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1. CONDUCT OF MONETARY POLICY IN TONGA'
A. Introduction

1. Recent macroeconomic developments in Tonga underscore the importance of
conducting monetary policy effectively. During the past two years, economic growth has
been sluggish but credit has risen rapidly, contributing to double digit inflation and a marked
decline in foreign reserves. The National Reserve Bank of Tonga (NRBT) has had relatively
limjted options to anchor money growth effectively so as to arrest the rapid credit expansion.
It has relied on a combination of direct and some indirect instruments for monetary control,
but will little success. As a result, gross reserves declined from 3% months of import cover at
the end of fiscal year 1998/99 to 1% months in September 2002 and the value of the pa’anga
has declined steadily against the currencies in the basket

2, This paper reviews the past conduct of monetary policy, considers the problems
in the current system, and discusses the policy options available to the authorities. The
main points are:

. Excessive credit growth has threatened Tonga’s external stability in the past and
recent monetary developments confirm that direct instruments for monetary
control have been ineffective.

. The NRBT’s use of indirect instruments has been impaired by its inadequate
capitalization—a problem which has worsened in recent years—and by low
interest rates on government securities.

. In the face of current trends in credit growth, significant changes to the monetary
policy framework are needed to preserve macroeconomic stability.

B. Evolution of the Monetary Policy Framework

3. Tonga’s financial system is small but has grown with the entry of foreign-owned
banks. At present the financial system comprises the central bank, three commercial banks,
and the Tonga Development Bank. Despite the few number of banks, the economy is
considerably monetized—broad money constituted a little less than half of nominal GDP in

' Prepared by Reza Bagqir (ext. 35332) who is available to answer questions.

? Monetary policy in Tonga is conducted in the context of an exchange rate pegged to a
basket of currencies, comprising the U.S_, Australian, and New Zealand dollars, and the
Japanese Yen. The presence of some capital controls enable some monetary policy
independence. However, given the open nature of the economy, consumption and investment
growth, supported by credit expansion, eventually takes its toll on foreign reserves.



2001/02.° The NRBT was established in July 1989, prior to which the functions of the
monetary authorities were carried out by the Treasury, together with other departments in the
government. In the early 1990s, only one commercial bank, the Bank of Tonga, was in
operation which was 40 percent owned by the government and 60 percent by foreign banks.
The Tonga Development Bank, majority-owned by the government and financed mainly by
concessional external borrowing, was created in 1977 primarily to promote the agriculture
sector and rural development. With the enactment of the Financial Institutions Act in 1992,
two commercial banks—a branch of Australia and New Zealand Banking Group Limited
(ANZ) and the MBf Bank, a locally incorporated bank, whose major shareholder is the MBf
Finance Company of Malaysia—started operations in late 1993,

4. After its establishment, the NRBT initially relied on direct controls for monetary
policy implementation but progressively introduced indirect instruments in the early
1990s. Prior to the NRBT’s establishment, the conduct of monetary policy was explicitly tied
to the level of foreign reserves—the Bank of Tonga was required to limit its lending when
reserves fell below four months of imports and to completely cease lending when reserves fell
below 3 months. The NRBT superseded this by introducing a maximum lending-to-deposit
ratio® for the Bank of Tonga—initially set at 60 percent and raised to 65 in September 1990—
~ and interest rate ceilings. The interest rate ceilings were phased out by mid-1991 and the
maximum lending-to-deposit ratio was eliminated in early 1993. The NRBT replaced these
instruments with two indirect instruments:

. Reserve Requirements: Commercial banks were required to hold a proportion of
their outstanding deposit ",
liabilities—initially 5 percent—as
non-interest-bearing statutory

Tonga: Credit Growth and Net Foreiga Assets of the Banking System
g0 {3 month cenlered moving average) 140

reserves at the NRBT. The 1 T
reserve requirement was designed %1 s T30
to serve both prudential and 304 x5

monetary policy purposes. At the

time it was introduced, the Bank . Growth of pivate redit |

) 10 | ' (percent y-o-y, left axis) « . “u 15
of Tonga was holding L. ool v
considerable excess liquidity and =~ [t e
i 1ogbMl  WOEMI \_ 19M4M1 1906M1  1998M1  2000ML  2002M]
the monetary impact of the 10t v 1s
reserve requircment was not " )
significant.

* This is lower than the level for emerging market countries but higher than many developing
countries.

* Ratio of outstanding loans and advances to deposits plus free capital and reserves, as defined
by the NRBT.



. NRBT Notes: In April 1993, the NRBT began to issue notes on a weekly basis as
the primary means of influencing liquidity in the banking system. Securities, with
maturities ranging from 28 days to 5 years, were issued in early 1994 with interest
rates ranging from 1% percent on the 28-day issue to 4% percent on the 5-year
notes. The interest rate on the 3-month note was slightly above prevailing inflation
rates.

5. Credit growth accelerated with the entry of foreign-owned commercial banks
and increased competition in bank-lending. During 1990-93, credit grew sluggishly as the
Bank of Tonga kept lending restrained in response to mounting problem loans from the late
1980s and instead invested its excess liquidity in NRBT notes. With the entry of two new
commercial banks, competition in the sector increased. Spreads between deposit and lending
rates declined, falling by 50 basis points to around 4% percent in 1994. Increased competition
also stimulated bank lending, especially for housing. BOT reversed its strategy of investing in
NRBT notes, catering to rising credit growth, and sharply grew its loan portfolio. As a result,
credit to the private sector in the economy grew at unprecedented levels beginning around
1594.

6. Faced with rapid credit growth, the NRBT was unable to use its commercial
paper effectively to regulate liquidity because of poor profitability and balance sheet
problems. The acceleration in credit growth presented the NRBT with the first opportunity to
use its commercial paper for monetary policy purposes. However, several weaknesses in the
NRBT’s balance sheet prevented it from adequately absorbing the large volume of liquidity
needed to contain credit growth. These weaknesses were mainly related to an outstanding
claim on the government dating to the creation of the NRBT when the government was to
transfer to the NRBT the domestic currency counterpart of the currency in circulation; a weak
starting balance sheet position with paid-up capital of only T$1 million and capital and
reserves amounting to around 5 percent of total assets; the construction of a new headquarters
building in 1993/94 at a substantial expense which absorbed 20 percent of assets and
amounted to 3 percent of GDP; and problems associated with foreign reserves management.’
Operating profits declined from T$2.17 million in fiscal year 1990/91 to T$0.25 million by
1994/95 and a loss of T$0.5 million in 1995/96. With low capital and net operating losses, the
NRBT could not afford to absorb liquidity.

7. Instead, the NRBT increasingly relied on reserve requirements and eventually on
direct controls to contain credit growth. With rapid credit growth pressing reserves in
1995, the NRBT finally resorted to raising minimum reserve requirements in December 1995

® The NRBT invested a large part of its foreign assets in long-term Australian paper in 1993,
As Australian interest rates started to rise in 1994, the NRBT suffered a large capital loss
(T$4.3 million). A change in asset valuation practices, from marking to market to historic cost
pricing, on the grounds that the NRBT would hold the bonds to maturity, prevented a
realization of these losses. Further details of early balance sheet problems of the NRBT are
provided in the 1997 Tonga—Recent Economic Developments (SM/97/9).



from 5 percent to 10 percent and persuaded banks to limit credit expansion, These measures
helped to bring credit growth down under 10 percent by end-1996. However, credit growth
accelerated again beginning 1997 and by mid-1998 net foreign assets of the banking system
had fallen to an all time low of close to US$10 million.® With continuing operating losses, the
NRBT was unable again to use its notes to contain the credit growth and raised reserve
requirements to 12 percent in September 1998. In addition, the NRBT imposed a 30 percent
deposit cash margin on all new loans with the exception of those for export financing and
tourism. Subsequently, the reserve requirement was increased to 15 percent in September
2000, and in July, the Privy Council approved the use of formal overall credit ceilings marking
the reversion to the use of direct controls of monetary. The use of NRBT notes was
abandoned in early 2001 and the NRBT resorted to overall credit ceilings and moral suasion
to conduct monetary policy. Since June 2002, the NRBT has started to use bank-by-bank
credit ceilings in order to better accommodate differences in lending policies across banks.

C. Problems in the Current Monetary Policy Framework

8. Credit ceilings and reserve requirements are the main instruments currently
available to the NRBT for conducting monetary policy. Other instruments exist, but are
less relevant for regulating liquidity in the banking system. These include a Minimum Lending
Rate (MLR) and a Short-Term Liquidity Facility (STLF). The MLF, currently at 12 percent,
indicates the minimum rate at which the NRBT would operate with banks but has little
operational significance since it is only a minimum rate. The STLF allows the banks to borrow
against government bonds and other acceptable securities for short-term liquidity purposes
{(normally less than a month) and carries, at present, an annual interest rate of 17 percent for
the first ten days, and 19 percent thereafter. This facility tends to effectively act as a penalty
rate and only affects market rates when banks actively use it. However, most banks have
usually maintained excess reserves with the NRBT and, hence, their recourse to this facility
has been limited. Therefore, the NRBT has continued to rely primarily on credit ceilings
applied to each bank and reserve requirements, but these instruments are also subject to
several problems.

9. Credit ceilings tend to be distortionary. International experience shows that credit
ceilings are only temporarily effective and are an inefficient means to conduct monetary
policy.” Establishing an appropriate credit ceiling for each bank is a challenging task, given the
difficulties in assessing credit plans and the liquidity available in the system. In practice,
ceilings are often based on historical credit shares of banks and can therefore perpetuate

§ Private credit increased because of lending for personal and household purposes and
financing of a private power project.

7 A comprehensive discussion of the issues involved in the adoption of indirect instruments of
monetary policy is provided in Alexander, William E., Tomas J. T. Bélific and Charles Enoch,
eds., The Adoption of Indirect Instruments of Monetary Policy, 1995, IMF Occasional Paper
No. 126 (Washington: International Monetary Fund).



banks’ market shares. In this case, their prolonged use can act to protect inefficient banks by
preventing growth in market share of banks with more sophisticated and sound credit risk
management. Finally, politically important borrowers tend to be protected from borrowing
constraints and the use of ceilings can distort the allocation of credit across customers within
and across banks.

10. In addition, the use of credit ceilings has not been effective in Tonga. Since 1995,
the NRBT has used credit ceilings, either explicitly or through moral suasion, but only with
temporary impact on credit on each occasion. After the reserve requirement was last raised in
September 2000, and with the cessation of NRBT notes issuance, direct credit controls have
been the sole monetary policy instrument. However, the lack of significant penalties for
breaching credit ceilings has rendered these ceilings ineffective—by end-September 2002,
three of the four banks were in excess of the ceilings.

I1.  Relying on reserve requirements is also problematic. A key shortcoming with
reserve requirements is that they cannot be used to fine-tune management of liquidity in the
banking system. Therefore, monetary policy is constrained from reacting promptly to shocks.
Even a small change in the reserve requirement can impose considerable costs on banks in
terms of the needed adjustments in bank portfolios. In addition, frequent changes in reserve
requirements, aside from imposing considerable adjustment costs on the banks, can also
prompt banks to maintain excess reserves at the central bank, thereby reducing the sensitivity
of their portfolios to changes in the reserve requirement and undermining the very use of the
reserve requirements as an instrument of monetary policy. Another detrimental consequence
of long-term reliance on reserve requirements is that, unless they are remunerated, they act as
a tax on bank intermediation and can adversely affect the development of the financial system.
Therefore, the choice between increasing reserve requirements and using open market
operations amounts to who bears the direct cost of monetary policy implementation: the
financial system or the government. International evidence shows that development of the
financial system is associated with faster economic growth in countries. As such, monetary
policy should rely less on indirectly taxing the commercial banks through the reserve
requirement and more on open market operations.

12. International experience supports the view that increasing reserve requirements
can be useful in one-off sterilization of excess liquidity, but costly if used frequently. As
a reflection of the costs associated with frequently changing reserve requirements, their active
use for monetary policy purposes has declined in advanced countries. Central banks in these
countries seldom change the reserve ratio and over time have lowered or eliminated them.
Many developing countries continue to use reserve requirements but primarily to supplement
other instruments of monetary policy and not as the primary instrument for monetary policy.

13. In Tonga, raising the reserve requirement has generally provided temporary
relief. In both 1995 and 1998, the increase in the reserve requirement was followed by a
slowdown in credit growth in the subsequent few months. Credit growth bounced back
eventually as deposits grew. By comparison, the recent increase in the reserve requirement in
September 2000 was less effective as subsequent credit growth was concentrated in a few
specific, large corporate projects in key sectors of the economy.



