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1.0 Introduction
In a number of Budgets, in changing circumstances, I have emphasized the government’s
unchanging commitment to the vision of social and economic development contained in our
country’s Strategic Development Plans. This is still the vision: “To create a society in which all
Tongans enjoy higher living standards and a better quality of life through good governance,
equitable and environmentally sustainable private sector-led economic growth, improved
education and health standards, and cultural development.”
To take us towards this vision, the government adopted a prudent approach to spending. The
government implemented tight control on total expenditure, and made progress with long-term
reforms. It adopted policy measures to promote economic growth through the medium of the
private sector, and prioritized its limited resources on improving the areas that are critical to
building a strong society and economy for Tongans today, and for the future of our young people.
These policies were succeeding. The economy is still experiencing modest growth at a time when
external shocks could have pushed us into a recession. The balance of payments situation is
relatively stable. Inflation fell to the lowest rate for many years. The welfare of Tongans today
and in future as measured by the Human Development Index is higher than for other Pacific
Islands. And, throughout the changing circumstances of recent years, the unchanging focus of
the government’s development goals was closely aligned with our people’s hopes for the future.
Today, a better future for the young people of Tonga is still the best single reason for
reform, and the best single measure of government’s success.
Good governance in terms of the openness, fairness and quality of government decision-making
is still essential to win and keep the people’s trust in their government.
Now it is more important than ever that economic stability is restored so that short-term problems
do not become long-term weaknesses. This is the government’s immediate priority.
Economic growth, specifically private sector-led development, is still at the top of the
government's objectives and priorities for the longer-term – we must aim for the highest
attainable self-reliance to meet our wider social objectives.
When everyone is being asked to put up with some hardships, while the government addresses
the fiscal challenges, we must take particular care of those who have difficulty in looking after
themselves – the young, the poor, the sick.
Those things have not changed. However, in other ways, the situation is very different this year.
The events of the past twelve months have threatened to divert the country from this path of
reform. The public service pay settlement introduced a new dimension which had not been
expected.
So instead of being positioned for growth, the country instead faced a serious fiscal challenge.
Government’s spending is in danger of running far ahead of the revenue it can collect. This
problem must be solved, otherwise it will lead to an economic crisis, with higher inflation, higher
interest rates, downward pressure on the exchange rates and the level of the foreign reserves and
the government being unable to pay for its commitments.
Already the private economy is showing signs of slowing. Public sector spending cannot create a
strong, successful economy – instead the short-term fiscal challenge must be stopped from
turning into a long-term economic and financial crisis. Within the government’s very limited
fiscal scope, it is also more urgent than ever that government must design its spending and
revenue policies to support private sector growth by improving productivity and the ability to
compete internationally.
5

Budget Statements for Year Ending 30th June 2007

The Budget Statement

Therefore, the main theme of this year’s budget is “stabilisation and survival”. The fiscal
challenge has forced the government to take drastic measures to consolidate and protect the
people of Tonga from the threat of economic crisis. Tonga’s economy is like a ship in heavy
seas. So far, we have weathered the storm. We have maintained the focus on the vision, and
battled to stay on course. We have kept working at the reforms needed to repair and strengthen
the economy to perform better once we have been through these testing times.
Redundancies in the public service, which are a feature of this budget’s fiscal decisions, are
painful but essential actions to bring government spending back under control. One of the factors
that had helped us to cope has been an emerging awareness among some public servants of these
harsh realities, and a willingness to play their part in these major changes. Events last year
showed that the government cannot govern effectively without widespread public support,
including support from the public service itself, and that support must be based on sound
information.
Indeed, one of the new realities that had shaped this year’s budget, is that political change and
economic change have been linked, and cannot be separated. One of our biggest challenges is to
ensure that the people’s decision-making is well-informed.
This is not new. In past decades, the strategic development planning process ensured that the
people of Tonga became involved in addressing our economic issues in a way they had not
experienced before. People in small villages on outer islands have been given the same
opportunities to participate as the private sector’s business leaders, representatives of civil
society including the churches, public servants, and citizens of our larger towns.
Through this consultative national planning, a wide range of people have been informed and their
views have been listened to. Their voices have guided decisions by government and by its
development partners – representatives of those countries and international organisations who
have worked closely with the government for years. These donors have supported this two-way
consultation process with funds and technical advice – especially the strong support by Asian
Development Bank (ADB) for the latest Strategic Development Plan – SDP8. ADB and other
donors have benefited from the SDP process as a way of hearing directly the voices of those
people who may not otherwise be heard.
This gives the government the confidence that it is working towards the goals shared by most of
the individuals and groups in the country. In recent weeks, the Government reviewed and
approved Strategic Development Plan 8 (SDP8) as the guiding statement of its longer-term
development priorities. This unity of purpose will be essential to help the country through the
difficult times ahead.
As the Budget Statement has outlined in previous years, I will set out the facts as I see them and
explain what the government is doing, and why. I will first outline the information on the
international and domestic context that guided the government’s decisions, then I will summarise
key budget initiatives in terms of the four-part strategy that continues to guide government
decision-making: good governance, economic stability, private sector-led growth and pro poor
policies.

2.0 The International Context
Usually the annual Budgets need to address international threats and challenges as part of the
context for the government’s decisions. That has not changed. But we need also to look to
international opportunities and be mindful of our friends in the wider world. For a start, the
countries supporting our development goals are a wider group than our development partners.
The government stands together with many other governments around the world in its aspirations
6
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for the future welfare of its people, and in the primary importance that it places on private sectorled growth. Tonga has signed up to important international conventions that are designed to help
our people to benefit from working towards shared goals and within that wider international
community.
For example, the Millennium Development Goals (MDGs) are aligned to the government’s own
Strategic Development Plan 8 (SDP8) which will be the mechanism through which MDG's are
incorporated into its policies. World Trade Organisation (WTO) rules are being reflected in the
government’s reforms of tariffs and other forms of industry assistance. These conventions are
guided by strong principles which include transparency and accountability which are part and
parcel of building a strong governance structure and hence an effective public sector. The
government is fully committed to honoring these obligations by implementing policies that align
to these conventions.
Tonga needs the benefits that come only from participating fully in the international community.
The next generation of Tongans would judge us harshly if we chose any other course of action.
But they would also judge us harshly if we lose sight of what it means to be Tongan. When we
look at our friends in the wider world, a lot of those friends are Tongan. No other country in the
world receives a greater share of its annual income from remittances – money sent home from
abroad. The ties of family, culture and church bind these overseas Tongans into such a strong
sense of community with those at home that our economy has come to depend on their
remittances for around half of our living standards.
The government has been increasing its focus on the part that government can play to support
and strengthen the contribution that these overseas Tongans make to our economy and society.
The Hon Prime Minister initiated the new Department for Tongans Abroad. The government
will also endeavor to reduce the cost of making remittances, now that a recent World Bank study
has revealed that, as well as being at the top of the field for the importance of remittances to our
economy, unfortunately we are also towards the top in the fees and other charges that we pay as a
proportion of the money sent.
Also, the package of measures to support and encourage private sector-led growth will include a
new Prime Minister’s Award to recognise excellence among successful overseas Tongan
business people, and to engage them in supporting local businesses.

