 879 . . s 639 %8 464 461 461 461 4656 613
Nominal GDP (Million of US dollars) 460 w6 517 s4 491 56 s2 576 598 61 66 671 6B 725 1,082
Nominal dollar GDP growth 95 55 64 =25 -26 72 49 45 38 39 40 39 39 39 41 54 32
Memorandum items:
PV of external debt 7/ 254 26.0 295 271 250 217 317 386 458 532 61.0 69.1 888
In percent of exports . LTSS 1383 7641 1469 1333 1292 1422 1686 1977 2278 2611 2907 3295
Total external debt service-to-exports ratio 6.0 58 9.1 8.1 179 101 1.0 185 175 16.7 180 176 147 128 283
PV of PPG external debt (in Million of US dollars) 1311 1309 1448 1423 1381 159.8 1894 2401 2957 3573 4257 5009 960.7
(PVE-PVE-1)/GDPL-1 (in percent) 00 28 05 -08 39 51 85 89 95 102 108 30
Non-interest current account deficit that stabilizes debt ratio 89 40 41 35 16.0 126 115 53 35 -03 -08 -05 -0.2 0.0 6.8

Sources: Country authorities; and staff estimates and projections.

1/ Includes both public and private sector external debt.

2/ Derived as [r - g - p(1+g) + £ (1+1)}/(1+g+p+gp) times previous period debt ratio, with r = nominal interest rate; g = real GOP growth rate, p = growth rate of GDP deflator in ULS. dollar terms, €=nominal appreciation of the local currency, and a= share of local currency-denominated external

3/ Includes exceptional financing (i.e, changes in arrears and debt relief); changes in gross foreign assets; and valuation adjustments. For projections also includes contribution from price and exchange rate changes.

4/ Current-year interest payments divided by previous period debt stock
5/ Defined as grants, concessional loans, and debt relief.

6/ Grant-equivalent financing includes grants provided directly to the government and through new borrowing (difference between the face value and the PV of new debt)

7/ Assumes that PV of private sector debt is equivalent to its face value.

8/ Historical averages are generally derived over the past 10 years, subject to data availability, whereas projections averages are over the first year of projection and the next 10 years.

Definition of external/domestic debt

Is there a material difference between the two
criteria?

Yes

Debt Accumulation

Residency-based

120

100

2020 2022 2024 2026 2028 20:

= Debt Accumulation
= = Grant-equivalent financing (% of GDP)
= Grant element of new borrowing (% right scale)

External debt (nominal) 1/
of which: Private

30

2020 2022 2024 2026 2028

2030
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Table 2. Tonga. Public Sector Debt Sustainability Framework, Baseline Scenario, FY2017-2040
(In percent of GDP, unless otherwise indicated)

Actual Projections Average 6/
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2040 Historical Projections
Public sector debt 1/ 436 459 M3|

of which: external debt 38.7 405 364

1284 419 n3
1135 a7 59.9 Definition of external/domestic debt UGS EEY)