D. Improving the Conduct of Monetary Policy

14, Given Tonga’s past experience with rapid credit growth, a framework based on
open market operations is needed soon to regain monetary control. Restoration of the use
of open market operations is key to regulating liquidity more effectively. Key advantages of
the use of open market type operations are that they allow for greater flexibility in managing
liquidity in the financial system, they allow the NRBT to manage liquidity pro-actively (as
opposed to passively as would be the case if the NRBT relied on the short-term liquidity
facility), and their use can help to develop a secondary market for securities. The NRBT has
1ssued 1ts notes in the past for this purpose and could re-initiate weekly issues of varying
maturities at positive yields for this purpose.

15.  Without adequately capitalizing the NRBT, use of open market operations will
be fraught with problems, as Tonga’s experience has already demonstrated. The NRBT
needs to be recapitalized so that it can bear the financial costs associated with absorbing
liquidity from the system. Such recapitalization would require budgetary assistance. In
addition, the NRBT has financed budgetary needs increasingly in recent years, as evidenced by
the increased holdings of government securities. The NRBT needs to be made more
autonomous from budgetary needs to effectively conduct monetary policy.

16. In the transition period to a strengthened monetary policy framework, several
measures could be considered to tighten monetary conditions. Despite the imposition of
bank-specific credit ceilings, private credit has continued to expand rapidly, growing at an
annualized rate of over 25 percent in the first three months (July—September) of 2002/03.
Several options could be considered:

. Penalize banks in breach of credit ceilings. The NRBT could impose penalties;
however, it is effectively constrained by the NRBT Act from imposing meaningful
penaliies since approval of the Privy Council would be required for these
measures. Alternatively, the government can penalize those banks that breach
ceilings by withdrawing its deposits from those banks and shifting them to the
NRBT. This would pose a modest cost to the government in terms of the forgone
interest from keeping deposits with commercial banks. However, persistent use of
government deposits for this purpose is generally not considered appropriate as it
raises concerns of transparency.

. Raising reserve requirements. Reserve requirements are already at reasonably
high levels and further increases would pose considerable costs on the banks.
However, this measure could be used as a last resort option to temporarily freeze
credit at its current levels and reversed in the future, once a new framework for
monetary policy is established. As a result of increased competition between major
commercial banks to gain market share, liquidity has tightened considerably
recently, so that an increase in the reserve requirement would likely be effective in
inducing banks to shrink their balance sheets. However, the impact across
borrowers would likely be quite asymmetrical since recent credit expansion at one
major bank is tied to specific corporate projects which may be quite inelastic to



higher interest rates. The NRBT could also use temporarily a marginal reserve
requirement defined as a reserve requirement at a higher rate on banks deposit
liabilities in excess of the amount at a given cut-off date (for instance, the end of
the most recent quarter). This would discourage further growth in monetary
aggregates without changing the needed reserves on the existing stock

. Using government bonds to conduct open market operations. Until the NRBT is
recapitalized, the government could issue treasury securities for the NRBT to use,
on behalf of the government, for the sole purpose of conducting open market
operations. However, to use such government bonds for liquidity management,
two conditions are necessary: first that the proceeds from such issues are not used
for financing the deficit (by, for instance, placing these bonds in an escrow
account) and, second, that the securities are issued at positive real yields. A key
problem with the current issue of government bonds is their very low yields in real
terms has rendered them unattractive for banks and effectively precluded them
from being used for open market operations.

17.  The experience of selected other developing countries illustrates the transition to
the use of indirect instruments of monetary policy. Based on a sample of 19 developing
countries, Alexander et. al. (1995), identify the following three stages which countries
typically followed in the transition to adopting indirect instruments for monetary control:®

. In the initial stage, central banks typically needed to absorb liquidity at their own
initiative and relied on the use of reserve requirement to ensure the required
sterilization. The use of securities sales at this stage was found less reliable since
the lack of development of markets may make banks unwilling to hold such
securities. In addition, since reserve requirements affect all banks uniformly and
cannot take into account asymmetrical distribution of liquidity across banks,
central banks also provided an overdraft or Lombard facility to provide temporary
accommodation to individual banks having difficulties in meeting their interbank
settlement obligations. Central banks also used credit auctions to provide credit to
the banks at their own discretion and eliminated most interest rate controls.

o In the second stage, central banks introduced open market operations often using
their own commercial paper and liberalized interest rates further. This helps to
develop a secondary market for government securities and can underpin other
transactions such as repos as well as provide collateral for other borrowing, At this
stage central banks began to reduce reserve requirements as securities operations
were able to sterilize excess liquidity. Sales of securities were combined with other

® The sample consists of five countries from Latin America and Caribbean (Argentina, Chile,
Jamaica, Mexico, and Venezuela), two from Europe (Hungary and Poland), five from Asia
(Indonesia, Malaysia, Philippines, Sri Lanka, and Thailand), four from Afiica (Burundi, The
Gambia, Ghana, and Kenya), and three from the Middle East (Egypt, Israel, and Tunisia).
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instruments—such as short-term credit auctions, a Lombard window, or bill
rediscounting—to facilitate both monetary control and money market
developments.

. The third stage can take considerable time and refers to the development of
efficient secondary markets for central bank and treasury bills. This allows the
central banks to operate flexibly and continuously in the secondary markets for
securities.

18. Compared to this stylized pattern, Tonga’s experience shows that the transition
to indirect instruments was abandoned in the second stage. However, experience also
shows that Tonga is not umque in experiencing problems in the transition to adoption of
indirect instruments. About half of the countries in the sample considered above experienced
some reversal of reforms. In many such cases, however, the causes of the reversals in reforms
were externally driven, such as the onset of a financial crisis, which required direct monetary
controls to return stability to financial markets (as was the case in Argentina, Chile, and the
Philippines). In contrast, the reasons for the reversal of reforms in Tonga are mainly home
grown due to the unwillingness of the government to support the use of open market
operations by either recapitalizing the NRBT or using treasury bills and bringing on-budget
the fiscal costs of monetary policy.

E. Conclusion

19. A new framework for conducting monetary policy effectively is needed in Tonga.
Ensuring price stability and protecting foreign reserves will require an effective conduct of
monetary policy. This has become especially important in the last two years as inflation has
risen to double digit levels and official reserves have been almost depleted. Establishing the
necessary conditions for conducting open market operations will help provide a nominal
anchor to the economy and allow Tonga to enjoy price stability and assist in economic
growth.
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II. EXCHANGE RATE POLICY IN TONGA®

1. Over the past two decades, Tonga’s exchange rate arrangement and policy have
undergone significant changes, mainly as a result of structural changes in the economy,
external factors, and macroeconomic policy developments. The history of Tonga’s
exchange rate arrangements 1s marked by three phases, which show a gradual move from a
fixed regime toward more flexible ones, reflecting substantial structural changes in the
economy and in the external environment, as well as a gradual deterioration in macroeconomic
fundamentals. With increasing difficulties to preserve sound fiscal and monetary policies in
recent years, the exchange rate policy has become a very important instrument of
macroeconomic stabilization.

2, This chapter reviews Tonga’s exchange rate policy and explores its effectiveness
in light of the economy’s structure and macroeconomic developments. The current policy
of preserving some flexibility under a basket peg has served the economy well by ensuring
competitiveness and external viability, while providing some nominal anchoring and helping to
minimize costs associated with downward movements in the exchange rate.

A. Three Distinct Phases in Exchange Rate Arrangements

3. Tonga’s exchange rate arrangements have evolved significantly in the past

20 years. Different arrangements have been established to reflect changes in the composition
of external trade and trading partners, the structure of production and exports, a gradual but
persistent deterioration in macroeconomic fundamentals, and adverse external shocks. Three
distinct phases can be distinguished.

4, The first phase, during the 1980s, was characterized by a fixed exchange rate.
Tonga’s currency, the Pa’anga, was pegged at par to the Australian dollar. Given the structure
of the economy and the exchange regime, domestic inflation was primarily determined by
external factors. In particular, the depreciation of the Australian dollar against the New
Zealand dollar" in the mid-1980s and higher oil prices in the late 1980s played a major role
(Table 1). Nonetheless, other domestic factors, such as droughts and cyclones, increases in
public sector wages, and government borrowing from commercial banks may have played
some role as well. During this phase, although inflation was not only high but also volatile, the
economy was able to grow at a rapid pace.

? Prepared by Papa N'Diaye (ext-39751), who is available to answer questions.

** Australia and New Zealand are amongst Tonga’s major trading partners. Other major
trading partners include the United States and Japan.
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Tabie 1. Tonga: Ecenomic Performance

Hard Peg to Australisn Basket Peg (US, Australian and New Basket (US, Australian and New
Dollar, New Zealand Dollars) Zealand Dollars, and Japanese Yen)
1980s 1/ 1991-2000 Post-2000 2/
Real GDP Growth (psreent) 24 20 1.0
CPI Inflation (percent) 10 36 86
Average Trading
Partners' year-on-year CPI Inflation, (percent) 7.0 23 2.4
of which:
Australia 6.0 15 33
New Zzaland 7.9 i3 22
United States 47 28 2.6

Sources: Official statistics, analysts reports; IFS database; and staff caleulations.

1/ Figures correspond to averages over the period 1981-1991

2/ The new basket includes the US dollar, the Australian doflar, the New Zealand dollar, end the Japanese Yen.
Figures correspond to averages over the period 2000-2002.

5. The second phase, the 1991-2000 period, was characterized by greater exchange
rate flexibility. In February 1991, the authorities decided to peg the pa’anga to a basket of
currencies that included the U.S., Australian, and New Zealand dollars. In addition, the value
of the Pa’anga could be adjusted by the NRBT up to 2 percent per month if needed. Despite
the increased flexibility, domestic inflation declined markedly, owing to lower inflation rates in
major trading partners, at relatively low output costs.

6. Changes in Tonga’s structure of production and exports prompted further
adjustments, marking the beginning of the third phase. In July 2000, the currency basket
peg was extended to include the Japanese Yen, as squash became more predominant among
exports, which were destined to Japanese markets.'" After the collapse of the copra industry in
the 1980s, and restrictions on exports of watermelons to New Zealand because of poor
disease control, agricultural production shifted to squash and vanilla. Given the nature of
external shocks facing the economy, a gradual deterioration in macroeconomic fundamentals,
and a decline in the level of official foreign exchange reserves, the monthly limit of exchange
rate adjustment by the NRBT was increased from 2 percent to 5 percent in order to preserve
competitiveness, boost growth, and ensure external viability.

B. Greater Rigidity or Greater Flexibility?

7. Like many other Pacific Island economies, Tonga is a small open economy which
is distant from major markets, with a narrow and undiversified production and export
base, and prone to cyclones, droughts, and terms of trade shocks. In addition, the public
sector plays a large role in the economy and monetary and financial instruments are
undeveloped.

" Since July 2000, the value of the Pa’anga is determined with reference to a basket of
currencies which includes: the U.S. dollar, with a weight of 52 percent; the New Zealand
dollar with a weight of 23 percent; the Australian dollar, with a weight of 19 percent and; the
Japanese yen, with a weight of 6 percent.
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8. On balance, most of the features characterizing the economy would indicate that
the current exchange rate arrangement serves Tonga well. The flexibility in the basket
peg, given by the diverse currency composition and by the possibility of adjusting the value of
the pa’anga relative to the basket peg, provides a good balance between the pros and cons
associated with a fixed and a floating exchange rate regime. It could be argued that, as a small
and highly open economy, a fixed exchange rate would be preferable for Tonga. However,
with production and exports relatively

. . . . Table 2. Tonga: The Structure of the Economy

undiversified, a more flexible regime may
Percent Change
help the economy better ensure 20010
macroeconomic and external stability. Preliminary
More importantly, Tonga has faced largely (In percent of total GDP)
asymmetrical shocks in recent years, many |Primary sector L feb 231
policy related and others largely exogenous | /8riculture, forestry, and fisheries 21
. Secondary sector 12.8

(such as cyclones), Whlch v.vould also Manufacturing 15
support a more flexible regime. The basket | Tertiary sector 46.9
peg has provided some nominal anchoring Commerce, restaurants, and hotels 114
and has also contributed to restrain the Total GDP al factar cost 828

. . . Net indirect taxes 17.2
rapid growth in domestic demand GDP by Sector at 1995/96 Prices 100.0
associated with €xpansionary Source: Tongan authorities; and Fund staff estimates.
macroeconomic policies. In particular:
. With a productive structure highly dependent on agriculture, fisheries and

forestries, the exchange rate regime helps the economy insulate from the high
vulnerability to climatic conditions. Agriculture, fisheries, and forestries accounts for
around 23 percent of real GDP; while tourism is expanding rapidly, and now accounts
for around 12 percent of real GDP. Agricultural production is highly concentrated on a
few commodities, namely: squash, fish, vanilla, kava and root crops. Most of these
commodities are destined for exports.