3.0 Domestic Economy
3.1.

Economic growth

Current growth estimates are heavily influenced by fiscal decisions. The government has had to
find a balance between funding essential current expenditure and future growth, and reducing
personnel expenditure to align with available revenue. The budget forecasts a fiscal deficit of
around $10 million.
For 2006/07 annual growth real GDP is expected to fall to around 0.9% from an estimated 1.9%
real growth during 2005/06. This reflects the fiscal reduction of around 18% in government
services for the public, whereas the rest of the economy is projected to grow by 3.9% during
2006/07. This includes a conservative estimate of the stimulatory effect of redundancy packages
and backpay on household spending.
There is uncertainty about how much of increased public servants' incomes, including one-off
payments, will feed into domestic production, and how much will boost imports.
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After an uncertain and potentially difficult 2006/07, real economic growth is projected to rise to
1.6% in 2007/08 and then 2.1% in 2008/09 and 2009/10. Growth prospects are discussed in
more detail in Budget Paper 1, attached to this Statement.
3.2.

Inflation

The outlook for inflation is also more uncertain than in previous years. Helped by prudent
monetary policies, inflation has fallen significantly over the last twelve months. The annual
increase in the Consumers’ Price Index (CPI) had fallen to 5.8% in the twelve months to
February 2006 – the lowest for many years. However, world oil prices continue to rise which
may reverse the current trend in inflation. Our trading partners will also feel the pinch from
rising oil prices. Any changes in Tonga’s exchange rate could also affect the price of imported
goods and services.
To date, a prudent monetary stance has been used to protect the level of foreign reserves and
dampen the inflationary pressures caused by increased money incomes. Slightly higher interest
rates encourage and reward saving and discourage credit expansion for retail spending The flow
through of public sector wages into the private sector seems to have been limited. Through a
combination of effective management of reserves, and some unexpected one-off inflows, Tonga
has not experienced any significant pressure on its Official Reserve Assets or its currency to date.
However, annual inflation is expected to increase from that low point of 5.8% to 10% by June
2007 as a result of higher public sector wages feeding through into the CPI. Thereafter, inflation
is projected to resume its previous downward trend, declining to 9% in 2007/08, 8% in 2008/09
and 7% in 2009/10.

4.0 Good Governance
I have emphasized the importance of greater openness about the real facts of our situation, and
better two-way communication about what needs to happen. Good governance and good
communication work together. By being open about the detail of the challenges, we reveal the
areas where we rely on individuals at all levels of government to do the right thing. We now
have a lot of public sector initiatives to improve public sector governance, as well as the high
profile National Committee on Political Reform. These include:
•

strengthening government financial management and auditing

•

strengthening of the institutions of monetary policy

•

government procurement

•

corporate good governance in public enterprises

•

revenue audit and voluntary compliance initiatives

•

regulatory reform

More details on these initiatives, plus details of two new initiatives: an “Anti-corruption
Commission” and Leadership Code will be announced after they are finalised.
In addition, members of Tongan civil society are working with the global champions of good
governance, Transparency International, to set up a Tongan chapter of that organisation. The
government welcomes this as part of building the institutions for a modern and effective
democracy.
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5.0 Strengthening the Institutions of Monetary Policy
Recent events tested the government’s stabilisation policies severely and exposed weaknesses.
The National Reserve Bank of Tonga (NRBT) has a central role in the promotion of economic
stabilisation, and confidence in the financial system. NRBT’s effectiveness, and the confidence
that financial markets and the general public have in the institutions of monetary policy, depend
on a sound foundation of good governance. Clarity and predictability are essential. Last year,
proposed amendments to the NRBT Act were deferred for further consideration. One of the key
issues which has emerged is the need to strengthen the ability of the National Reserve Bank of
Tonga to operate monetary policy in a timely and effective way that is transparent and
independent of undue interference. This move will bring Tonga in line with international good
practices for central banks. At present monetary policy is not as timely or as effective as it
should be because of delays caused by a fragmented decision-making procedure. It is also less
effective, and particular actions may be regarded as less acceptable, because it can be unclear
whether particular monetary policy actions are directed at monetary policy objectives –
protecting foreign reserves and promoting low inflation - or other commercial or political goals.
Clarity and predictability need to be improved.
The government will be seeking international expertise and experience for a review to support
these legislative changes. However, the broad principles for designing these improvements are
that a monetary policy body of the Bank will be provided with a framework which sets criteria
that it must adhere to in the interests of effective monetary policy. This will ensure that it will
make decisions in accordance with proper government policy that is transparent. The Bank will
then be able to use its various instruments to maintain and strengthen the integrity of monetary
policy. Another issue for review is the role of better communication and explanation of
monetary policy. That process will start with full consultation, distribution of discussion papers,
public submissions, etc.