Change in public sector debt 58 22 -46 N
= - Is there a material difference
Identified debt-creating flows -8.0 -45 -5.6) 24 177 s Yes
Revenue and grants 432 426 417 353 336
of which: grants 193 178 183 Public sector debt 1/
Primary (noninterest) expenditure 388 389 378 340 424
Automatic debt dynamics -3.6 -0.8 of which: local-currency denominated
Contribution from interest rate/growth differential -18 02 31
of which: contribution from average real interest rate -02 -0.1 -03 ' of which: foreign-currency denorminated
of which: contribution from real GDP growth -16 -01 28 140
Contribution from real exchange rate depreciation -7 -06 -15 . - - .. " 120
oth d debt.creating flows 00 00 00 oo 0] 00 00
Privatization receipts (negative) 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 100
Recognition of contingent liabilities (e.g., bank recapitalization) 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 80
Debt relief (HIPC and other) 00 0.0 X X X X X X X X X X X 00 00 60
Other debt creating or reducing flow (please specify) 0.0 00 . X . X . 0.0 0.0 X0
[ Resdtal | 2261 ! 00 ! ! 00102 05 o5 ool _os] 1ofER 02 N IIIIII
Sustainability indicators 0
PV of public debt-to-GDP ratio 2/ e 306 320 369 36.6 36.1 39.0 433 512 589 66.8 75.2 839 101.8 2020 2022 2024 2026 2028 2030
PV of public debt-to-revenue and grants ratio 733 69.9 80.7 871 813 1128 1343 2041 2350 2669 3006 3358 2m2
Debt service-to-revenue and grants ratio 3/ 63 6.0 87 74 59 82 133 215 236 358 31 334 36.6 321 353
Gross financing need 4/ a7 -1 -02 -18 67 31 44 148 169 250 247 251 258 u7 156 of which: held by residents
Key macroeconomic and fiscal assumptions “ Wof which: held by non-residents
Real GDP growth (in percent) 33 03 07 =25 35 40 30 25 18 18 18 18 18 18 18 23 13
Average nominal interest rate on external debt (in percent) 17 16 23 15 =21 13 12 11 11 12 12 12 12 13 12 17 0.9 0
Average real interest rate on domestic debt (in percent) 29 -15 -43 30 41 06 11 14 11 11 08 09 13 15 11 -1.8 15 100
Real exchange rate depreciation (in percent, + indicates depreciation) 43 -16 37 0.7 - 80
Inflation rate (GDP deflator, in percent) 56 51 7 04 -09 21 20 19 23 24 27 26 22 19 23 37 18 60
Growth of real primary spending (deflated by GDP deflator, in percent) 104 05 Al 46 185 129 58 05 07 07 27 26 16 17 17 8.1 24 40
Primary deficit that stabilizes the debt-to-GDP ratio 5/ 14 -59 07 -62 0.1 14 04 10 10 13 19 25 28 29 41 -13 08 2 I I I I I I
PV of contingent liabilities (not included in public sector debt) 00 0.0 0.0 0.0 0.0 0.0 00 00 00 0.0 0.0 0.0 00 0.0 00
0

2020 2022 2024 2026 2028 2030
Sources: Country authorities; and staff estimates and projections.

1/ Coverage of debt: The general government, central bank . Definition of external debt is Residency-based.

2/ The underlying PV of external debt-to-GDP ratio under the public DSA differs from the external DSA with the size of differences depending on exchange rates projections.

3/ Debt service is defined as the sum of interest and amortization of medium and long-term, and short-term debt.

4/ Gross financing need is defined as the primary deficit plus debt service plus the stock of short-term debt at the end of the last period and other debt creating/reducing flows.

5/ Defined as a primary deficit minus a change in the public debt-to-GDP ratio ((-): a primary surplus), which would stabilizes the debt ratio only in the year in question.

6/ Historical averages are generally derived over the past 10 years, subject to data availability, whereas projections averages are over the first year of projection and the next 10 years.
“Other debt creating or reducing flow" is the net acquisition of financial assets.
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Table 3. Tonga. Sensitivity Analysis for Key Indicators of Public and Publicly Guaranteed

External Debt, FY2020-2030
(In percent)