J While the economy is heavily dependent on remittances from Tongans living
abroad, the implications for the exchange rate regime are less clear cut. Empirical
evidence suggests that export volume is highly sensitive to both terms of trade and
foreign demand shocks, while the volume of imports depend on gross national income
and relative prices to an extent that is consistent with estimates for other countries
(Box 1). Therefore, preserving adequate competitiveness will significantly impact
export volumes and earnings, and assist in maintaining an adequate level of foreign
exchange reserves. However, the narrow export base and the low capacity of its
earnings to finance imports, implies a persistent trade deficit, which, in Tonga, is
mostly financed by private remittances from Tongans living abroad. Private
remittances, which averaged around 60 percent of total imports over the 1994-2002
period, have financed imports. Their role in the economy is crucial, and any exchange
rate policy must account for it. Private remittances may constitute an alternative or
complementary source of wage income that limits, to some extent, the effectiveness of
a nominal exchange rate depreciation in achieving a real depreciation through lower
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Box 1. Export Supply and Import Demand Functions for Tonga

The purpose of this box is to provide estimates of the determinants of export and import volumes in Tonga. The volume
of exports depends on the terms of trade and foreign demand, while the volume of imports depends on real gross national
income and the ratio of import to domestic prices. The sensitivity of exports and imports to their respective determinants
is obtained by applying a two step-methodology that consists in estimating: first, long—run equilibrium relationships
linking thﬁ total volume of exports and imports to their deternminants; second, the short-run dynamics between those
variables,

The sstimated long-run equilibrium relationships are;
exports = 0.93* foreigndemand +3.14 * terms of trade +res_ (1)

imports = 0.92* gross national income — 0.69 * import price ratio +res,_ (2)
In the short-run, the dynamics of exports and imports are summarized by the following relationships:*

A, exports =2.10* A, foreigndemand +3.77* A jterms of trade —0.78 % res (-4) +res, , (3)

A imports, = 0.97* A, gross national income - 0.88* A, import price ratio - 1.13* res, (—4) + res, ,
Q]
Volume exports are highly sensitive to foreign demand and terms of trade in both the short-run and the long-run -
(equations (1) and (2)). For example, a 1 percent year-on-year increase in the terms of trade raises exports by
3.8 percent in the short-run and 3.1 percent in the long-run,

The elasticity of imports relative to national income and to relative import prices remain consistent what is generally
observed in other countries (equations (3) and (4)). For example, a 10 percent increase in import prices relative

to domestic prices reduces imports volume by 8.8 percent in the short-run and about 7 percent in the long-run.

In addition, when looking at equations (2) and (3), the large coefficients on the residuals of the cointegration
relationships indicate that deviations from these relationships are strongly corrected within a one-year horizon.

Overall, results suggest that exchange rate policies aimed at improving competitiveness, by changing the ratio
between foreign and domestic prices, will significantly improve the trade balance, help build up reserves, and

enhance growth.

1/ Tests did not reject the presence of a unit root in all the variables listed above. Data for export and import volumie are
from the NRBT Quarterly Bulletin, while those for the import prices, export prices, terms of trade, and foreign demand
are from the WEQ database. All variables are quarterly values in logarithro. The import price ratio in (2) and (4) is
defined as the matio of import to the GDP deflator. Quarterly series of gross nationai income has been obtained by
interpolating annual series of GDP and adding existing quarterly series of net income and net transfers from abroad. The
conswner price index has then been used as the deflator to compute real gross national income. All coefficients in (1)-(4)
are significant at the 5 percent level. The mnemonics res in equations (1)-(4) refer to the residual.

2/ Because of the high degree of volatility in the data, the error correction models have been estimated using the fourth-
order difference of the variables, which operator was noted A, . The variables in (3) explain 55 percent of the short-run
dynamics of exports, while those in (4) explain 59 percent of that of imports.
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wages in real terms.'* Also, expenditure switching may be somehow limited because
domestically produced goods are not perfect substitutes for imports.

J Policy commitments to preserve a fixed exchange rate regime have weakened. Over
the past two years, fiscal policy has been expansionary owing to an increase in wages
and higher public spending, bringing the public wage bill to around 15 percent of GDP
in fiscal year 2002. At the same time, the ability of monetary policy to focus on price
stability has been very limited. The lack of effective instruments for monetary control
have allowed for the rapid expansion of credit to continue, putting pressure on the
external current account and depleting reserves. In addition, the loss of the Tonga
Trust Fund, and the limited access to capital markets, have heightened the need for a
more flexible exchange rate regime.

. The structure of the financial system would suggest the need for some form of
pegged arrangement. The foreign exchange market is small and heavily dependent on
the NRBT as a “market-maker of last resort”. Under a floating regime, the exchange
rate could potentially be subject to significant fluctuations if, under certain
circumstances, banks withdrew from making a market for the pa’anga. In addition, the
absence of mstruments for hedging against currency risks implies that these banks, and
other private and public enterprises, could face significant losses were the currency to
depreciate. Exchange rate volatility could expose the economy to high volatility in
prices, given the exchange rate pass-through, as well as in output, given the
economy’s narrow production and export base.

C. Conclusion

9. The review of the structure of Tonga’s economy supports maintenance of the
present exchange rate arrangement, with arguments in favor of both a greater rigidity
and a greater flexibility in managing the basket. However, even though the existence of a
high pass-through from foreign prices to domestic prices as well as that of financial costs
associated to a depreciation of the currency plead in favor of greater rigidity, the lack of fiscal
discipline, the absence of instruments of monetary control and, rigidities in nominal wages
plead in favor of greater flexibility to ensure macroeconomic stability. Another argument in
favor of the latter is that the economy is highly subject to shocks that affect its supply side,
such as terms of trade and unfavorable climatic conditions. Finally, the history of Tonga’s
economic performances under alternative exchange rate arrangements has shown that
flexibility in managing the pa’anga has served the country well. Therefore, it is argued that
flexibility should be maintained.

"2 This argument ignores the potentially high degree of flexibility of wages in the private
sector given that the public sector is the biggest employer.
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II. EXPERIENCE WITH THE TONGA TRUST FUuNDL
A, Introduction

1. The loss of most of the assets in the Tonga Trust Fund (TTF) has brought to the
fore the importance of establishing sound and transparent management guidelines for
off-budget funds. TTF assets, which reached a book value of about US$37 million at end-
June 2000, declined to about US$3 million at end-June 2002. The Tongan authorities began
legal action in U.S. courts in June 2002 on the grounds of failure to pay or default in payment
on a promissory note, fraud, and negligent misrepresentation.'* This loss has been significant
for a small open economy like Tonga, as evidenced by the level of gross international reserves,
which stood at about US$ 18 million in June 2002. As a result, Tonga has lost an important
means of buffering external shocks and, in the event of future adverse external developments,
it would have to rely more on policy measures than in the past.

2. This chapter discusses some of the key features of the framework supporting the
TTF, assesses its main shortcomings in light of the best international practices, and
draws some lessons for the future. In particular, the chapter aims to highlight the major
deficiencies in the management of the TTF, and how these could have been addressed in order
to prevent its loss. The chapter presents a comparison of how the TTF was managed against
the guidelines for the management of foreign exchange reserves recommended by the IMF.

B. What was the Tonga Trust Fund and How was it Managed?

3. The TTF was established as an off-budget fund to primarily finance specific
capital investments or expenditure for the Kingdom. Created on December 16, 1988,
through the Tonga Trust Fund Act, the TTF was established to “accumulate moneys to be
held in trust as a reserve fund for the Kingdom for use in exceptional circumstances and for
future major development projects”. The TTF has been maintained separately from the budget
and the official international reserves. It has been managed by a Board of Trustees chaired by
the Prime Minister, and includes the Minister of Finance and one other person designated by
the King in the Privy Council (the King plus his cabinet).

4, The main source of revenues for the fund was initially the proceeds from the sale
of Tongan passports to foreigners, and subsequently, part of the revenue from the lease
of Tongan satellite space. The Act established that the TTF should be invested in trustee
securities or bank deposits, that an annual statement of receipts and payments be prepared,
and that the TTF be audited annually by the Auditor General. Furthermore, it established that

" Prepared by Alberto F. Jiménez de Lucio (ext. 3-7931), who is available to answer
questions.

' Government of the Kingdom of Tonga, Media Statement, June 10, 2002.
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the annual statement and the auditor’s report be published in the Gazzette and presented to
the Legislative Assembly at the first available opportunity.

5. In practice, the management of the TTF was characterized by a lack of
transparency, unclear investment guidelines, and weak governance and public
accountability on investments. TTF funds were mainly invested offshore and its operations
and investment objectives and results, in terms of portfolio allocation and return, were not
sufficiently transparent. Financial statements were usually not published and the fund
accounts, while audited by the Auditor General, were not subject to external or more
independent auditing. In addition, the investment strategy seems to have resulted in the
investment of a significant proportion of the assets in a few high-risk investments.

6. Given the relative importance of the TTF for the economy, its management
framework have been a concern for the Fund, which recommended major changes in
previous Article IV consultations. These recommendations included: (i) the need to
consolidate the TTF with the budget and to make its financial statements public in a timely
manner; (i) the need to establish clear rules for the investment and drawdown of TTF
resources, to ensure that its capital base was maintained and to prevent misuse of its
resources, and (iii) to limit drawdown of the TTF only as a last resort and for short-term
lending to the NRBT, in the event of severe pressure on official reserves arising from short-
term external shocks.

C. Some Lessons from Best International Practices

7. Most of the successful international experiences with asset fund management
show the importance of establishing prudent management principles, strict and
transparent rules, and that the fund is well integrated into the budgetary process. In
general, prudent management has been associated with high coordination with government
financing operations, offshore investment of funds to avoid large and potentially distortionary
effects on the domestic economy, frequent reporting of financial statements and objectives,
and independent auditing by external agencies, to facilitate an assessment of its performance
and prevent mismanagement. Perhaps, the only possibly prudent principle supporting the TTF
might have been that its assets were mainly invested offshore given that its assets represented
about 25 percent of GDP.

8. While the TTF was not conceived as a stabilization fund or part of the official
international reserves, the IMF guidelines for foreign exchange reserve management
provide some useful lessons." Effectively, the TTF provided, in addition to the official
international reserves, a cushion against external shocks and other exceptional circumstances.
The IMF’s guidelines cover five areas generally regarded as essential for sound reserve
management practices, including: (i) clear objectives for the management of reserves, (ii) a

" Guidelines for Foreign Exchange Reserve Management. International Monetary Fund,
September, 2001.
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framework of transparency that ensures accountability and clarity of reserve management
activities and results, (iii) sound institutional and governance structures, (iv) prudent
management of risks, and (v) the conduct of reserve management operations in efficient and
sound markets. In light of these principles, the experience with the TTF suggests that:

Asset management objectives have not been clearly defined. The IMF guidelines
emphasizes the importance of adequately assessing and controlling for liquidity,
market and credit risks and, given these risks, reasonable earnings are generated over
the medium to long term on the funds invested. However, the objectives to be met by
the TTF were never clearly defined. Over time, its resources were used for a variety of
purposes, as prioritized by the Board of Trustees. While funds were mainly invested
overseas given their amount and the illiquidity of domestic markets, a desire to
increase return led to investing the funds in relatively high risk investments.'°

Public disclosure tends to be usually minimal. The IMF guidelines suggest the need
to disclose publicly objectives and performance. The role of independent external
auditors is important in ensuring the genuineness of financial statements when these
are publicly disclosed. The audit should be performed in accordance with
internationally recognized auditing standards, a critical element of these anditing
standards is the valuation of assets at their fair or market value. However, the
relationship of TTF operations with many of its counterparts were not disclosed.
Audits were performed late, and did not follow international auditing standards (in
particular, assets were not valued at market prices). No principles for internal
governance were ever established.