6.0 Reforming Procurement to Promote Private Business
The Government will be introducing legislation to regulate procurement by the government to
ensure greater fairness, transparency and higher technical standards in government purchasing.
The immediate benefit will be to strengthen controls over government spending during the tight
fiscal constraint in 2006/07 and beyond until the government can finish rebalancing its spending
and revenues. As well as promoting better value for money from the government's perspective,
this initiative is part of promoting greater opportunities for the private sector to carry out
functions currently performed within the government.
Outsourcing, as it is called, is going to be particularly important as a means of creating additional
private sector opportunities for those public servants who take redundancy in order to start local
businesses. Good governance in procurement gives confidence to local suppliers that their
proposals will be reviewed fairly and competently, and that they will succeed on their merits.
Already we have indications of donor support for special training to help public servants who
take redundancy in competing for government business. In addition, the implementation of the
new government purchasing procedures will be fully explained to local businesses and they will
be coached in how best to win competitive tenders.
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7.0 Reforming Public Enterprise Governance to Release Surplus Cash
A sure sign of excellent board governance and skilled management is the ability of a company to
return capital to its shareholders.
As would be prudent for any commercial enterprise, the boards of public enterprises should be
constantly reviewing their company’s balance sheet and recommending capital reductions – by
special dividend or share buy-back – when appropriate.
In broad terms, government-owned companies should return to the shareholder all funds that are
surplus to their immediate requirements. In assessing a company’s immediate requirements,
consideration needs to be given to factors such as:
•

Maintaining an appropriate capital structure – a mix of debt and equity consistent with
commercial norms.

•

An appropriate credit standing.

•

Prudent working capital and capital expenditure requirements.

•

Need for financial flexibility to withstand foreseeable trading fluctuations.

Another sign of success at the board and management levels is maintaining focus on the core
business activities. It is very easy in business to become distracted from the essential core. A sign
of success, therefore, is the commitment to give up non-core business lines and focus on the best
outcome in the core business.
During the coming year, the government will be working alongside the boards of public
enterprises to assist them to integrate these principles into their strategic and operational plans.

8.0 A Leadership Code to Promote Good Governance
Good governance, especially in the senses of transparency and fairness and avoidance of conflict
of interest, means good government. The reform programme which the government has
implemented since 2002 is based on the principles of effective action that is clearly in the
interests of all the people of Tonga.
For that reason, the government had begun work last year on promoting good corporate
governance within the public enterprise sector, and that work will support the cash management
initiative I have just outlined. The same principles apply to the rest of the public sector.
Therefore a leadership code that will apply not only to public enterprises, but also to the Public
Service and to Cabinet itself will be considered for implementation by the government in the
coming year.

9.0 Economic Stabilisation
9.1.

Coping with Public Service Wages and Salaries Increases

The Government has already committed itself to the pay settlement under the Memorandum of
Understanding signed with the Public Service Association last year. As a first step, the
government introduced measures in 2005/06 to reduce selected expenditure items in order to
allow higher wages to be paid. These measures included limits on expenditure of certain goods
and services, such as maintenance, subsidies and capital expenditure, and limits on certain types
of non-wage payments to labour, such as overtime, increments and allowances.
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In 2006/07 the Government must pay a full 12 months at the full rates, plus the 40% backpay that
was withheld, plus the costs of redundancies. In order to meet these obligations, the government
must reduce the size of the public sector by voluntary redundancies of public servants. The
government also intends to reduce other components of government expenditure to free up funds
for the salary increase as well as the 40% deferred payment.
The government does not have sufficient revenue streams to fund the wage settlement on a
continuing basis under current expenditure policies. Even if sufficient funding could be found
from donor grants, assets sales and other measures in 2006/07, sufficient funding could not be
found for 2007/08 and subsequent years. This is a fact that is backed up by the ADB, IMF and
other donors, who have studied the government’s financial position.
The government is determined to avoid large budget deficits because they undermine
macroeconomic stability and the conditions for permanently raising living standards. Therefore,
other expenditure and revenue measures must be found to offset the effects of the wage
settlement. The main means of doing this will be public sector reform and voluntary
redundancies, while ensuring that the planned revenue reforms are fiscally neutral. Previously
the government had planned on reducing taxes as part of the revenue reforms but clearly this
must deferred until a more appropriate time.
It is regrettable to be announcing a fiscal deficit, but this reflects the government’s decision to
maintain essential expenditure, fund support for private sector-led growth, and protect the poor
and vulnerable from suffering through reduced government services.
In recognition that the government has found the right balance between essential expenditures
and fiscal adjustment, the donor community has indicated that they will assist with economic and
fiscal stabilisation and with minimizing the costs of change.

10.0

Public Sector Reform and Redundancies

The Public Sector reform programme was implemented in 2002 and part of the plan involved a
“right-sizing” exercise designed to increase the efficiency of public services. As a result of the
current challenges, the government has decided to bring forward the redundancies to ease the
fiscal pressure caused by the wage settlement. The government has also restructured government
departments into fourteen “Super Ministries” with some functions being amalgamated for
efficiency purposes.
The government expects to reduce the public service by around 800 positions in order to free up
$28 millions to offset the cost of the higher salaries. The challenge for Government is to ensure
that services to the community are not adversely affected and to maintain its pro-poor policies in
Tonga. The effect that the redundancies have on service delivery will depend on the number of
people that resign and the level and skills of those made redundant.
The impact on Government services caused by the redundancies will mostly affect 2006/07 and
taper off during the following years. Similarly, the stimulatory effect of the redundancy packages
on other industries will be largely felt in 2006/07 with minor effects in the following years.
The expected 18% reduction in the number of civil servants will partially offset the average
increase in wages of about 70% leaving the total wage bill about a third higher than previously.
A lid will be placed on other expenditures to help pay for higher wages.
Redundancy packages have been offered with three elements: the retirement benefit that is
equivalent to the pension entitlement accrued; a payment based on length of service but limited
to one year salary, and a bonus based on the level of the civil servant and quick response to the
offer to become redundant. Funding these redundancy packages is a one-off payment and should
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be paid in 2005/06. This will be funded through asset sales and drawdown of government loan
and cash reserves.
Donors have understandably declined to contribute to the fiscal cost of the pay settlement but the
government is arranging support for the transition that some public servants will want to make
from the public to the private sector. Donors are also refocusing support to soften the impacts
that service delivery reductions could have on vulnerable people and communities.
This international support for the changes, backed by arrangements with international financial
institutions to support our overall fiscal and economic stabilisation, is important because some
unavoidable uncertainties remain about the speed and extent of the private sector response to the
major events in the public sector:
•

How much of the back-pay and redundancy payouts will feed through into increased
private sector activity in Tonga?

•

How much will imports be boosted instead of domestic activity?

•

How much of this “one-off” income will be used to reduce private borrowing and bring
people’s payments, including interest, more in line with their incomes?

•

How many ex-public servants will start up businesses in Tonga?

•

How fast and effectively can government support for the private sector adjust to the
impact of down-sizing, and what impact will this have on growth?

•

Overall, how fast will private sector growth feed into increased tax receipts that will
help to balance government spending and revenue?