— 7
2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030
PV of debt-to GDP ratio
Baseline 26 30 27 25 28 32 39 46 53 61 69
A. Alternative Scenarios
A1. Key variables at their historical averages in 2020-2030 2/ 26 23 21 19 21 23 28 33 38 43 49
B. Bound Tests
B1. Real GDP growth 26 31 29 27 30 34 42 50 58 66 75
B2. Primary balance 26 31 29 28 31 35 42 49 57 65 73
B3. Exports 26 38 48 45 48 53 61 70 79 88 97
B4. Other flows 3/ 26 36 38 36 38 42 49 57 64 72 80
BS5. Depreciation 26 37 26 23 27 32 40 49 59 69 79
B6. Combination of B1-B5 26 47 44 42 45 50 59 67 77 86 96
C. Tailored Tests
C1. Combined contingent liabilities 26 32 29 28 31 35 42 49 57 65 73
C2. Natural disaster 26 349 325 324 36 4 48 56 65 73 82
C3. Commodity price na. na. na. na. na. na. na. na. na. na. na
C4. Market Financing na. na. na. na. na. n.a. n.a. n.a. n.a. n.a. n.a.
Threshold 55 55 55 55 55 55 55 55 55 55 55
PV of debt-to-exports ratio
Baseline 138 764 147 133 129 142 169 198 228 261 291
A. Alternative Scenarios
A1. Key variables at their historical averages in 2020-2030 2/ 138 584 113 104 98 105 122 141 161 185 205
B. Bound Tests
B1. Real GDP growth 138 764 147 133 129 142 169 198 228 261 291
B2. Primary balance 138 793 159 147 144 157 184 213 244 277 307
B3. Exports 138 -9421 -2605 -2420 -2264 -2393 -2690 -3032 -3386 -3785 -4129
B4. Other flows 3/ 138 943 206 191 179 191 216 244 274 308 336
B5. Depreciation 138 764 110 98 98 112 139 169 199 232 263
B6. Combination of B1-B5 138 2202 193 399 377 403 460 524 591 666 731
C. Tailored Tests
C1. Combined contingent liabilities 138 819 158 149 143 157 183 213 243 276 306
C2. Natural disaster 138 1346 263 257 247 272 314 363 412 466 513
C3. Commodity price na. na. na. na. na. na. na. na. na na.  na.
C4. Market Financing na. na. na. na. na. na. na. na. na na. na
Threshold 240 240 240 240 240 240 240 240 240 240 240
Debt service-to-exports ratio
Baseline 8 18 10 11 18 17 17 18 18 15 13
A. Alternative Scenarios
A1. Key variables at their historical averages in 2020-2030 2/ 8 17 9 10 17 15 14 15 15 12 10
B. Bound Tests
B1. Real GDP growth 8 18 10 11 18 17 17 18 18 15 13
B2. Primary balance 8 18 10 11 19 18 17 18 18 15 13
B3. Exports 8 -205 -124 -150 -237 -224 -214 -229 -224 -188  -165
B4. Other flows 3/ 8 18 11 12 20 19 18 19 19 16 14
B5. Depreciation 8 18 10 10 18 17 16 17 17 14 12
B6. Combination of B1-B5 8 39 25 27 a3 a1 39 42 a1 34 30
C. Tailored Tests
C1. Combined contingent liabilities 8 18 10 11 19 18 17 18 18 15 13
C2. Natural disaster 8 28 163 17.7 295 28 27 29 28 24 21
C3. Commodity price na. na. na. na. na. na. na. na. na. na. na
C4. Market Financing na. na. na. na. na. na. na. na. na. na.  na.
Threshold 21 21 21 21 21 21 21 21 21 21 21
Debt service-to-revenue ratio
Baseline 6 3 8 8 16 16 16 17 17 14 13
A. Alternative Scenarios
A1. Key variables at their historical averages in 2020-2030 2/ 6 3 7 7 15 14 14 15 14 1 10
B. Bound Tests
B1. Real GDP growth 6 3 8 9 18 17 17 19 18 15 14
B2. Primary balance 6 3 8 9 17 16 16 17 17 14 13
B3. Exports 6 4 9 12 21 21 20 22 21 18 16
B4. Other flows 3/ 6 3 8 9 17 17 17 18 18 15 13
BS5. Depreciation 6 4 10 10 20 20 19 21 21 17 15
B6. Combination of B1-BS 6 4 11 12 21 21 21 22 22 18 16
C. Tailored Tests
C1. Combined contingent liabilities 6 3 8 9 17 16 16 17 17 14 13
C2. Natural disaster 6 3 8 9 17 17 16 18 18 15 13
C3. Commodity price na. na. na. na. na. na. na. na. na. na. na
C4. Market Financing na. na. na. na. na. na. na. na. na. na. n.a.
Threshold 23 23 23 23 23 23 23 23 23 23 23
Grant element assumed on residual financing (i.e., financing required above baseline) 6/ 45.5 45.5 455 455 45.5 45.5 455 45.5 45.5 455 45.5

Sources: Country authorities; and staff estimates and projections.
1/ A bold value indicates a breach of the threshold.