Its institutional framework is weak. The guidelines recommend that such framework
should contain a clear identification of responsibilities to help ensure good governance
and accountability, as well as that reserves are managed effectively and efficiently.
Sound management of internal operations and risks require appropriately qualified and
well-trained staff. Effective monitoring of internal operations and related risks should
be supported by reliable information and reporting systems. Staff involved in reserve
management should be subject to a code of conduct and conflicts of interest guidelines
regarding the management of their personal affairs. However, such structure was
absent for the TTF. Information and reporting systems were weak, and the
independent audit function did not perform its outside vigilance role. No code of
conduct or conflict of interest guidelines were established.

The framework failed to identify and assess risks. The IMF guidelines have stressed
the importance of having a framework that identifies and assesses the risks of reserve
management operations and that allows the management of risks within acceptable

parameters and levels. In practice, reserve management involves a number of financial

'® Funds were reportedly invested in three companies registered in the United States, which
were concentrated on life insurance, energy, and the internet.



-19-

and operational risks. The experience with the TTF suggests that the framework failed
to deal with credit risk and, as suggested by recent legal actions by the government,
with control system failure risks, where outright fraud, money laundering, and theft of
reserves assets are made possible by weak or missing control procedures, inadequate
skills, poor separation of duties, and collusion among staff.

. There were serious deficiencies in choosing a reputable external manager and in
establishing a mandate clearly. According to the guidelines, these arrangements
should be set out in separate written contracts with each appointed manager to ensure
accountability. It is also important that appointment of an external manager should not
result in implicitly accepting operations and risks that would not normally be
considered, or that are not fully understood. The external manager of the TTF engaged
in active investment strategies without an adequate understanding of the risks involved
on its part or that of the authorities.

D. Conclusion

9. The absence of clearly defined objectives, poor transparency and accountability of its
management and operations, a weak institutional structure, and the absence of a risk
management framework have contributed to the loss of most of the assets in the TTF. Putting
the framework supporting the TTF on a sound footing would require major changes. It would
be important that these changes follow the international best practice.
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Table 1. Tonga: Real Gross Domestic Product by Sector of Origin, 1996/97-2001/02 1/
{In 1995/96 prices)

Prel. Prel,
1996/97 1997/98 1998/9% 1999/00 2000/01 200102

(In millions of pa'anga}
Primary seclor

Agriculture, forcstry, and fisherics 54.6 54.6 52.8 58.5 54.8 55.3
Secondary sector 231 24.6 277 287 291 30.8
Mining and quarrying 0s 0.6 0.6 0.6 0.6 0.7
Manufacturing 7.9 3.8 10.2 10.3 10.5 10.8
Electricity and water is 38 4.3 53 52 54
Constriction 107 11.4 12.6 12.4 12.7 13.9
Tertiary sector 958 9.5 102.4 107.7 111.8 112.6
Commerce, restaurants, and hotels 24.4 25.0 235 27T 278 273
Transportation and communications 15.0 155 17.3 18.0 18.2 18.6
Finance and real estatc 154 1'7.6 18.9 20,0 20.2 2060
Government services 31.0 311 339 334 36.2 36.7
Entertainment and privatc scrvicos 10.7 10.8 11.0 1.2 114 11.6
Ownership of dwellings 83 8.4 8.5 8.6 8.7 &8
Less: Imputed bank service charge 9.1 160.0 10.7 10.8 10,7 10.9
Total GDP at factor costs 173.5 177.7 182.9 194.8 195.7 198.7
Net indirect taxes 36.1 37.0 38.0 40.5 40.7 41.3
Total GDT at constant market prices 209.6 214.6 2209 2353 2304 240.1

{Percent change)
Primary sectlor

Agriculture, forestry, and fisherics 38 -0.1 -3.2 10.6 -6.3 1.0
Secondary sector -11.7 6.6 12.3 37 1.4 5.8
Mining and quarrying -58.7 6.8 -14 -3.5 8.7 9.0
Manufacturing 0.3 11.4 16.4 0.7 2.0 10
Electricity and water 221 -0.1 10.8 22.7 -1.8 15
Construction -17.2 5.6 104 -0.2 1.8 9.0
Tertiary sector 1.5 2.8 4.0 51 39 0.7
Commierce, restaurants, and hotcls -5.5 23 -6.0 17.9 0.5 220
Transportation and communications 1.9 3.0 10.4 4.6 1.1 2.0
Finance and real estate 7.1 14.0 75 6.2 0.4 2.0
Government services 4.9 0.3 8.9 -2.9 10.0 1.5
Entertainment and private services 1.8 1.8 1.8 1.3 1.8 1.8
Qwnership of dwellings 1.3 1.3 13 1.3 0.8 0.6
Less: Imputed bank service charge 2.6 9.8 6.4 22 -1 2.0
Total GDP at factor costs a2 24 24 6.5 0.5 1.6
Net indirect taxes 0.2 2.4 2.8 6.5 0.5 1.6
Total GDP at constant market prices 0.2 24 29 6.5 0.5 1.6

Memorandum items:
GDP deflator -0.9 2.9 5.3 3.1 33 2.0
GDP at current market prices -0.7 5.4 8.4 9.8 7 9.7

Sources: Data provided by the Tongan authorities; and Fund staff estimates.

1/ Fiscal year begins in July.



Table 2. Tonga: Nominal Gross Domestic Product by Sector of Origin, 1996/97-2001/02
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(In current prices}

Prel. Est.
1996/97 1997/98 1958/99 1999/00 2000701 2001/02
{In millions of pa'anga)

Primary sector
Agriculture, forestry, and fisheries 50.3 56.2 62.5 69.4 65.0 70.2
Secondary sector 233 247 284 30.6 322 372
Mining and ¢uarrying 0.8 0.8 0.9 0.9 0.9 1.1
Manufacturing 8.0 87 11.0 11.9 123 13.7
Electricity and water 3.7 35 35 3.7 45 33
Construetion 10.8 11.7 13.0 14.1 14.5 16.9
Tertiary sector 97.0 102.0 109.3 118.1 128.8 138.5
Commerce, restaurants, and hotels 249 26.2 25,6 313 32,8 33.8
Transportation and communications 15.0 153 17.0 17.9 18.7 19.7
Finance and rezl estate 15.7 18.4 20.6 22.7 238 258
Government services 316 32,6 36.9 372 427 478
Entertainment and private services 10.9 11.4 12.0 12,7 13.5 14.6
Ownership of dwellings g4 8.6 8.9 o3 %9 10.1
Less: Imputed bank service charge 9.3 10.5 1.6 123 12,6 13.2
Total GDP at factor costs 170.6 182.8 2002 2181 226.0 245.8
Net indirect taxes 372 36.1 37.0 41.4 44.3 50.6
Total GDF at current market prices 207.8 2189 2373 260.6 2703 296.5

(In percent of total)

Primary sector
Agriculture, forestry, and fisheries 242 257 26.4 26.6 240 23.7
Secondary sectar 112 113 12.0 11.7 11.9 12,5
Mining and quarrying 0.4 0.4 0.4 0.3 0.3 0.4
Manufacturing 39 4.0 46 4.6 46 4.6
Electricity and water 1.8 1.6 1.5 1.4 1.7 L9
Constraction 52 53 5.5 54 5.4 37
Tertiary sector 46.7 46.6 46,1 457 477 46.7
Commerce, restaurants, and hotels 12.0 11.9 i0.8 i2.0 12.2 11.4
Transportation and commuaications 7.2 7.0 72 6.9 6.9 6.6
Finance and real estate 7.5 8.4 8.7 ) 8.7 88 8.7
Government services 15.2 14.9 1535 14.3 15.8 161
Entertainment and private services 52 52 5.1 449 5.0 4.9
Ownership of dwellings 4.0 39 37 37 3.7 34
Less: Imputed bank service charge 4.5 48 4.9 47 4.7 4.5
Total GDP at factor costs 2.1 83.5 84.4 34.1 83.6 829
Net indirect taxes 17.9 16.5 15.6 159 16.4 17.1
Total GDP at current market prices 100.0 100.0 160.0 100.0 100.0 100.0

Sources: Data provided by the Tongan authorities, and Fund staff estimates.
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Table 3. Tonga: Agricultural Products Marketed in Tonga, 1996/97-2001/02 1/
(1987/88=100)

Prel. Est,
1596/97 1957/98 1698/99 1995/00 2000/01 200102
(12 month percent change)
Values
Total i8.9 7.6 4.8 -28.0 -48.6 4372
Root crops 9.7 389 98 -333 -56.6 -36.0
Coconuts 659 9.4 -5.4 -0.9 -173 33
Bananas 72 13 -45.6 -25.0 -550 277
Watermelon 4.5 -34.0 <17 7.3 <377 -394
Cther fruit -16.9 -4.8 6.2 -40.5 -80.2 219.7
Vegetables 352 -10.0 -35.9 -26.0 -30.8 13.4
Miscellansous 132.7 268.7 -63.0 -47.1 -53.6 2.5
Volumes
Total 26.9 -12.2 -19.8 14.1 -54.8 388.9
Root crops 0.9 30 <24 207 -64.9 3032
Cocomuts 88.5 -7.8 22,8 -14.7 92 7344
Bananas 24.8 -37.5 -68.5 339 -60.4 462.7
Watermelon 314 437 =202 312 -41.1 3103
Other fruit -60.0 -38.1 1.3 378 -78.1 1,112.5
Vegetables 57.5 2.4 -53.0 -1.6 -43.1 231.9
Miscellaneous 148.9 456 -70.0 -16.8 -44.5 474.7
Unit values .
Total -1.1 29.6 230 227 122 61.0
Root crops 2.0 304 182 -44.5 i9.1 234
Coconuts -13.0 25.1 10.2 17.9 6.9 -32.1
Bananas 4.0 393 810 -325 28 I.1
Wetermelon 4.8 15.6 -0.6 278 8.2 31
Other fruit 3.0 54.% 6.2 <14 -3.1 0.4
Vegetables 23 6.7 15.6 -10.7 31t 5.7
Miscellansous 1.9 1233 56.5 -45.3 22.0 4342

Source: Data provided by the Tongan authorities.

1/ Data reflect agricultural products sold in Talamahu market.
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Table 4. Tonga: Indicators of Economic Activity, 1996/97-2001/02

Prel. Est.
1996/97 1597/98 1998/95 1999/00 2000/01 2001/02
Electricity consumed {thousand kw) 26,142 25,358 29,459 32,127 33,844 36,176
Cement imports (million tons) 8,035 9,762 9,259 12,049 - -
New registrations of motor vehicles (number) 1,424 1,374 1,327 1,811 1,940 2,007
Retail petrol prices (seniti, end of period) 73 67 62 103 117 432
Electricity prices (seniti, end of period} 36 27 27 27 38 150
{12 month percent change) 1/
Eleciricity consumed 4.5 30 162 9.1 53 69
Cement imports -10.0 2.5 =52 2301 - -
New registrations of motor vehicles 36.1 -3.5 =34 36.5 7.1 35
Retail petrol prices 15.5 -8.8 =12 65.9 13.8 268.2
Electricity prices 0.0 -25.0 0.0 0.0 389 300.0

Sources: Data provided by the Tongan aythorities; and Fund staff estimates.

1/ For 20000/01, percent change calculated over the same period in 1999/00. Price changes since September 2000,
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Table 5. Tonga: Tourism Statistics, 1996/97-2001/02

Prel.
1996/97 1997/98 1998/99 1999/00 2000/01 2001/02
Number cf air arrivals 24,306 26,615 27,709 33,863 33,722 34,852
{Percent change) 1/ -12.4 9.5 4.1 22.2 0.4 3.4
Country of crigin
Australia 4,189 4,518 4,751 6,045 3,453 5,987
New Zealand 7.814 8,418 8,718 10,088 10,674 12,611
United States 4,670 5,223 5,341 6,922 7,033 6,936
Pacific Islands 1,541 2,238 2,746 3,061 2,797 3,214
Other 6,092 6,218 6,153 7,752 7,745 6,104
Country of origin (in percent of total)
Australia 172 17.0 17.1 17.8 16.2 17.2
New Zealand 32.1 314 315 29.8 31.7 362
United States 19.2 19.6 19.3 204 208 199
Pacific Islands 6.3 84 9.9 0.0 8.3 9.2
Other 251 234 222 229 230 17.5
Arrivals on cruise ships 2/ 3,796 6,311 5,737 5,151 4976
Total arrivals 3/ 28,102 32,926 33,446 35,019 38,698
{Percent change) 1/ -12.9 17.2 L6 16.7 -0.8
Tourism receipts (in millions of pa'anga) 4/ 15.5 14.2 116 165 12.7 12.4
Average expenditure per visitor (in pa'anga) 4/ 639 533 419 487 376 355
(Percent change} 1/ 13.4 -16.6 215 16.5 228 57
Memorandum item:
Grass receipts (in millions of pa'anga) 5/ 15.6 14.2 11.6

Sources: Data provided by the Tongan authorities; and Fund staff estimates.