Until the answers to these questions become clearer, government spending must be tightly
controlled and the existing government revenue reform programme must be protected from the
impacts of downsizing. In addition, the government’s economic and financial advisers will
continue to liaise closely with international financial institutions, such as the International
Monetary Fund, which monitor and support the conduct of country stabilisation policies.

11.0

The Principles Guiding Tax Reform

Tonga needs to collect revenues from taxation to fund the delivery to the community of
important government services. It aims to collect that revenue while, as far as possible, also
meeting the following three criteria:
•

Taxes should be equitable - based on the capacity to pay of individuals.

•

Taxes should be efficient - internationally competitive and minimize any
discouragement or distortion to the pattern of business development in Tonga – this
generally means having broad tax bases and low tax rates.

•

Taxes should be administrable - simple and transparent to assist both the taxpayer and
the tax administration.

Tonga needed reform of its taxation system to better meet the challenges of a changing world. In
particular, it needed to adjust to changes in patterns of economic activity, the rising living
standards of many Tongans, competition for investment from low tax countries in Asia and new
administrative possibilities. Tonga has embarked on a multi-year programme of comprehensive
reform of the sources of Government revenue.
The impetus for revenue reform is the necessity for Tonga to end its reliance on taxes on
international trade as a main source of government revenue. The era is at an end when heavy
12
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reliance could be placed on trade taxes to finance the burden of government spending. Such taxes
cannot support the level of government spending that is expected by the population in Tonga
without creating distortion of the pattern of trade and commerce. Reductions in imports would
also reduce government revenues and so restrict the ability of government to spend.
Revenue reform is also necessary to bring Tonga’s taxes into conformity with international
norms as well as current and future bilateral and multilateral obligations. Most immediate is the
need to align the taxation system with what is permitted under the World Trade Organization
requirements for membership. This alignment of domestic taxes and import duties must be in
place by 1 January 2007 under the terms of Tonga’s accession to WTO membership.
Meeting the challenge of joining the global trading environment will help the business
community in Tonga to become much more outward focused, productive, and resilient.
Businesses in Tonga will become more competitive and rely less on tax preferences and
subsidies, including because the tax burden on business inputs will fall significantly. The
administration of taxation will be modernized and improved.
Taxation reform in Tonga is being pursued over a number of years. To date, tax reform has
embraced the following main elements:
•

Administrative reform. The Revenue Services Administration Act 2003 provides
legislative powers to gather and enforce inland taxes using voluntary compliance
mechanisms. Revenue Services Department has been reorganized into large and small
business divisions in accordance with accepted international best practice.

•

Introduction of a comprehensive single-rate value added tax on consumption spending
within the Kingdom. Consumption Tax (CT) applies at 15 percent on supplies of goods
and services made in Tonga, and imports into the country. CT has been in place since 1
April 2005 and replaced four former indirect taxes: Ports and Services Tax, Sales Tax,
Fuel Sales Tax and Room Tax.

•

Another reform of taxes applied to the ‘excise goods’: alcohol beverages, tobacco
products and petroleum fuel. The excise goods are products that will be taxed at
specially selected rates as a means of moderating consumption and gathering revenue
on a targeted basis from the relevant consumers. In the 2005 Budget measures were
announced which began to apply taxation to these goods on a basis consistent with
alcohol strength, tobacco content or volume of the product.

In addition to the following revenue reforms, later in this speech I will also be announcing
special moves to lower taxes on business inputs, as part of a package of measures to promote
private sector-led growth.
WTO transition affecting import duties and associated indirect taxes
In 2006/07, an important reform will be the introduction of a Customs Tariff Schedule that
complies with Tonga’s obligations as a WTO member nation. Preliminary to the adoption of this
Customs Tariff Schedule will be improvements in taxation administration, including the full
deployment of PC Trade as the computerized system for managing and monitoring imports and
duty. Implementing PC Trade is well advanced and on-track for its target deployment date on 1
September 2006.
The terms of Tonga’s accession to the WTO place restriction on the level of duty that may be
imposed on imports, and requirements not to discriminate against imported goods from other
member nations. The so called ‘final bound rates’ restrict to 15 or 20 percent the rates that may
be applied to imports. Since Tonga currently levies import duties at up to 45 percent on general
13
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goods, and rates of around 30 percent on excise goods, there is a significant revenue affect from
adoption of the WTO Customs Tariff Schedule that must be made up by other indirect taxes.
Customs Tariff Schedules rates that are consistent with WTO accession will apply with effect
from 1st of August 2006.
The maximum rate applied to imports will be 20 per cent, with any non-excise goods that are
currently dutied at higher levels having a 20 per cent rate instead. The import tariff rates
applying to excise goods will be set to a rate of ‘Free’1 and dealt with instead by a new Excise
Tax applying to alcohol beverages, tobacco and petroleum fuels.
11.1. Excise duty adjustments
It is customary to make regular adjustments to the applied rates of excise tax. For 2006/07, the
adjustments will also reflect progress towards attainment of uniform applied rates by product
category, as follows:
•

On the introduction of Excise Tax, petroleum fuels will become subject to specific rates
at the equivalent of the then-prevailing ad valorem rates.

•

Revision of the excise duty rates applied to tobacco products to achieve a uniform
treatment according to tobacco content. Tobacco excise tax will be $180 per kilogram
of tobacco equivalent (KTE), with equal rates applying to imported and domestic
manufactured products.

•

Excise duty applied to alcohol beverages will change to provide a pathway towards
uniform taxation of products on an alcohol strength basis. This will replace the current
system of which is a mixture of both input and alcohol strength taxation. In particular,
the current gap between the duty on imported spirits at $80 per l al and domestic
manufactured spirits at $20 per l al need to be closed by moving both rates together.

Further details on the applied rates of Excise tax will be released following the Budget Statement.
These measures bring closer the achievement of the goal of uniform taxation of these goods and
on a basis consistent with alcohol or tobacco content, or product volumes. The measures are
expected to raise additional revenue of $2.8million in a full year.
11.2. Making up the lost revenue by Excise Tax
The government has yet to make decisions on how to recover the revenue lost from reducing
Customs Duty on vehicle imports from 45 percent to 20 percent as required by the terms of WTO
accession. The options include a graduated excise tax based on engine capacity or an increase in
the registration fee paid by motorists. In considering the available options, the Government will
have regard to the recommendations it has recently received on provision of roading
infrastructure.