2/ Variables include real GDP growth, GDP deflator (in U.S. dollar terms), non-interest current account in percent of GDP, and non-debt creating flows.
3/ Includes official and private transfers and FDI.
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Table 4. Tonga. Sensitivity Analysis for Key Indicators of Public Debt, FY2020-2030

(In percent)

Projections 1/

2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030
PV of Debt-to-GDP Ratio
Baseline 32 37 37 36 39 43 51 59 67 75 84
A. Alternative Scenarios
A1. Key variables at their historical averages in 2020-2030 2/ 32 30 29 29 27 25 23 21 19 18 16
B. Bound Tests
B1. Real GDP growth 32 39 42 43 47 53 63 72 82 92 103
B2. Primary balance 32 40 42 41 44 48 55 63 Al 79 88
B3. Exports 32 39 50 49 52 56 64 72 80 88 97
B4. Other flows 3/ 32 44 48 47 50 54 62 70 78 86 95
BS5. Depreciation 32 44 42 41 40 40 43 45 48 52 57
B6. Combination of B1-B5 32 38 38 36 39 42 50 57 65 73 82
C. Tailored Tests
C1. Combined contingent liabilities 32 42 42 40 43 47 55 63 Al 79 88
C2. Natural disaster 32 49 49 48 51 55 64 72 81 89 99
C3. Commodity price na. na. na. na. na. na. na. na. na. na. na.
C4. Market Financing na. na. na. na. na. na. na. na. na. na. na.
TOTAL public debt benchmark 70 70 70 70 70 70 70 70 70 70 70
PV of Debt-to-Revenue Ratio
Baseline 70 81 87 81 113 134 204 235 267 301 336
A. Alternative Scenarios
A1. Key variables at their historical averages in 2020-2030 2/ 70 68 72 69 81 81 94 85 78 71 66
B. Bound Tests
B1. Real GDP growth 70 84 96 93 133 161 250 288 327 368 411
B2. Primary balance 70 87 100 93 126 148 221 252 283 317 352
B3. Exports 70 86 118 110 150 174 256 287 319 352 388
B4. Other flows 3/ 70 96 113 106 144 168 247 278 310 344 379
B5. Depreciation 70 101 105 95 119 128 171 181 193 208 227
B6. Combination of B1-B5 70 84 91 81 112 131 199 229 260 293 328
C. Tailored Tests
C1. Combined contingent liabilities 70 92 99 91 125 147 220 250 282 316 351
C2. Natural disaster 70 106 115 106 146 170 254 287 322 358 396
C3. Commodity price na. na. na. na. na. na. n.a. n.a. n.a. n.a. n.a.
C4. Market Financing na. na. na. na. na. na. n.a. n.a. n.a. n.a. na.
Debt Service-to-Revenue Ratio
Baseline 7 6 8 13 22 24 36 33 33 37 32
A. Alternative Scenarios
A1. Key variables at their historical averages in 2020-2030 2/ 7 6 7 8 19 21 30 26 25 27 22
B. Bound Tests
B1. Real GDP growth 7 6 9 15 25 29 44 42 43 46 42
B2. Primary balance 7 6 8 17 26 26 39 35 35 38 33
B3. Exports 7 6 8 14 22 25 37 34 34 38 33
B4. Other flows 3/ 7 6 9 14 22 24 37 34 34 37 33
B5. Depreciation 7 6 10 15 24 27 39 37 37 39 34
B6. Combination of B1-B5 7 6 8 13 24 23 36 33 33 36 32
C. Tailored Tests
C1. Combined contingent liabilities 7 6 9 20 22 28 37 36 34 38 33
C2. Natural disaster 7 6 9 27 24 34 40 42 38 43 37
C3. Commodity price na. na. na. na. na. na. n.a. n.a. n.a. n.a. n.a.
C4. Market Financing na. na. na. na. na. na. n.a. n.a. n.a. na. na.
Sources: Country authorities; and staff estimates and projections.
1/ A bold value indicates a breach of the benchmark.
2/ Variables include real GDP growth, GDP deflator and primary deficit in percent of GDP.
3/ Includes official and private transfers and FDI.
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Figure 1. Tonga. Indicators of Public and Publicly Guaranteed External Debt under
Alternatives Scenarios, FY2020-2030
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Most extreme shock 1/ Threshold