1/ For 2000/01, percent change celculated over the same period in 1899/00.

2/ Including passengers and crew metbers.

3/ Sum of air passengers and crilise passengers.
4/ Data from Overseas Exchange Transaction (QET) records.
5/ Based on surveys by the Tonga Visitors' Bureau; figures may differ frem the OET data.
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Table 6. Tonga: Consumer Price Index, 1996/97-2002/03
(Annual average)

Prel.
Weights 1986/97 199798 1598/29 1999/00 2000/01 2001/02

Total
Laocal component
Imported component
Food
Housing
Household goods
Clothing and footwear
Transportation
Beverages
Miscellaneous

Total
Local component
Imported component
Food
Housing
Household goods
Clothing and footwear
Transportation
Beverages
Miscellaneous

(November 1995=100})

100.0 103.2 106.4 110.5 1164 124.3 1373
458 104.4 1123 119.1 1183 1255 136.6
54.2 102.2 101.1 163.3 1147 1206 137.9
43.2 10707 112.6 120.9 121.2 122.8 150.6

6.4 101.6 103.3 105.4 1144 113.4 1227
142 99.6 100.9 103.8 109.7 117.1 124.9
42 99.3 100.1 1003 107.5 130.4 113.1
15.5 859 85.4 925 101.1 124.1 121.4
5.4 103.3 1084 107.6 1343 139.7 156.5
[L.2 103.2 106.7 111.8 1225 122.9 1318

{Percent change)

20 3.0 39 5.3 6.9 104
1.2 17 59 -0.7 6.1 8.8
2.0 -1.0 2.1 Il 31 143
ERY 4.6 74 0.3 1.3 227
02 1.7 20 8.5 -0.9 82
-0.7 13 29 37 6.8 6.6
0.6 0.8 02 7.2 213 -13.3
-4.2 - 0.5 41 94 227 2.2
27 50 -0.8 24.9 4.0 12.0
31 ) 34 48 9.6 0.4 7.2

Sources: Data provided by the Tongan authorities; and Fund staff estimates,
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Table 7. Tbnga: Population and Labor Market, 1996-2002

(In persons, unless otherwise specified)

Prel. Est.
1596 1997 1998 1999 2000 2001
Total population 97,784 98,591 99,264 99,821 100,283 100,672
Male 49615 50,037 50,406 50,731 51,017 51,272
Female 48,169 48,553 48,856 49,088 49,264 45,400
Labor force 33,908
Male 21,695
Female 12,213
Employed 29,406
Male 18,402
Female 11,004
Regularly paid employees 13,318
Fuli-time government workers 5,209
" (I percent of regularly paid employees) 39
Participation rate 58
Male
Female
Unemployment rate 13

Sources: Data provided by the Tongan authorities; and Fund staff estimates.
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Table 8. Tonga: Central Government Fiscal Operations, 1996/97-2001/02

Prel. Staff Est. Prel. Staff Eat.
1996/97 1/ 1997/98 199899 1995/00 2000/01 2001/02
(In milliens of pa'anga)

Tota! revenus and grants 66.1 66.6 £3.3 7.3 85 7835 853 95.2
Tatal revenus 621 63.0 62.1 M2 7581 76.1 932 932
Current revenue 62.1 63,0 62.1 702 76.1 78.1 932 932

Tax revenue 45.0 439 47.1 528 54.6 54.6 74.5 4.5
Nontax revenue 17.1 181 148 17.6 215 21.5 18.7 18.7
Of which: Revolving flnds 33 3.6 13 37 30 3.0 43 43
Capitel revenue 0.0 0.0 [1Re] 0.0 0 0.0 o 2s] 0.0
Grants (in cash) 4.0 35 13 1.1 2.4 24 2.0 2.0

Total expenditure and lending minus repayments 76.2 72.0 63.9 722 791 828 92.4 1000

Tatal expenditure 76.2 74.3 665.6 73.9 737 71.4 91.8 59.4
Currsnt sxpenditure 5.1 64.2 £3.4 70.6 708 70.8 206 806
Capital expenditure 17.1 161 32 i3 29 29 102 10.2

Total lending minus repayments -2.3 2.7 -1.7 54 5.4 0.6 0.6

Cverall defioit/surplus 101 -5.4 0.6 0.9 -0.6 -4.3 29 47

Tetal financing 2/ 10.1 5.4 0.5 a.9 04 4.3 2.9 47
External financing (net) -2 34 34 -1.6 6.2 -0.5 7.3 13.0
Damestic financing (net) 1.8 49 -0.3 1.8 5.8 4.8 -6.8 3.3
Other 0.0 0.0 1] 00 0.0 0.0 0.0
Discrepancy 7.4 -28 -2.5 D8 o 0.0 -13 ol

(In psrcent of GDF)

Total revenue and grants 315 30.4 26.7 7.4 200 8.0 321 321
“Total revenue 29.5 288 281 270 282 282 314 4
Current reveriue 29.5 288 261 269 28.2 232 3t4 3l.4
Tax revenue 21.4 0.0 19.9 0.2 02 20.2 251 25.1
Nontax revenue B.1 B7 5.3 6.8 30 80 6.3 63
Of which: Revolving funds 1.5 1.6 48 1.4 1.1 il 1.4 1.4
Capital revenue 0.0 3.0 0.0 0.0 0.0 0.0 Q.G 0.0

Grants {in casi) 1.8 16 G35 0.4 0.9 0.8 27 0.7

Total expenditure and lending minus repayments 363 329 26.9 2.7 293 30.6 2 337

Total expenditure 36.3 340 281 284 273 28.6 o 335
Curent expenditure 28.1 253 267 271 262 262 27.2 272
Capital expenditure 8.1 4.8 1.3 13 1.1 1.1 3.4 34

Totl lending minus repayments -1l 1.1 -0.5 20 20 0.2 a2

Oweral! deficitfsurplus -4.8 2.5 0.2 -0.4 -0.2 -1.6 1.0 -1.6

Totel fnancing 4.8 2.3 0.2 0.4 0.2 1.6 1.0 16

External financing -0.1 1.5 1.4 -0.6 23 -0.2 25 4.4

Domestic bank fmancing 08 22 0.1 0.7 2.5 1.8 23 -2.8

Cther 0.0 0.0 0.0 .9 Q.0 0.0 0.0 0.0

Triscrepancy 3.5 -1.3 1.1 Q0.3 0.0 0.0 1.1 0.0

Source: Data provided by the Tongan authorities.

1/ The data for 1956/97 was originally provided in a non-GFS format, thus the Jack of information for artain iterns.
2/ The Ministry of Finance does not compile finencing data in a GFS format. The large discrepancies arise as the financing items come from: different sources (e g, MOMGAry steistics}.
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Table 9. Tonga: Central Government Revenue, 1996/97-2001/02

Prel. Staff Est. Budget Est.
1996/97 1/ 1997/98 1998/99 1999/00 2000/01 2001402
(In millions of palanga)

Total revenue and grants 66.1 66.6 63.3 71.3 78.5 78.5 952 95.2
Total revenue 62.1 63.0 © 621 70.2 76.1 76.1 93,2 932
Current ravenue 62.1 63.0 62.1 702 76.1 76.1 932 9372
Tax revenue 45.0 439 471 526 54.6 54.6 74.5 5
Taxes an income profits snd capilal gains 2.9 8.0 10.7 0.5 10.0 10.0 15.6 15.6

Texes ou propery 0.0 0.1 0.1 8.1 0.1 01 01 01
Tiomestic taxes on goods and services 62 6.5 5.4 7.8 83 i3 a0 10.0

Sales tax 5.9 48 5.0 £.0 6.2 6.2 16 7.6

Other taxes 03 1.6 1.4 1.5 21 2.1 23 2.3

Taxes on intarnational rade and transactions 289 216 207 342 35.8 358 48.5 485
Customs duties 13.7 13.7 13.6 169 13.1 181 250 25.0

Other irapert chargas 152 14.0 16.2 17.3 17.7 .7 23.5 235
Cther taxes 0.0 06 0.3 0.3 0.4 0.4 0.4 0.4
Nontax revenus 17.1 19.1 149 17.6 215 21.5 18.7 18.7
Entrepreneuirial and property income 52 34 4.8 6.7 6.7 3.1 3.1
Admicistrative fees and charges 12.7 109 . 12.0 10.3 108 128 128

Of which: Revolving funds 33 3.8 1.9 37 3.0 3.0 43 43

Fines and forfeits al 134 0.4 0.2 0.2 03 03

Orther nontax revenue 1.0 G4 0.5 38 38 04 04

Capital revenue 0.0 00 0.0 0o 0.0 0.0 0.0 0.0
Grants (in vash) 40 a5 13 N 2.4 14 20 2.4

(In percent of GDF)

Tatal revenue and grants 3l4 30.4 267 27.4 29.0 29.0 321 321
Total revenue 285 28.8 26.1 270 282 28.2 3.4 314
Current revenue 93 288 6.1 259 282 282 34 314
Tax revenue 214 20.0 199 202 202 plid] 251 251
Taxes on incame profits and capital gains 4.7 4.1 4.5 4.0 37 37 53 53

Taxes on property 0.0 0.0 0.0 0.0 c.0 00 2.0 2.0
Domestio taxes on goods and services 29 10 2.7 2.9 3l 31 34 314

Sales tax Z2.8 2 2.1 23 23 23 26 2.6

Other taxes 0.1 0.8 0.6 X1 0.8 0.8 03 0.8

Taxes on international trade and transactions 137 126 12.5 13.1 133 133 16.3 16.3
Customs duties 65 62 57 6.5 6.7 67 34 8.4

Other import charges 72 64 6.8 6.6 6.5 6.3 79 79

Other taxes 0.0 03 0.1 0.1 01 0.1 01 &

Nontax revenus Bl 8.7 &3 6.8 8.0 80 6.3 6.3
Entrepreneurial and property income 24 1.4 1.8 15 15 i.7 1.7
Administrative fees and charges 58 4.6 4.6 40 4.0 43 43

Of which: Revolving funds 1.6 16 08 14 11 1.1 T4 L4

Fines and forfeits Gl &1 0.1 0.1 n.1 01 0.1

Other nontax reverue R 0.5 Q.2 02 1.4 14 01 0.1

Capital revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Grunts (in cash) 19 1.6 0.5 0.4 0.9 09 0.7 Q0.7

Source: Dats provided by the Tongan autherities.