12.0

Income Tax reform

A draft Income Tax Bill to reform personal and business income tax will be introduced in 2006.

1

‘Free’ is a ‘zero’ rate, which while practically the same as an exemption, has the effect of
indicating the goods are dutiable but at the zero rate, which is below the ceiling rate.
14
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I have separately announced the main provisions affecting the taxation of personal and business
incomes. In brief these are as follows:
•

The personal income tax will apply at 10 percent from $5,000 of annual assessable
income until $20,000. Annual assessable incomes exceeding $20,000 will be taxed at 20
percent on the amount of the excess. Personal exemptions will be abolished.

•

Rate of presumptive tax applicable to businesses with an annual turnover that does not
exceed $100,000, and are not registered for CT, will be 3 percent of turnover.

•

Rate of tax applying to the income of businesses with an annual turnover exceeding
$100,000 will be 25 percent, with a minimum tax payable calculated as 1 percent of
turnover. These businesses will be required to make four quarterly instalments of
provisional tax calculated as 1 percent of turnover in the preceding quarter.
Depreciation allowances at accelerated rates will be available with the choice of
straight-line or diminishing-value bases.

•

Tax on certain payments to non-residents

•

Insurance premiums (5 percent of the gross amount of premium).

•

Interest, royalty, dividend or technical services (management) fees (15 percent of the
gross amount of payment).

Experience with the CT in its first year is a key indicator of the readiness of the taxpaying
population to handle the technically more complex Income Tax under a voluntary compliance
system. The high rate and type of errors still being made in CT returns indicate that further
education and encouragement of taxpayers is required. Steps are in place to deliver more directly
to taxpayers the necessity to improve their compliance practices as a preliminary step for
readying themselves for income tax.
In view of this situation this final element of the Revenue Reform will be delayed until the
taxpaying population is better prepared. Introducing the legislation this year will give affected
taxpayers a good opportunity to familiarize themselves with what they have to do from July next
year.

13.0

Private Sector-led Growth

The stabilisation actions that have been outlined are designed to stop the economy from sliding
backwards, and to provide the foundation for growth. WTO membership will strengthen and
secure the ability of our exporters to access the international markets. These reforms are essential
for those reasons, and they contribute to business confidence. But by themselves they may not be
enough to support and encourage the private sector to increase investment in capital, lift
productivity and increase the value of their exports.
Tonga's latest strategic development plan has strengthened the message from previous
community consultation that private sector-led growth is the only long-term way to meet the
needs and aspirations of our people. Accordingly the government has a package of measures that
are designed to support and encourage private sector-led growth including
•

reforming government procurement, promoting outsourcing, and coaching local
suppliers to win tenders

•

supporting redundant public servants wanting to move into the private sector.

The following additional measures will also support private sector-led growth:
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•

lowering the taxes on business inputs - in fact progressively abolishing customs duty on
capital goods and non-fuel intermediate business inputs

•

far-reaching reforms to lower the regulatory costs of starting and running businesses

•

a soft loan scheme to protect new productive initiatives from the interest rate increases
necessary to curb borrowing for consumption purposes, and keep consumer price
inflation under control

•

a youth enterprise initiative

•

accelerated implementation of selected SDP proposals on infrastructure

•

a privatisation taskforce to accelerate the movement of SOEs and other government
activities to the private sector

•

an unlisted stock exchange to help local Tongan businesses to raise equity finance

•

extending rewards and recognition for our high achievers in the business sector.

14.0

Lowering Taxes on Business Inputs

Application of Customs Duty to goods that by their nature are likely to be wrought into other
goods or consumed in a manufacturing process, distorts the pattern of commerce and trade. These
goods include capital goods used in investment and intermediate inputs that are purchased by
business. Taxation of these business inputs results in an increase in production costs in Tonga
compared with other countries that do not relieve their manufacturers and processors of this tax
burden.
Such input taxes may cascade, producing highly variable effective tax rates between industries
and even within a single industry. Input taxes reduce the effective rate of protection provided by
a nominal final-good tariff and may remain unrelieved in the cost of export goods (unless this tax
burden is otherwise removed) hampering competitiveness in overseas markets.
It is desirable to relieve resident processors and manufacturers of such costs wherever possible as
a competitiveness and trade-enhancing measure – especially when some processors and
manufacturers will face greater competition from imports after adoption of the WTO Tariff
Schedule.
The cost to revenue of eliminating duty from capital goods and non-fuel intermediate inputs is
$4.8 million in a full year. The following decisions are included in the 2006/07 Budget.
•

Capital goods will be free of tax on importation

•

Selected important inputs to the Brewing industry are to be free of import duties.

•

Customs Duty on non-fuel intermediate inputs will be progressively abolished over
three years commencing 1 July 2007

15.0

Lowering the Regulatory Costs of Doing Business

As set out in Budget Paper 1, the government has established a Task Force for the
Implementation of Regulatory Reform for private sector development. This Task Force will
address many of the issues that are holding back the advancement of the private sector in Tonga
and is expected to make a significant contribution to business development and job creation.
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The regulatory reform programme is based on the work done by the World Bank in their annual
Doing Business reports of conditions in 150 countries. Tonga was rated as average for Pacific
Island countries but with potential for improvement to bring it up to international best practice.
The work of the Task Force in implementing regulatory reform will provide the private sector
with a more conducive environment for doing business and subsequently creating more job
opportunities.
The World Bank and FIAS are currently funding this reform initiative, while other donors such
as AusAID, NZAid and the ADB have indicated that funding could possibly be provided in the
near future for some activities.
The Task Force has appointed Working Groups comprised of the relevant representatives from
the public and the private sectors to assess the regulatory issues and make specific
recommendations for the rapid implementation of reform actions. The work of the Task Force
and the Working Groups is open to all sections of the community. Forums have been held in
Tongatapu, Vava’u and Ha’apai explaining to the community how the new system works and
encouraging any persons or groups to bring to the attention of the Task Force any issues they
may have considered as regulatory issues for private sector development.
Four Working Groups have already been established, namely: Starting a Business; Licenses,
Permits and Inspections; Immigration; and Fishing Industry. Additional Working Groups will be
established during this year to address regulatory issues that are identified by the private sector as
being important to the further development of business in Tonga.