Customization of Default Settings

Size Interactions

Tailored Stress
Combined CL
Natural disaster

Commodity price 2/

Market financing

Borrowing assumptions on additional financing needs resulting from the stress tests*
Default User defined

Shares of marginal debt
External PPG MLT debt 100%
Terms of marginal debt
Avg. nominal interest rate on new borrowing in USD 13% 13%
USD Discount rate 5.0% 5.0%
Avg. maturity (incl. grace period) 30 30
Avg. grace period 10 10

Note: "Yes" indicates any change to the size or interactions of
the default settings for the stress tests. "n.a." indicates that the
stress test does not apply.

Sources: Country authorities; and staff estimates and projections.

* Note: All the additional financing needs generated by the shocks under the stress tests are
assumed to be covered by PPG external MLT debt in the external DSA. Default terms of marginal
debt are based on baseline 10-year projections.

1/ The most extreme stress test is the test that yields the highest ratio in or before 2030. The stress test with a one-off breach is also presented (if any), while the one-off
breach is deemed away for mechanical signals. When a stress test with a one-off breach happens to be the most exterme shock even after disregarding the one-off breach,

only that stress test (with a one-off breach) would be presented.

2/ The magnitude of shocks used for the commodity price shock stress test are based on the commodity prices outlook prepared by the IMF research department.
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Figure 2. Tonga. Indicators of Public Debt Under Alternative Scenarios, FY2020-2030
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* Note: The public DSA allows for domestic financing to cover the additional financing needs generated by the

shocks under the stress tests in the public DSA. Default terms of marginal debt are based on baseline 10-year

projections.
Sources: Country authorities; and staff estimates and projections.

1/ The most extreme stress test is the test that yields the highest ratio in or before 2030. The stress test with a
one-off breach is also presented (if any), while the one-off breach is deemed away for mechanical signals. When

a stress test with a one-off breach happens to be the most exterme shock even after disregarding the one-off

breach, only that stress test (with a one-off breach) would be presented.
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Figure 3. Tonga. Drivers of Debt Dynamics-Baseline Scenario External Debt
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Figure 4. Tonga. Realism Tools
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1/ Data cover Fund-supported programs for LICs (excluding emergency financing) approved since
1990. The size of 3-year adjustment from program inception is found on the horizontal axis; the
percent of sample is found on the vertical axis.

1/ Bars refer to annual projected fiscal adjustment (right-hand side scale) and lines show
possible real GDP growth paths under different fiscal multipliers (left-hand side scale).
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Statement by Ms. Mahasandana, Executive Director, and Mr. Mochtar,
Alternate Executive Director, on Tonga
January 25, 2021

On behalf of the Tongan authorities, we wish to convey our gratitude to staff, management and the
Executive Board for their continued support to Tonga, particularly during these challenging times.

Amidst its recovery from the 2018 Tropical Cyclone (TC) Gita, Tonga’s economy was
further buffeted by the COVID-19 pandemic and TC Harold in early 2020. Given
Tonga’s limited healthcare capacity and a relatively close-knit small population, a local
COVID-19 outbreak would be catastrophic. The prompt adoption of preventive measures was
therefore necessary to avert the entry of COVID-19 as early as January-February 2020. These
included health screening at the border, cancellation of cruise ships, declaration of a state of
emergency, and closure of the external borders. While such early actions have been successful in
keeping Tonga COVID-19-free thus far, they have nonetheless amplified the already weak growth
dynamics. The major destructions caused by TC Harold, particularly in public infrastructure and
tourism-related facilities, also added to the economic setbacks.