1/ The data for 1996/97 was criginally provided in a non-GFS format, thus the lack of infortation for certain jtems.
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Table 10, Tonga: Central Government Current Expenditure by Economic Classification, 1996/97-2001/02

Prel. Staff Est. Budget Hst,
1996/97 1/ 1997/98 1998/99 1999100 2000401 2001/02

(In millions of pa'anga)
Total expenditure and lending minus repayments 762 72.0 £3.9 722 79.1 82.8 924 i00.0
Total expenditure 76,2 743 66,8 135 73.7 77.4 218 99.4
Current expenditure 52.1 64.2 63.4 0.6 0.8 70.8 804 30.6
‘Wages and salories 311 10 354 310 iRy g9 44,0 44.0
Employer contributions 0.0 0.0 0.0 0.0 2.0 2.0 1.7 1.7
Other purchases of goods and services TS5 23.0 18.5 4.5 210 21.0 6.8 258
Interest payments 1.4 22 23 18 17 17 23 2.3
Subsidies and other current transfers 6.1 59 8.2 7.3 6.1 6.1 58 5.8
Subsidies to ronfinancial public enterprises 0.0 0.0 00 01 [ 0.3 0.3
Subsidies to financial institutions 0.8 0.8 0.5 c.1 0.1 0.0 0.0
Transfers to nonprofit institutions 2.4 21 26 2.4 24 1.6 1.6
Transfers to househelds 2.3 2.5 a2 27 27 8 8
Transfers ebroad o] 0.3 0.8 0.8 0.8 12 1.2
Additicnal expenditures 0.0 0.0 0.0 0.0 37 1.0 86
Capital expenditire 17.1 10.1 32 33 2.9 2.9 10.2 102
Acquisition of fixed capital assets 8.7 23 1.8 2.2 22 9.2 8.2
Purchasas of land and intangible assets 05 0.2 0.8 0.1 01 0.1 e.1
Capital transfers 0o 0.6 a5 0.6 0.6 09 .9
Lending minus repayments ~2.3 2.7 -1.7 5.4 5.4 0.5 0.6
Damestic -2.3 -2.7 -1.7 5.4 54 C.6 0.6
To non-finenoial prblic enterprises -12 0.6 -0.8 6.9 5.8 0.3 0.3
To financiel institations -11 2.1 0.9 -1.5 -1.5 0.3 0.3
Qther domestic lending minus repayments 0.0 0.0 0.0 0.0 c.o oo 0.0
Abroad 0.0 0.¢ 0.0 2.0 0.0 ce 0.0

(In percent of GDF)
Total expenditure end lending minis repayments 36.3 32.9 269 217 253 30.6 31z 3.7
Total expenditure 363 340 8.1 28.4 373 28.5 3.0 335
Current sxpenditure 231 %3 6.7 271 26.2 26.2 72 172
Wages and salaries 148 151 14.2 14.2 4.8 14.8 14.8 14.8
Employer contributions 6.0 0.0 0.0 0.0 08 0.8 0.6 0.6
Other purckases of goods and services 5.3 0.5 B.2 9.4 7.8 1.8 2.0 2.0
Interest paymenta 0.7 1.0 1.0 0.7 [+1-1 0.6 0.8 0.8
Bubsidies and other current transfers 2.9 7 2.6 2.8 23 23 26 2.0
Subsidies to nonfinancial public enterprises 0.0 0.0 0.0 c.c 0.0 a1 01
Subuidies to Onencial institutions 03 0.4 0.2 0.0 0.0 0.0 0.0
Trensfers to nonprofit institutions 11 0.9 10 ce 0.9 0.5 0.5
Transfers to househelds 10 Lo 12 10 10 0z 0.9
Transfers abroad 0.2 23 03 c3 03 o4 0.4
Additional expenditures .0 0.0 0.0 [¢}+] 1.4 03 2.9
Capital expenditure 8.1 46 1.3 1.3 11 11 3.4 34
Acquisition of fixed capital essets 4.0 1.0 .7 3 0.8 3.1 31
Purcheses of land and intangible assets 0.2 28] 0.4 0.0 0.0 o0 0.0
Capital transfers 0.4 03 0.2 6.2 0.2 0.3 0.3
Lending minis repayments -1 ~1.1 -0.6 2.0 2.0 0.2 02
Domeatic 11 -1.1 -0.6 20 20 0.2 0.2
To nenfinanciel public enterprises -0.6 0.3 0.3 2.5 2.5 0.1 01
Te financial inshituticns . -0.5 09 -0.3 -0.5 -0.5 0.1 01
Other domeatic lending minus repayments 0.0 0.0 c.0 oo 0.0 0.0 00
Abroad . 0.0 0.0 ¢.0 0o 0.0 0.0 0.9

Source: Data provided by the Tongen authoritiea.

1/ The data for 1996/57 was origmally provided in a non-GFS format, thus the lack of informaticn for certain items.
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Table 11. Tonga: Public Debt Outstanding, 1996/97-2001/02

1996/97  1997/98  1998/99  1999/00  2000/01  2001/02
(In millions of pa'anga; end of period)

Total public debt 91.2 106.4 117.8 125.0 1497 180.9

Domestic 149 16.9 16.4 16.6 24.0 353
Bank loans 1.9 4.9 54 27 5.1 14.4
Government bonds 13.0 12.0 11.0 13.9 18.9 209

External 1/ 76.3 89.5 101.4 108.4 125.7 145.7
Bilateral 13.5 133 16.2 15.0 21.3 253

France _ ¢.c 0.0 1.0 1.4 1.7 1.7
Germany 12.6 12.5 14.3 12.7 12.8 12.1
United Kingdom 0.9 0.7 0.9 0.5 1.1 1.2
China 0.0 0.0 0.0 0.0 5.7 10.2
Multilateral 56.4 70.7 80.4 87.0 102.3 118.1
Asian Development Bank 378 49.4 537 59.6 72.2 87.1
European Investment Bank 5.5 6.2 10.2 10.0 9.8 9.6
International Development Association 55 6.3 6.7 7.0 82 8.6
Intermational Fund for Agricultural Development 7.6 8.7 9.8 10.4 12.2 12.3
Commercial loans 6.4 5.6 4.8 6.5 2.1 23

(In milliens of U.S. dollars; end of period)
Total public debt 72.9 70.9 74.0 74.1 69.6 84.2
. Domestic 1L.9 11.3 10.3 5.9 11.1 16.4
External 1/ 61.0 59.6 63.7 64.2 58.5 67.8

(In percent of GDP; end of pertod)

Total public debt 42.5 43.2 48.8 48.4 50.8 61.8
Domestie 6.9 6.9 6.8 6.4 8.1 12.0
External 1/ 35.6 36.3 42.0 42.0 427 49.8

(In millions of pa'arga; end of period)

Memorandum items:

NEBT external reserves 128 213 34.1 26.2 258 25.0

Pa'anga per U.S. doilar (end of period) 1.3 1.5 1.6 1.7 22 22

GDP (in millions of U.S. dollar) 171.4 164.0 151.6 153.1 137.0 136.1

Source: Data provided by the Tongan authorities.

1/ Includes government and government-guaranteed debt.



- 31 -

Table 12. Tonga: Tonga Trust Fund, 1996/97--2001/02

(In millions of pa'anga)

1996/97  1997/98  1998/99  1999/00  2000/02 1/
Opening balance 289 306 335 52.0 63.1
Proceeds 34 4.5 11.7 48 1.5
Local collections and other 0.5 0.3 0.3 0.1 0.4
(rverseas collections and interest earned 2.4 28 8.3 47 1.1
Tongasat 0.5 1.4 31 0.0 0.0
Drawdown 1.6 53 16 4.1 45.%
Advances to government of Tonga 1.6 53 0.3 29 2.1
Other expenditure 0.0 0.0 1.3 12 435
Prior vear adjustments 2/ 9.9
Revaluation adjustment -0.1 3.7 8.4 102 -2.1
Closmg balance 30.6 335 52.0 63.1 6.9
Invested overseas 3/ 294 323 439 46.5 0.0
Deposited in Tonga 11 1.2 12 1.2 0.4
Unclassified 0.1 0.0 69 154 65

Source: Data provided by the Tongan autherities.

1/ Audited accounts combine 2000/01and 2001/02 into 2000/02.

2/ The adjustments are made to the cash account to reflect the revaluation adjustments from previcus vears

and the effect of the loss on the liquidation of the U.S. investments in 2002,

3/ Investments overseas declined to zero in 2000/01 due to mismanagement of funds by the Investment Manager

where legal actions have been initiated.
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Table 13. Tonga: Public Enterprise Sector
(As of October 2002}

Organization Shares Face Value Ownership
{number) {pa'anga) (percent}
Companies
Air Pacific Limited 70,400 62,174 5
Hawaiian Airlines 208 863 <l
International Dateling Hotel 5,999,999 5,999,599 9
Janfull Intemmational Dateline Hotel 49
Leiola Duty Free 600,000 600,060 60
Pacific Forum Line Limited 1,271,596 775,583 )
Royal Tongan Airlines 12,000,000 12,000,000 9%
Sea Star Fishing Company Limited Privatized Aug. 2002
Shipping Carporation of Polynesia Limited
Domestic 18,000 16,000 100
Fua Kavenga 100
Management coy 100
Tonga Communications Corporation 6,712,000 6,712,000 100
Tongan Corporation 250,000 250,000 100
Tonge Investment Limited (TIL) 9% 9% 0%
Frisco Hardware Limited 99 99 g9
Hoemegas Limited 99 99 99
Primary Produce Export Limited 99 99 99
Toenga Timber Limited 1,889,599 1,889,999 99
Tonga Dairy Processing Company Limited Privatized Dec. 2000
Charity Foundation Limited Privatized Jul. 2000
Kintail Honey Limited Wound up Jan. 2001
Coastal Biological Services Limited Wound up Jan. 2001
Coconut Oil Limited Wound up Jan. 2001
Palm Soaps Limited Wound up Jan. 2001
Pacific Warehouse Limited Woundup Jan. 2001
Tonga National Shipping Line Limited Wound up Jan. 2001
Tonga Oil Limited Wound up Jan, 2001
Tonga Ship Building Limited : Wound up Jan. 2001

Statutory Bodies

Tonga Broadeasting Commission 100
Tonga Electric Power Board 100
Tonga Ports Authority Corporatized 100
Tonga Water Board 100
Tonga Telecommunications Commission Merged Jan. 2001
Banks

Naticnal Reserve Bank of Tonga 100
Tonga Development Bank 1,053,019 10,530,190 100
Westpac Bark of Tonga 120,000 1,200,600 40

Trading Activities

Eua Forest (MAF) 100
Export Produce Teatment Services Ltd. (MAF) 100
Machinery Pool (MAF) : 100
Quarries (MOW}) : 100
Printing Department (PMO) : 100
Smalf Industries Centre (MLCI} 100
Survey Operations (MLSNR) 100
Talamahu Market (MAF) . 100
Tonga Post Office (MOF) 100

Government Store Wound up 100
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Table 14. Tonga: Monetary Survey, 1996/97-2001/02

1996/97 1997/98 1998/99 1999/00 2000/01 2001/02
(In millions of pa'anga; end of period)

Net foreign assets 330 164 344 26.9 328 335
Gross international reserves 378 26.1 39.7 32.0 46.5 44.6
Foreign liabilities 4.9 9.7 53 -5.1 -13.8 -11.1

Net domestio assets 432 61.4 553 70.4 90.3 99.1
Domestic credit 69.8 842 85.0 925 120.6 130.2

Central government {net) 24 2.0 0.7 0.8 4.3 -5.6
Public enterprises 0.4 0.6 1.5 23 5.4 9.5
Private sector 65.3 78.9 80.8 86.5 107.9 1252
Nonmonetary financial institutions 18 27 2.0 3.0 30 12
Other items (net} -26.8 228 -29.7 -22.1 -30.3 311

Broad money (M2) 76.2 771.8 89.7 973 123.0 132.7
Narrow money 209 213 247 278 33.0 42.4
Quasi money 353 56.5 65.0 69.4 90.0 50.3

{12 month percent change)

Net foreign assets 10.8 =302 109.6 -22.0 220 23

Domestic credit 16.3 42.1 9.9 274 282 98
Private sector 11.5 . 20.8 24 7.0 24.8 16.0

Broad money 14.1 2.1 15.3 8.4 26.5 7.8

(Percent contribution to change in M2}

Net foreign assets 4.8 217 23.1 -8.4 6.1 0.6

Net domestic assets 93 239 -7.8 16.9 20.4 7.2

Domestic credit 13.4 18.8 1.1 8.4 28.8 7.8
Private sector 0.1 i7.8 2.5 6.3 22.0 141

Other items (net) 4.1 3.1 -3.9 8.5 -84 -0.6

Memoarandum items:

Velocity (GDP/average stock of M2} 1/ 29 28 28 28 2.5 23
Nominal GDP (pa'anga mn.) 207.8 2182 237.3 260.6 270.3 296.5
Average stock of M2 (pa'anga mn.) 1/ T1.5 77.0 83.8 93.5 110.2 127.9

Source: National Reserve Bank of Tonga.