16.0 Accelerated Implementation of Selected SDP Proposals on
Infrastructure.
Cabinet has endorsed Strategic Development Plan 8 (SDP8) as a statement of the strategic
development aspirations that the government shares with the people of Tonga. Successful private
sector development based on tourism is the most important economic development focus of
SDP8.
Compared to any other realistic development, tourism offers the largest boost to the employment
opportunities for our unemployed youth.
Although tourism will add to demands for investment in community infrastructure, especially for
transport-related infrastructure and services, tourism is the only realistic option for generating
significant additional commercial funding of this infrastructure development. If the government
has a strong commitment from a major tourism partner then it can reduce its reliance on donor
funding by seeking private sector participation in infrastructure development. The government
believes that this is the medium-term private sector development path on which we must focus
our efforts.
Short-term and into the foreseeable future, the government is grateful for the continuing support
of our development partners, especially for infrastructure development within SDP8.
Community infrastructure projects currently approved focus on the provision of water,
sustainable environment, solar electrification and the construction of health facilities.
The current contribution to these community infrastructure projects is by way of exemptions for
duties and taxes on project supplies. The concession provided by the government in 2005/06
increased marginally to $1.6 million compared to $1.3 million recorded in 2004/05. The increase
largely reflected the full operations of the Viola Hospital construction work. Other projects under
this aid assistance include the Tonga Solid Waste Management, Japanese grassroots projects,
rural area water projects, European Union projects in Vava’u, Ha’apai development projects, and
17
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the solar electrification project for the Niuas. The budget has made an estimated allowance of
$2.0 million in recognition of the importance of these projects.

17.0

Social Policy Initiatives

17.1. Pro-poor Policies
The economy is still on dangerous grounds so the government must implement measures that will
protect those that are vulnerable during difficult economic conditions. The government is fully
aware of the increasing social problems associated with youth unemployment, drug and alcohol
abuse, spiraling crime rate and women’s issues. These problems must be addressed through
careful policy targeting as well as providing the necessary financial resources for tailored
programmes. Therefore, the government is grateful to donors for their support of action to
address pro-poor issues by providing funds to help directly in the short-term, and also strengthen
the longer-term ability of the government to deal with the situation.
Budget Paper 3, which documents recent and continuing donor contributions to Tonga, shows
that this assistance – including the infrastructure projects – has been increasingly focused on propoor initiatives. The government is grateful for the support that has been provided and the
undertakings to strengthen and widen this support as part of a coordinated effort to ensure that
the poor and disadvantaged do not suffer further as a result of the inevitable reductions in
government services because of redundancies.
Aid for humanitarian efforts includes disaster recovery assistance. In this category, the
government is especially grateful for the rapid response of AusAID and NZAID to fund
earthquake repairs and reconstruction of Niu’ui hospital.

18.0

Support for Education, Youth and Training

A comprehensive programme for Education, Youth and Training was outlined in the Speech
from the Throne. The main fiscal decision was to find the funds, even in such severe constraints,
to double grants to secondary schools to TOP200 per pupil. The ADB-funded Youth Enterprise
Scheme will come under the new Ministry of Training, Employment, Youth and Sport. More
details on these initiatives will be released by the appropriate Ministers.
18.1. Health Sector Adjustment
The health sector has been largely exempted from the redundancy exercise, so as to protect the
capacity to deliver essential services. Because of the number of public servants employed in this
sector, that decision adds considerably to the fiscal deficit.
To offset that impact, the government will accelerate the implementation of SDP8 Strategy 3
under Goal 4, which relates to the equitable distribution of the benefits of growth. That strategy
is for health financing from taxation to be supplemented by two initiatives:
•

user fees, while ensuring exemption for the poor; and

•

voluntary health insurance schemes.

The Ministry of Health will be releasing more details as this strategy is developed.
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19.0

Pathway forward

This has been a challenging budget to prepare against a slowing economic backdrop and the
fiscal shocks of the past twelve months.
As a responsible Government, we have moved quickly to put in the place the appropriate
mechanisms to minimize the economic shocks of the past twelve months as well as shoring up
the economy against the declining fiscal situation. The government has achieved that goal, and
now there is a small window of opportunity to continue with the reform programmes to build a
more robust economic environment.
This builds on the consolidation work undertaken over the last two years which resulted in Tonga
being reasonably well-positioned to address the challenges ahead.
Budget 2006 is significant because the government will are facing the consequences of the pay
settlement as well as the redundancies. The impacts of these events will have a profound effect
on our small economy but this is only short-term. We need to maintain macroeconomic stability
and complete the reform programmes in order to get the benefits we were seeking through the
consolidation efforts of the past few years.
So the path forward is clear – the government must stay on the course chartered over the past few
years to consolidate our position, despite the recent fiscal challenges, and continue on with the
reform programmes to build an economy that is resilient and able to successfully participate in
the new global trading environment.
To stay on course we need realism about the nature of our challenges and the solutions.
We need private sector-led growth – but the government cannot deliver this. The private sector
must.
Meanwhile the foundations must be strengthened. Otherwise an unstable economy will damage
private and public sectors alike. For economic stabilisation, we need the government to adjust
spending and services to available revenue – but the Minister of Finance cannot deliver this
alone. Cabinet Ministers who are responsible between them for most of government spending
must take their Ministries through the difficult and painful adjustments ahead of us. The real
challenges are yet to come.
This Budget and the accompanying Estimates are plans. They show that we can manage our way
through. They have attracted support from donors who had held off until the government could
demonstrate that it had a realistic and responsible solution for its fiscal challenges. Now it is up
to the private sector and the public service to work together to turn those plans into reality.
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1.0 Introduction
This Budget Paper No.1 sets out to address two main issues. Firstly, to provide an overview of
the country’s economic performance for the 2005/06 financial year. Secondly, to discuss the
macroeconomic framework within which the Government’s approved fiscal policies for
2006/07 form a basis for sustainable economic growth and improvements in the well being of
Tongans as outlined in the Drafted Strategic Development Plan Eight.
The biggest challenge for 2006/07 is the commitment of Government to maintain a
macroeconomic environment suitable for private sector development while still meeting its
commitment to the Wage Settlement, offering redundancy packages and progressing tax
reform.
This Paper consists of Section 2 that presents the performance of the global economy while
Section 3 presents some regional economic issues. Section 4 brings to light the latest
developments in the domestic economy, including inflation. Section 5 reviews developments
in monetary policy and the outlook for interest rates. External sector performances are outlined
in Section 6. Section 7 discussed the exchange rate. Section 8 presents a new Government
initiative to foster private sector development by reforming the regulatory environment.
Section 9 discusses the Economic Outlook for 2006/07 and the medium term.