The weak near- and medium-term outlook for Tonga’s economy while being subject to
considerable downside risks, has given rise to sizable government spending and financing
needs. Tonga is extremely grateful to its development partners’ ongoing support which has been
instrumental in helping it meet its wide-varying priorities, including the large climate resilience
and developmental needs, within its limited fiscal space while ensuring debt sustainability. This
task has become more challenging as Tonga is confronted by concurrent shocks, including the
pandemic. The authorities are therefore requesting access to the IMF’s Rapid Credit Facility
(RCF) for the first time to help close some of its large financing gap in the near term and preserve
macroeconomic stability. The RCF disbursement, equivalent to 50 percent of quota (SDR 6.9
million), would also help mobilize additional financial support from other development partners.

Economic Impact and Outlook

Economic activity has been substantially impacted by the containment measures to avoid a
local outbreak, negative spillovers from the impact of the pandemic abroad, and
damages arising from TC Harold. The authorities expect real GDP to contract by 2.5 percent
in FY2020 and decline further by 3.5 percent in FY2021, in contrast to the pre-crisis growth
projection of 3.5 percent. The services sector, including tourism and related segments, are
severely affected by the border closures and damages of tourist facilities by TC Harold. A more
severe economic contraction is anticipated in FY2021 with the peak tourism season starting in
July and the continued delays in reconstruction and development efforts. Lower remittance
flows are also expected as economic weakness in the source remitting countries persists. The
Government’s timely support to hard-hit sectors, and the relative resilience in remittances so far,
have helped to cushion the impact of the pandemic and cyclone. Reallocation of workers from
the seasonal worker program (SWP) and tourism sector to other activities such as construction
and agriculture, together with the promotion of local tourism, have also helped to support
employment and growth somewhat.



The worsening economic outcomes and outlook are weighing considerably on the fiscal
position, putting further pressure on debt sustainability. The higher COVID-19 and cyclone
related spending in FY2020 were largely financed by the reallocation of fiscal resources, donor
support and drawdown of emergency and reserve funds. In FY2021, spending on healthcare and
support to severely affected businesses and individuals will increase further. Meanwhile, the weaker
economic environment, together with the ongoing cyclone and pandemic related tax relief, have
impacted tax collections. A fiscal deficit equivalent to 4.8 percent of GDP is therefore projected for
FY2021, after successive fiscal surpluses since FY2016. The looming significant costs of achieving
climate resilience and the SDGs add to the sizable spending needs, even as debt service obligations
are expected to increase significantly in FY2024. With debt already at high risk of distress, strong
fiscal adjustments and discipline, and effective debt management strategies are warranted to
safeguard debt sustainability.

While inflation remains low, risks to external stability are escalating both over the near and
medium term. Annual headline inflation declined to -0.8 percent in November 2020 largely
reflecting lower global oil and local food prices and weak domestic demand and is expected to
remain low. Tonga’s international reserves have increased significantly to 9.9 months of import
cover as of end-November 2020 due to government receipts from development partners and higher
remittances. Nonetheless, the anticipated external financing gap in the near term is significant
stemming from projected lower tourism and remittance inflows, even as import demand rises to
combat COVID-19 and facilitate post-cyclone reconstruction. A more challenging medium-term
outlook is also envisaged with large external debt payments commencing in FY2024 and Tonga’s
ongoing high vulnerability to external shocks amid high dependence on imports and weak exports.
The Fund and other development partners’ financing support to help the Tongan authorities
maintain adequate international reserves is therefore imperative for safeguarding external
sustainability and supporting the exchange rate peg.

The outlook is subject to substantial downside risks. In sharing staff’s assessment of risks, the
authorities highlight the uncertainty about the extent and global impact of the pandemic, including
effectively securing vaccine for the entire population, as their main concern, in conjunction with
Tonga’s ongoing high vulnerability to natural disasters.