1/ Excludes a telecomunication loan of T$10 million from 2 eommercial bank in 2000/01.
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Table 15. Tonga: Banking Survey, 1996/97-2001/02 1/

1996/97 1997/98 1998/99 19959/00 20006401 2001/02
{In millions of pa'anga; end of period)

Net foreign assets 35.0. 16.4 34.4 26.9 32.8 33.5
Net international reserves 326 20.9 33.7 258 25.4 39.3
Other foreign assets (net) 0.4 -4.5 0.8 1.1 73 -5.8

Net domestic assets . 65.6 83.8 71.1 92.4 1127 121.5
Domestic credit 108.9 124.8 117.2 123.4 1518 164.3

Central government (net) 2/ 0.5 0.1 -1.2 0.7 37 -8.5
Public enterprises 2.9 1.8 2.4 3.4 6.4 16.2
Pnvate sector 105.6 122.9 116.0 120.7 141.8 162.6
Other items {net) -433 -41.0 -46.1 -31.0 -3%.1 -42.9

Total lquidity 76.7 79.5 88.2 100.6 130.2 142.2
Narrow money 18.3 18.7 18.4 24.7 33.0 42.4
Quasi money 553 38.5 65.0 69.4 90.0 90.3
Notes and bitls 3/ 31 4.3 4.7 6.6 7.2 9.5

Government lending funds 4/ 17.8 17.4 13.9 14.8 12.6 10.4

{12 month percent change)

Not foreign assets 10.8 50,2 109.6 220 22.0 2.3

Domestic credit 13.6 14.6 6.1 53 23.0 83
Of which : Private sector 12.9 16.5 -5.6 4.1 17.4 14.6

Total liquidity - 168 36 10.9 14.1 27.5 9.2

(Percent contribution to change in total liguidity)

Net foreign assets 4.9 -21.6 226 -8.6 5.9 0.6

Met domestic assets 11.7 23.8 -16.0 24.1 185 6.7

Domestic credit 15.8 208 -9.6 7.0 283 9.6
Of which . Private sector 18.4 22.7 -8.7 53 20.% 15.9

Other items (net) -8.1 3.0 -6.4 17.1 -9.7 -2.9

Source; National Reserve Bank of Tonga.

1/ Inciudes the National Reserve Bank of Tonga, commercial banks, and the Tonga Development Bank (TDB).
2/ Excludes government onlending from foreign sources to the TDB.

3/ Comprises bills and promissory notes issued by financial institutions held outside the banking sector.

4/ External borrowing by government which was on lent to TDB.”
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Table 16. Tonga: Accounts of the National Reserve Bank of Tonga, 1996/97-2001/02

(In millions of pa'anga; end of period)

1996/97 1997/98 1998/59 1999/00 2000/01 2001/02
Net foreign assets 326 209 33.7 258 254 393
Foreign assets 328 213 341 26.2 258 396
Foreign liabilities 0.2 0.4 -0.5 0.5 0.4 -0.2
Net domestic assets -il.8 -1.0 -11.8 -0.1 7.0 13
Domestic credit 5.0 27 0.1 0.2 14 0.1
Claims on central government (net) 5.0 2.7 0.1 0.2 1.4 3.5
Claims on central government 5.4 5.4 55 5.4 14.2 14,1
Deposits from central government 0.4 2.8 56 52 12.8 176
Claims on financial institutions 8.8 36
Other items, net -16.9 3.7 -11.7 -0.3 3.2 1.2
Of which: NRBT notes -26.5 -135 -20.2 -9.3 0.0 0.0
Capital and reserves -2.5 -1.7 -1.1 -1.0 -1.6 -2.7
Reserve money 208 19.9 21.9 257 324 40.6
Currency issued 8.2 8.2 9.3 10.2 13.1 152
Banks' deposits at NRBT 12.6 116 12.6 154 19.3 255
Of which : Required reserves 86 a1 116 125 18.3 20.5
Memorandum iterzs:
Meoeney multipliers 1/
Narrow money 1.0 11 1.1 1.1 1.0 1.0
Broad money 3.7 39 4.1 38 38 33

Source: National Reserve Bank of Tonga.

1/ Defined as money supply divided by reserve money.
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Table 17. Tonga: Consolidated Accounts of Deposit Money Banks, 1996/97-2001/02

(In millions of pa'anga; end of period}

1996/97 1997/98 1998/99 1999/00 2000/01 2001/02

Net foreign assets 0.4 -4.5 0.8 L1 7.3 -5.8

Foreign assets 5.0 48 56 57 20.7 5.0

Foreign ligbilities 4.7 8.3 4.8 4.7 -134 -10.8

Net domestic assets 737 80.3 88.1 92.7 107.9 77

Domestic credit 64.8 81.5 85.1 924 1192 135.0

Claims on central government (net) 2.7 0.7 0.8 6.6 29 -1.6

Claims on central government 102 10.5 9.7 5.6 B.6 92

Deposits from central government -12.8 -11.2 -8.8 -9.0 -39 -10.8

Claims on public enterprises 0.4 0.6 1.5 2.3 5.4 9.5

Claims on private sector 653 78.9 80.8 86.5 107.9 125.2
Claims on nonmonetary

financial institutions 1.8 2.7 2.0 3.0 3.0 2.0

Other items, net 8.9 -1.2 4.0 0.4 -11.3 -173

Qf which:

Banks' reserves 393 26.5 344 257 22.6 274

Cash in vault 1.9 22 1.9 21 25 32

Depasits at NRBT 12.6 11.6 12.6 15.4 206.8 242

NRBT notes 24.8 12.7 19.8 8.1 -0.7 0.0

Capital and reserves -33.0 -32.8 -32.2 -27.6 -36.9 479

Total deposits 74.0 75.8 89.9 9338 115.2 120.7

Demand deposits 204 19.2 22.5 24.1 379 36.5

Savings deposits 20.8 223 24.0 246 312 36.8

Time deposits 328 344 434 45.1 46.0 47.4

Source: National Reserve Bank of Tonga.
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Table 18. Tonga: Bank Credit by Sector, 1996/97-2001/02

1996/97 1957/98 ' 1998/99 1599/00 2000/01 2001/02
Commercial banks
(In millions of pa'anga; end of period)

Central govermment 1/ 1.5 2.6 26 0.5 0.9 0.1

Pubiic enterprises 0.4 0.6 1.5 23 33 9.5

Private sector 652 79.0 80.7 264 105.4 125.1
Apriculture 36 2.7 2.7 4.8 6.0 2.8
Industry and trade 19.1 28.1 30.5 37.1 51.8 61.0
Housing 27.3 32.5 31.7 284 327 34.0
Personal 147 153 153 136 133 202
Other 0.5 0.4 0.5 2.4 1.5 0.2

Total 67.1 822 84.8 89.2 109.6 134.6

{Percent change)

Private sector 11.5 21.2 22 7.0 22,0 187
Agriculture -24.1 -24.1 -0.6 78.2 25.1 62.5
Industry and trade -6.4 47.1 8.3 21.6 3909 17.7
Housing 295 19.1 -2.3 -10.5 15.2 3.8
Personal 233 38 0.2 -11.0 -2.8 523
Other 46.0 -18.3 12.9 406.0 -38.1 -90.1

Total 38.9 47.0 37.8 37.4 35.5 22.9

Tonga Development Bank
(in millions of pa'anga; end of period)

Central government 1.7 1.7 1.7 2.0 1.5 16

Public enterprises 2.5 1.2 0.9 1.1 1.0 1.0

Private sector 347 44.0 352 34.3 33.0 349
Agriculture 17.8 19.4 14.7 13.0 10.9 11.7
Industry and trade 16.9 15.7 2.8 10.% 9.9 9.5
Other 89 77 10.4 12.2 12.7

Total 38.9 47.0 37.8 374 355 37.5

(Percent change)

Private sector . 249 259 26.9 27.9 28.9 58
Agriculture -5.0 3.8 -24.4 -11.6 -16.2 7.6
Industry and trade 8.9 -7.0 -18.4 -14.9 -9.1 -4.4
Other 60.9 -13.7 348 17.4 4.3

Tatal -14 20.8 -18.5 -1.1 -5.0 5.6

Source: National Reserve Bank of Tonga.

1/ Excludes holdings of government securities.
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Table 19. Tonga: Accounts of the Tonga Development Bank, 1996/97-2001/02

{In millions of pa‘anga; end of period)

1996/97 1997/98 1998/99 1995/00 2000/01 2001/02

Ressrves 2.6 2.6 6.3 3.2 2.0 2.0
et domestic assets 417 50.5 43.2 41.9 4.1 457
Domestic credit 44.4 47.0 378 374 36.5 383
Claims on centrat government 1.7 1.7 L7 20 1.6 0.2
Claims on public enterprises 2.3 1.2 09 1.1 1.0 0.8
Claims on private sector 40.3 44.0 352 343 33.9 374
Apgticulture 17.3 17.8 17.8 17.8 17.8 133

Industry and trade 169 16.9 16.9 169 16.9 94

Others 5.6 5.6 3.6 56 5.6 14.7

Other iterns, net 32 3.5 5.4 4.5 36 7.4
Total assets = Total liabilities plus capital 30.2 53.0 49.4 45.2 42.1 4715
Long-term foreign liabilities 1/ 4.0 34 35 38 3.0 27
Government-{ending funds 2/ 17.8 17.4 13.9 14.8 12.6 10.4
TDR bonds and notes 8.1 %9 10.3 11.6 12.4 14.6
BorroWirlg from Bank of Tonga 0.0 0.0 0.0 0.0 0.3 .0
Borrowing from NRBT 0.0 0.0 0.0 0.0 0.0 0.0
Capital and reserves 221 232 24.4 16.1 17.1 1938

Source: Tonga Development Bank.

1/ Direct borrowing by the Tongs Development Bank from foreign sources. The exchange risk is assumed by the government.

2/ Borrowing by the government ffom foreign sources for on-lending to the Tonga Development Bank. The exchange risk is carried by the

govermment,
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Table 20. Tonga: Interest Rate Structure, 1996/97-2001/02
(In percent per annum; end of period)

1996/97 1597/98 1558/99 1995/00 2000/01 2001/02
National Reserve Bank of Tonga (NRET)
Minimum lending rate 1/ 7.0 7.0 2.0 9.0 9.0 12.0
Reserve Bank notes (3 months) 2/ 5.5 5.5 36 36 36 3.6
Reserve Bank rotes {1 mounth) 2/ 3.5 3.5 3.5 3.3 3.5 35
Commercial bank deposits
Saving deposits 4.2 38 30 33 3.0 30
Time deposity
3 months 4.8 5.3 50 4.9 52 5.1
6 months 5.4 57 54 53 55 55
12 months 6.0 8.2 6.1 5.8 6.0 6.0
24 months 6.5 6.6 6.3 6.2 6.2 6.3
36 months 7.0 6.8 63 6.3 6.4 6.8
48 months 7.3 7.3 7.1 7.3 6.6 7.0
Average rate on all savings and time deposits 5.0 52 4.9 4.9 4.9 4.6
Commercial bank loans
Base rate 3/ 5.0 9.0 3.0 9.0 5.0 9.0
Personal housing 10.0 i0.0 10.0 10.0 10.5 10.5
Tonga Development Bank loans
Small-scale subsistence 4/ 9.5 9.5 10.5 10,5 10.5 10.5
High-priority loans 5/ 85 &5 16.5 0.5 10.5 10.5
Maximum rate 12.3 - 12.0 14.5 14.5 16.5 16.5
Memorandum items:
Real interest rate 6/ 3.0 2.2 1.0 0.6 1.0 6.1
Nominal irmerest rate differential 7/ 2.6 -0.1 .1 0.2 0.3 0.5
Spread lending and deposit rate 8/ 3.0 4.8 5.1 51 5.6 6.0
Reserve requirement %/ 10.0 10.0 12.0 15.0 15.0 15.0

Sources: Data provided by the Tongan autherities; and Fund stafY estimates.

1/ Minimum lending rate was raised to 5.4 percent in June 1993, 1o 7 percent in December 1995, and to 9 percent in September 1998,
2/ The NRBT notes were introduced in Aprii 1993. Prior to that, the NRBT had long-term deposits from the BOT.

3/ Base rate is the [owest rate charged.

4/ For foans to export-oriented industries, manufacturing and raw materials precessing, and tourism activities except restaurants.

5/ Loans less than T$1,000 for activity in agriculture, fisheries, and livestock.

6/ Average rate for saving and time deposits minus average CPL

7/ Difference between 3-month deposit rate in Tenga and 3-month Australian treasury-bill rate.
&/ Based on lending rate for personal housing and average rate on saving and deposit rate.