2.0 Global Economic Developments
The International Monetary Fund’s (IMF) latest World Economic Outlook (WEO), September
2005, reported that the global economy in the past year saw the most rapid growth in three
decades, with improved economic performance in almost every region of the world, subdued
inflation, and a marked absence of serious financial crises. However, this positive trend was
not smooth: oil prices rose sharply and substantially; there were continuing geopolitical
uncertainties; global payments imbalances widened further; and many of the Fund’s member
countries continued to grapple with significant social and economic problems, including
poverty.
On Gross Domestic Product (GDP), the global economy grew at 4.4% in 2005, down from
record growth of 5.1% registered in 2004. Notwithstanding the slight deceleration, the 2005
performance was remarkable in view of an increasingly adverse economic environment led by
high and volatile oil prices, widening current account imbalances, growing protectionist
sentiment in the developed countries and a softening of world trade. Growth in 2005 was
essentially driven by the strong performance of the United States of American (USA) and
China. These two giant economies together account for over a third of global output, in PPP1
terms, and nearly a fifth of global trade and have provided a strong momentum to global
growth in the last three years. Other economies, notable Japan, which is the largest in the
Asia-Pacific region and the European Union (EU) members of the euro area, experienced a loss
of momentum in the pace of growth relative to 2004 but nevertheless continued to match or
exceed the performance of the two years prior to 2004.
The global growth picked up in the first half of 2005 largely as a result of an increase in
services output in the developed countries. In China, it was once again led by strong growth in
industrial production, where output expanded by 16%, and by net exports. However, following
the second quarter, rising oil prices became an important negative factor impinging on growth

1

Purchasing Power Parity
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across the globe. Price pressures emerged and business and consumer confidence was affected.
The International Monetary Fund (IMF) World Economic Outlook (WEO), September 2005
reported that global headline inflation picked up, but only slightly - in developed countries
from 2% in 2004 to 2.2% in 2005 and in developing countries from 5.8% to 5.9%.
There is a general consensus that, as the world economy successful coped with high oil and
energy prices in 2004 and 2005, prospects for 2006 are broadly for a continuation of current
trends, other things being equal. However, growth is likely to slow marginally in the USA and
in the developing countries as a whole. In the global group of developing countries, growth is
likely to ease primarily in response to higher energy prices as businesses readjust corporate
budgets and consumers readjust household spending to absorb the higher energy prices. The
world trade in goods and services should pick up modestly in 2006 compared with 2005 but
remain below the growth rate of 2004. However, the growth of both exports from, and imports
to, the developing countries is likely to ease slightly in 2006 relative to 2005.

3.0 Regional Economic Issues
Although there are signs that the economic climate in many Pacific Island Countries (PICs) is
improving, national commitment to addressing domestic weaknesses will also determine the
extent of future growth and development realized in the region. Some of these weaknesses,
which are common to most PICs, include political and economic stability, lack of good
governance and transparency, increasing corruption, lack of commitment to economic reform,
poor fiscal management, inadequate technological and economic infrastructure, and increasing
levels of unemployment and poverty
However, PICs have faced many daunting problems in their quest for economic growth and
sustainable development in the past years. These include the physical disadvantages of
remoteness, smallness and dispersion, significant raising transport and other development costs
and limiting opportunities for realizing economies of scale. In many cases, rapid population
growth exerts pressure on scarce resources and frustrates efforts to raise living standards. The
severe shortages of professional and technical skills, paucity of domestic saving and
vulnerability to external shocks pose further constraint.
According to the United Nations Economic and Social Survey of Asia and Pacific 2006
Report2, most PICs economies registered modest real GDP growth in 2005. However, at
growth rates of less than 3% for most countries, there was little change from the figures in
2004, and for Fiji and Solomon Islands the GDP growth rates were almost halved. Economic
conditions in PICs in 2005 were relatively favorable, with good growth in tourist numbers,
favorable movements in primary commodity prices other than petroleum and a strong
performance from remittances. Moreover, there was no significant economic damage from
natural disasters during the year.
Most PICs continue to experience declining living standards as population growth rates
outpace modest GDP growth rates. Also, average economic performance in these economies
hides the fact that a small proportion of the people earn high incomes while the bulk of the
population is doing poorly and a larger proportion is slipping into poverty.
UNESCAP 2006 also reported that the small proportions of people who are doing well in PICs
are mainly those benefiting from privileged monopoly positions, which were created largely by
Governments. Conditions for the development of open-market, competitive private sectors are

2

Report prepared by UN-ESCAP
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generally highly unfavorable. This is manifested in the frustration expressed by the private
sector with the difficulties faced in trying to establish businesses in these countries.
Costly and unreliable utilities and poor transport infrastructure are widespread problems in
PICs. It has been reported by UN-ESCAP 2006 regional meeting that most PICs have been
unwilling to introduce a level of competition into utility industries, and where they have they
have been slow to adopt effective regulatory arrangements.
Remittances, from both temporary and long-term emigrants, have also given strong support to
PIC economies specifically in raising the standard of living in some of the Island States.
However, the nature of remittances has been changing, with short-term off-shore employment
opportunities becoming more widely available and with countries such as Fiji taking advantage
of these opportunities. Tonga is currently pursuing a similar initiative with regard to the
agriculture sector. In addition, the rapid population ageing of high-income countries is
providing job opportunities for PICs which have large proportions of people in the 25 plus age
group.
In the PICs it has been regionally recognized that to accelerate GDP growth, increase
employment opportunities and reduce poverty PICs must improve their investment climate.
Governments should develop secure rights to land; remove restrictions against the free
movement of goods and services, investment, labor and technology; provide reliable transport
infrastructure; reduce the cost of utilities; improve the regulation of natural monopolies; reduce
red-tape and bureaucratic control over the establishments of businesses and improve people’s
access to education and health.