Policy Response

The authorities’ response has prioritized the population’s safety and their livelihood. The
economic and social stimulus package approved in April 2020 focused on upgrading healthcare
capacity to deal with the pandemic including when the borders reopen, as well as supporting hard-
hit businesses and households. This was complemented by income tax deferrals and duty relief on
a case by case basis, voluntary access to retirement benefits, and loan moratoriums and restructuring
offered by banks to affected customers. To ensure access to COVID-19 vaccines, Tonga has signed
the COVAX Advanced Market Commitment on 8" January 2021 and is in discussions with bilateral
donors and development partners, including New Zealand, Australia and the Asia Development
Bank (ADB), to seek financing support for the purchase and distribution of vaccines. The Ministry
of Health is currently finalizing the vaccine distribution plan.

The authorities remain committed to broadening the tax base and improving spending
efficiency. This would support the fiscal adjustment efforts over the medium term while meeting
climate and developmental goals. With technical assistance from the Fund and others, the
authorities have embarked on a series of reviews of existing tax exemptions, including the



electricity tariff to incorporate the contribution of renewal energy, with the aim of phasing out
redundant and inadequately targeted exemptions. Improving the process for granting of tax
exemptions is also in progress. The authorities will consider staff’s suggested further tax policy
changes taking into account their absorptive capacity and request any technical assistance if needed.
Authorities will also continue efforts to improve tax compliance and administration and reduce tax
arrears to enhance revenue collection. The review of property fees is also underway. To improve
spending efficiency and controls, efforts to better prioritize health and infrastructure spending and
address the wage bill overruns will continue. The authorities also plan to conduct a review of the
fiscal anchors on wages, domestic revenues and external debt with technical assistance from the
Fund.

Multiple initiatives are underway to help preserve fiscal and debt sustainability. Tonga’s
request for debt relief in 2020 under the G20 DSSI was approved by its major creditor and a further
request for debt relief in 2021 is being sought. The authorities are also actively seeking new grant
financing from development partners as a priority and accessing the RCF can help to catalyze
further donor support and concessional financing. They appreciate and look forward to the Fund
and World Bank’s continued joint effort to support calls for further debt relief for low income
countries such as Tonga. While a new medium-term debt strategy is being developed, we look
forward to the continued support from the Fund and World Bank on enhancing debt management
and transparency. A new climate resilient strategy is being developed which can help implement
the Climate Change Policy Assessment (CCPA) recommendations particularly in integrating
climate spending needs to the medium-term fiscal framework. Strengthening public finance
management (PFM) is ongoing, including the completion of a new PFM roadmap to support budget
control and fiscal management. Meanwhile, enhancements to the cash management system will
ensure sufficient buffers are accumulated for future emergencies including the replenishment of the
emergency funds that were drawn on for the pandemic and cyclone related spending.

To better utilize limited fiscal resources, the authorities continue to review the progress and
impact of the utilization of the Economics and Social Stimulus package. A national rapid
assessment of the economic and social impact of COVID-19 was conducted with technical
assistance from the ADB. This has assisted the Government to determine the effectiveness of the
support measures, how they can be enhanced to meet the desired objectives, as well as when and
how to phase out these measures with minimal impact particularly on the vulnerable. Lessons
learned from the rollout of the stimulus package are useful inputs to the design and implementation
of future support measures to ensure they are better targeted, timely and have more inclusive
coverage. The authorities also agree with extending the social protection system, building on the
recommendations of the rapid assessment, which may require technical assistance from relevant
development partners.

The authorities are committed to strengthen governance, accountability and transparency in
government operations including the rollout of pandemic and cyclone related support. A
number of measures imposed within the PFM Roadmap based on the findings of the Public
Expenditure and Financial Accountability (PEFA) Assessment, together with the auditing and
publication of pandemic related spending and procurement documents, are on track. The authorities
will continue to work closely with the Fund and the World Bank to improve fiscal reporting and
transparency in line with international standards and best practices.