9/ Statutory reserve requirements (introduced March 1993) were 5 percent and raised to 10 percent in December 1993, to 12 percent in September 1998,

and to 15 percent in September 2000. They are not remunerated.
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Table 21. Tonga: Balance of Payments Summary, 1996/97-2001/02 1/

(In millions of U.S. dollars)

Staff Est.
1996/97 1997/98 1998/99 1999%/00 2000/01 2001/02
Trade balance -47.0 -66.2 -43.5 -51.7 -43.0 48.1
Exports, f.o.b. 13.2 11.9 i2.1 10.9 11.8 178
Imports, £.0.b. -60.2 -78.1 -35.5 -62.6 -60.8 -65.9
Services (net) 6.0 6.9 4.3 1.5 -8.7 -1.9
Receipts 312 278 18.7 18.3 11.6 16.6
Of which ; Travel receipts 12.7 10.9 6.3 82 c o
Payments 24.6 -21.0 -14.4 -16.4 -20.4 -18.5
Income (net) 1.5 1.7 2.9 0.5 -1.1 -0.6
Current transfers (net) 373 394 353 40.5 45.6 532
Official transfers (net) 0.5 0.6 1.4 0.1 : 0.3 0.4
Private transfers {net) 36.8 38.8 339 40.4 453 52.9
Current account balance -1.6 -18.2 -1.0 9.7 -133 2.7
(Percent of GDP) -0.9 -11.2 0.6 -6.1 9.7 2.0
Capital account balance 5.8 7.1 9.0 2.6 0.3 8.0
Official capital flows (net) 5.1 6.7 4.2 31 -0.3 6.0
Private capital flows {net) 0.9 . 0.4 4.8 -0.6 0.5 2.1
Errors and omissions 2.3 -1.0 -0.8 13 9.6 4.2
Overall balance 21 -12.2 72 -5.9 =35 6.5
Memorandum items:
Net official foreign reserves 26.1 13.9 211 153 11.8 18.3
Gross official foreign reserves 262 i4.2 214 15.6 12.0 18.4
~ Tn months of total imports ‘ 37 1.7 3.7 2.4 18 26
Exchange rate .
Pa'anga per US. dollar (pericd average) 123 1.33 1.58 1.64 1.97 2.18
Pa'anga per U.S. dollar {end of period) 125 1.50 1.59 1.69 2.15 2.15

Sources; Data provided by the Tongan authorities; and Fund staff estimates.

1/ Based meinly on Overseas Exchange Transaction records.
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Table 22 Tonga: Exports by Major Commodity, 1995/96-2001/02 1/

1995/96 1996/97 1997/98 1598/%9 1999/00 2000/01 2001/02
Squash
Value (in millicns of U.S. doflars) 6.7 53 4.5 2.7 5.5 2.7 33
Volume (metric formes) 8,699 12,309 11,898 7,228 15,305 12,535 14,027
Unit value (US$/tonna) 768 433 77 379 357 213 234
Fish
Value {in millions of U.S. dollars) 3.3 1.7 24 1.8 4.7 18 32
Volume (metric tonnes) 637 375 762 514 963 790.9 1,376.8
Unit value (US$/onne) 5,197 4,614 3,178 3,585 4,868 2,307 2,251
Root crops
Valuz (in millions of U.S. dollars) 0.8 1.0 0.4 6.2 0.6 10 0.8
Volume {metric tonnes) 1,507 2,356 1,309 514 1,970 2,392 1,853
Unit value (UJS$/tonne) 522 416 298 339 301 419 434
Vanilla
Value (in miltions of U.8. dollars) 1.7 0.7 02 0.5 0.5 0.2 0.1
Volume (metric tonnes} 41 10 13 44 28 15 3
Unit value (US$/kilogram) 42 65 12 11 18 11 51
Copra
Value (in millions of U.8. dollars) 0.0 0.2 0.0 0.1
Volume (metric fonnes) 20.0 817.2 313.0 1070
Unit value (US$/tonne) 167.2 206.9 75.1 796.1
Manufactured goods (in miflions of U.S. dollars) 1.0 1.0 0.4 0.4 0.7 0.4 0.4
Totat (in millions of U.S. dollars) 2/ 13.5 9.9 7.9 58 12.0 6.0 7.8
Memorandum item:
Export unit value
(1995/96 = 100) 100.0 80.6 51.8 54.9 60.9 37.1 318

Source: Tonga Statistics Department.

1/ Values are on £ .o0.b. basis,

2/ Includes reexports and total of only above products, thus may differ from total export figure of other tables.
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Table 23. Tonga: Imports by Commodity, Category, and Sector, 1995/96-2001/02 1/

{Inmillions of U.S. dollars)

9 Months
1995/96 1996/97 1997/98 1998/99 1959/00 2000/01 2001/02

Total imports 75.6 734 74.8 66.3 70.7 68.9 61.5
By commodity group
Food, live animals, beverages, sto. 23.0 24.4 23.2 21.9 23.5 232 17.7
Fuels, minerals and chemicals 16.8 17.2 14.8 14.2 16.9 17.6 14.0
Crude materials, nedible 77 7.0 7.2 5.7 6.6 52 4.9
Manufactured goods and materials 9.9 9.1 10.1 10.1 9.2 7.7 5.6
Machinery, transportation and service equipment 16.1 13.5 16.7 12.0 117 1.7 9.3
Miscellaneous 22 22 27 23 2.8 8.4 9.4
By economic category
Consumer goods 28.8 29.7 200 268 34.7 25.6 22.9
Intermediate goods 335 31.0 32.3 29.9 357 20.0 173
Capitat goods 9.0 6.3 10.5 7.0 7.0 33 4.0
Others 4.4 6.5 3.0 335 12.3 200 17.3

By institutional sector

Government 11.2 19 g5 8.6 69 8.3 9.3
Quasi.gcwemmem 6.1 EX-] 5.0 3.6 25 2.7 1.3
Private 584 61.9 61.3 54.1 61.4 - 519 44.0

Memorandue item:
Impert vnit valus
(1995/96 = 100) 106.G 98.5 90.4 81.7 84.7 82.1 80.1

Source: Tonga Statistios Department.

1/ Values are on ¢.1.£, basis derived from preliminary customs data. Preliminary f.0.b. figures are based on banking data. Official data, available uatil 1993/94,
reconcile these two data series.
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Table 24. Tonga: Direction of Trade, 1995/96-2001/02

(In percent of total)

9 Months
1995/96 1996/97 1997/98 1998/9% 1999/00 2000401 2001/02

Exports
Australia 51 56 42 34 2.7 i 30
Fiji 1.9 5.8 4.1 6.2 1.6 1.1 04
Japan 49.0 45.8 49.8 40.9 © 581 43.6 51.1
New Zealand 95 15.2 10.1 14.0 8.9 17.2 12.1
United States 271 21.7 8.9 17.6 18.8 11.3 8.8
Other countries 7.3 5.9 22.9 17.9 9.9 22.9 24.6
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Imports
Australia 289 317 275 28.6 234 25.0 24.6
Fiji 72 8.2 78 86 13.5 14.8 26
Japan 8.0 6.1 5.0 4.9 5.9 7.9 38
New Zealand 36.1 356 34.9 350 36.2 38.2 386
United States 11.5 114 18.0 13.1 12.3 8.6 9.0
Other countries 83 6.9 6.7 2.8 8.6 5.5 14.4
Total 100.0 " 100.0 100.0 100.0 100.0 100.0 100.0

Source: Tonga Statistics Department.
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Table 25. Tonga: Services, Income, and Transfers, 1995/96-2001/02

{In millions of U.S. dollars)

1595/96 1996/97 1997/98 1998/99 1995/00 2000401

Services, net 6.3 6.6 6.9 43 1.9 87
Receipts 24.9 312 27.8 18.7 18.3 116
Payments -18.5 -24.6 210 -14.4 -16.4 -204
Income, net 0.7 1.5 1.7 29 0.5 -1.1
Receipts 3.8 26 4.8 4.0 2.2 1.6
Payments -3.1 -1.1 -3.0 -1.1 254 2.7
Official transfers, net 0.1 0.5 0.6 1.4 0.1 0.3
Receipts 08 13 1.2 2.1 0.5 0.7
Payments -0.9 -0.9 -0.7 -0.8 -0.4 -0.4
Private transfers, net 36.2 36.8 38.8 339 40.4 453
Receipts 44.9 44 .4 44.2 40.2 48.0 5386
Payments -8.6 -7.5 -5.4 -6.3 1.6 -83
Total services, income, and transfers 43.2 45.4 48.0 42.5 41.9 357

Sources: National Reserve Bank of Tonga, Tonga Statistics Department, and Fund staff estimates.
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Table 26. Tonga: Disbursements of Official External Loans and Grants, 1996/97-2001/02

(In millions of U.8. dollars)

Prel. Prel,
1994/95 1995/96 1996/97 1997/98 1998/99 1988/00 2000/01

Total external loans disbursement 1/ 79 6.1 3.2 43 3.6 - 3.8 32
Of which:
Multilateral
Asian Development Bank 6.4 43 4.9 43 33 19 0.9 -
European Investment Bank 03 0.0 0.0 0.0 0.0 0.0 2.0
International Development Association 06 0.0 0.0 0.0 00 0.0 0.9
International Fund for Agricultural Development 0.7 0.8 0.3 0.0 03 0.0 0.0
Total grants 2/ 38 3.5 17.1 19.8 16.3 1.7 0.8
Aid in kind 2/ 0.0 0.0 153 17.9 15.5 1.1 0.0
Ald in cash 38 3.5 1.8 19 038 0.6 0.8

Of which:

Biiateral grants 27 2.6 1.5 1.9 0.7 04 0.7
Australia 2.1 21 1.2 1.2 0.6 02 0.5
Canada 0.2 0.0 0.0 0.0 0.0 0.0 0.0
France 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Japan 0.0 0.0 0.0 0.1 0.0 0.0 0.0
New Zealand 0.5 0.4 0.3 0.6 0.1 0.1 0.0
United Kingdom 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Multilateral grants 1.1 0.9 0.3 0.0 0.1 0.1 0.2
Commonwealth Fund for Technical Cooperation 0.0 0.0 0.1 0.0 0.0 0.0 0.0
EU 1.0 0.8 0.1 0.9 0.0 0.0 0.0
SPC 0.0 0.0 0.0 0.0 0.0 0.0 0.0
UN agencies 0.0 0.0 0.1 0.0 0.1 0.1 0.1
Others 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Total foreign assistance 11.7 9.5 224 24.1 19.9 5.5 4.1

Source: Data provided by the Tongan authorities.

1/ Comprises government and government-guaranteed debt.
2/ Data on aid in-kind are available only from 1996/57.
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Table 27. Tonga: External Debt and Debt Service, 1996/97-2001/02

{In millions of U.S. dollars)

Prel. Prel.
1994/65  1995/96  1996/97  1957/98 1998/9%9  199%5/00  2000/01

(End of period)

Total external debt outstanding 1/ 63.8 622 610 59.6 63.7 64.2 58.3
Of which:

Bilateral 17.8 14.0 10.8 8.8 102 8.9 9.9
Trance 0.0 0.0 0.0 0.0 06 0.8 0.8
Germany 16.8 13.2 10.1 8.3 9.0 7.5 6.0
United Kingdom L1 0.9 g7 0.5 06 " 0.6 0.5
China 0.0 0.0 0.0 0.0 0.0 0.0 2.6

Multilateral 40.5 423 45.1 471 50.5 51.5 476
Asian Development Bank 237 263 30.3 329 337 353 336
European Investment Bank 6.4 5.4 4.4 42 6.4 59 4.5
International Development Association 49 4.6 4.4 4.2 4.2 4.2 38
International Fund for Agricuitural
Development 55 60 6.1 5.8 62 6.2 5.7

{(During period)

Debt service 2.7 4.8 4.8 32 33 2.8 4.0
Amortization 2.0 4.0 37 24 24 20 34
Interest 0.6 0.7 11 0.8 09 0.8 0.6

Memorandum items:

External debt/GDP (in percent) 412 372 33.6 36.3 420 42.0 427

GDP (in milliens of U.S. dollar) 155.1 167.0 1714 1640 1516 153.1 137.0

Debt-service ratio (in percent of exports of goods
and services) 7.0 12.7 0.7 82 10.6 9.7 17.2

Average interest rate 02 0.3 04 03 0.3 0.3 0.2

Amortization rate 2/ 3.2, 6.4 5.8 3.6 4.0 31 4.9

TOP/USD (end of period) ' 1.28 123 1.25 1.50 1.59 1.69 2.15

TOP/USD (period average) 1.28 1.26 1.23 1.35 1.58 1.64 197

Source: Data pravided by the Tongen authorities.

1/ Comprises government and government-guaranteed debt,
2/ Percent of outstanding stock of debt at the beginning of the year that was amortized during the year.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