The accommodative monetary policy will be maintained. Despite the low inflation and
comfortable liquidity, the NRBT will continue to closely monitor developments and stand ready to
provide liquidity support if necessary, including reducing the statutory reserve deposit (SRD)
requirement. The authorities also agree on continued efforts to enhance monetary policy
transmission through improved communication and liquidity management. Further assistance from
the Fund and other relevant development partners on developing the domestic debt market would
be required.

The authorities broadly agree with staff’s assessment of rising financial stability risks and the
need to enhance financial supervision. The banking system remains sound with profitable and
well capitalized banks and adequately provisioned NPLs. Nonetheless, the NRBT continues to be
vigilant against the fallout from the worsening economic backdrop on banks’ credit risks and the
associated implications on profitability and capital adequacy. To maintain public confidence, they
are actively engaging with financial institutions, and closely monitoring developments in both the
banking and non-banking sectors for early identification and addressing of potential vulnerabilities
while also ensuring unimpeded access to essential financial services. The continued efforts to
extend the NRBT’s supervision and regulation of non-bank financial institutions would also help
support its financial inclusion initiatives and improving financial literacy. The efforts to safeguard
financial stability would be further strengthened with the forthcoming IMF technical assistance on
enhancing the solvency stress testing framework and developing of macroprudential tools. Efforts
are also underway to improve the credit environment including the strengthening of the credit
bureau operations and enhancing the efficiency of the land lease administration. The NRBT is also
strengthening the financial regulatory laws through new legislations for the supervision of insurance
and pension funds to enhance its supervisory role drawing from the experience during the pandemic.

Strengthening the Anti-Money Laundering/Combating the Financing of Terrorism
(AML/CFT) regime in line with the ongoing mutual evaluation by the Asia Pacific Group on
Money Laundering (APG) is an important priority to mitigate the ongoing risk of
correspondent banking relationship (CBR) withdrawal. The IMF Legal Department had
reviewed the AML/CFT law which could be considered together with any further recommendations
from the APG mutual evaluation. Improving enforcement is a key priority to ensure effective
compliance with the FATF requirements. In this context, developing a national KYC system is
being considered to improve the identification and monitoring of customers and transactions.

The authorities acknowledge staff’s assessment of Tonga’s low growth potential in light of its
natural endowments and heavy reliance on remittances. Growing the formal private sector
remains a priority while noting the challenges that slow the progress in this area, some of which are
politically and culturally difficult to address and therefore warrant practical and well-tailored
solutions. To this end, the authorities agree with the recommended modernization of the land lease
administration while any further substantial reforms such as changes to female land rights would
take time to implement. They view the SWP as a key initiative to address unemployment including
youth and women unemployment which can be complemented with mechanisms to facilitate the
return and reintegration of workers into higher value-added economic activities. They also concur
with the importance of building domestic capacity to support initiatives to meet the SDGs and
climate goals and enhance growth prospects. Efforts to improve skilled labor supply will continue
including the Technical and Vocational Education and Training (TVET) programs, while advancing
legal and structural reforms to promote business formation. The review of the National
Infrastructure Investment Plan (NIIP) that is underway would also contribute to effective



investments and minimize public infrastructure project delays. Development partners’ technical and
financial support for developing new national plans and sectoral strategies for meeting the SDGs
would be welcome, building on the Tonga Strategic Development Framework 2015-2025 (TSDF
I1). While the authorities expect the strong Tongan family ties and culture to support remittances,
they agree that structural reforms to diversify the economy and create economies of scale are
necessary for more sustainable growth over the long term. Fund’s policy advice and technical
assistance in this context is welcome.

Conclusion

The Tongan authorities remain committed to continued prudent economic policies to address the
pandemic, support a strong recovery and safeguard macroeconomic stability while promoting
sustainable and inclusive growth. They are thankful to staff for their policy advice and ongoing
technical assistance, including from the PFTAC, and look forward to continuing constructive
engagement to help Tonga address its multiple policy and reform challenges. Sustained support
from the international community, including the Fund, is crucial in enhancing Tonga’s economic
and financial resiliency in the medium- and longer-term.
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