4.0 Domestic Economy
The latest official Gross Domestic Product (GDP), at 2000/01 prices, stood at $297.3 million
for 2003/04, representing real economic growth of 1.4%. This level is below the 3% average
growth rate for Tonga in the five years to 2003/04. The 2003/04 downturn was due to
unfavorable price conditions for squash exports to Japan, declines in the fishery sector and a
downturn in construction.
Figure 1:

Gross Domestic Product Growth Rate (%) at 2000/01 prices
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The Ministry of Finance’s revised estimate of 2.3% and 1.9% for real GDP growth rate in
2004/05 and 2005/06 has indicated slow recovery in economic conditions from the downturn in
2003/04 driven by a boost in the construction industry. The revised estimates are still below
3% growth per annum due to continuing declines in the primary sector. The GDP growth
pattern, in constant prices, is depicted in Figure 1 and presented in Table 2 of the appendices.
Inflation has fallen recently. The increase in the CPI in the 12 months to February 2006 was
only 5.8%, the lowest annual inflation rate for many years.
4.1.

Real Sector Developments

The structural composition of the economy has not changed significantly in the last five years.
The composition by major industry is headed by the tertiary industry at 57.3%, followed by the
primary industry at 24.9% and then secondary industry at 17.9%. Of the individual industries
measured in the official statistics, the Agriculture, Forestry and Fishing industry remains the
highest contributor to economic activity at 24.9% of GDP, followed by: Commerce, Hotels and
Restaurants (17%); Government Administration and Community Services (13.4%); Finance
and Business Services (11.9%); Construction (9.9%); Transport and Communication (8.6%);
Private Community, Personal, Entertainment and Recreation Services (6.4%); Manufacturing
(5.1%); and Electricity and Water (2.4%). These industry contributions to GDP for fiscal year
2005/06 are depicted in the following pie chart.
Figure 2:

Sectoral Contribution to Real GDP at factor cost for the year 2005/06 (p)
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Agriculture

The agriculture sector registered its second consecutive years of negative growth rate in
2004/05, recording a growth rate of -3.0% compared to -3.3% in 2003/04. In year 2005/06 it
became more stable with a fall of only 0.5%. The continuous declines showed the nonperformance of most agricultural commodities, including lower international prices and
quantity in the squash industry. Figure 3 illustrates the value-added contribution from the
agriculture sector (including fishing) over the last four years and estimates for 2005/06.
Although 2005/06 has not yet finished, there are indicators for 2005 of the major components
of agriculture that illustrate likely developments.
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Agricultural production for domestic markets has increased in 2005. Partial indicators from the
Talamahu Market have indicated mixed outcomes with supplies of root crops increasing by
21%. Vegetables on the other hand declined by 14% in volume compared to the levels in 2004.
Provisional data showed that 973 metric tonnes of root crops were sold at the Talamahu Market
in 2005 which amounted to $0.9 million and 188 metric tonnes of vegetables with a value of
about $0.4 million. Total sales in value are estimated at $1.4 million compared to $1.3 million
in 2004.
Figure 3: Agriculture Real Growth Rate for 2001/02 – 2005/06(p)
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The overall performance of agricultural exports weakened during 2005 compared to its level in
2004. Squash exports weakened with a lower volume of exports of 12,900 metric tonnes and
this was compounded by much lower prices averaging at less than 20 seniti by the end of the
year. The problem was attributed to a good domestic production in Japan, stringent competition
from other suppliers and technical problems with shipping which resulted in significant
amounts of produce rotting. The government had guaranteed another loan by the Squash
Council in January estimated at more than $3 million to subsidise farmers and enable them to
repay their loans and to continue the industry. There are significant pressures on the Squash
Council and farmers to raise the performance to a sustainable level through cost effectiveness,
etc.
The Ministry of Agriculture continues to support the vanilla industry despite further declines in
vanilla exports. Exports declined by 36% in 2005. International prices have dropped
significantly over the last two years. However, MAF indicated that vanilla is still economically
viable and fetches higher return than other crops. Sustainable production was hindered by the
increasing competition from other countries exporting vanilla, premature harvesting of beans
by growers and exports of low-grade vanilla which causes a loss of Tonga’s market share.
The exports of root crops have dropped from the high level recorded in 2004 by about 50% in
2005 for both volume and value. The total receipts for 2005 stood at $1.2 million and volume
exported amounted to 1,400 metric tonnes.
There are other agricultural products that contribute to the exports of agriculture. Kava has
dropped by about 50%. The nonu industry has shifted from exporting leaves and powder to
exporting juice to Japan, which is a manufactured export. Coffee sales were also made to
Europe for the first time, though in small amounts.
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Figure 4:

Principal Exports of Agricultural Products
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4.3.

Fishing

The fishing industry remained broadly stable in 2005 after significant decreases in the last two
years.
The total volume of fish exported during 2005 amounted to 537 metric tonnes which is 3.5%
lower than the volume exported in 2004. Total receipts of fish exports amounted to $3.6
millions compared to $5.0 million in previous year.
The underlying factor for continuous low outturns in the industry is attributed to the low catch
from tuna which is common across the Pacific region, while other factors such as weather,
technology, transportation cost, availability of cargo space, and domestic credit contributed at a
minor level.
Seaweed, a promising exports commodity in 2004 did not reach even half its former level in
2005, recording only $1.7 million in value in comparison to $4.9 million in 2004. Two reasons
for the drop in seaweed exports were poor weather and harvesting techniques used in 2004 that
affected seaweed stocks.
4.4.

Manufacturing

Manufacturing activities is estimated to grow by a moderate 2.0% in 2005/06, slightly higher
than the 1.5% estimated for 2004/05.
The increase is largely due to the positive impact of higher government salaries on some
manufactured consumption commodities such as noodles, tobacco, paint, toilet paper, cracker,
detergent and ice block and liquors. Manufactured goods such as furniture, concrete blocks,
and wiring have indicated significant growth in line with the high level of activity in the
construction industry. This growth is likely to slow in the second half of 2005/06 due to the
credit ceiling imposed by the National Reserve Bank of Tonga (NRBT).
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The implementation of the Consumption Tax in 2005 and associated changes in Tonga’s tariffs
have created various debate and uncertainty in the manufacturing industry. What is clear is that
these two initiatives reduced tariff cost charged at the wharf and this has removed some of the
advantage that protected industries have. Although Tongan manufacturing industry will
continue to enjoy a relatively high natural level of protection from imports due to high
transport costs, increased competition from cheaper imports could reduce manufacturing
production of some goods. At the same time, there are other developments that work to
support Tongan manufacturing. The Wage Settlement has lifted consumer confidence and the
spending of many households. Spending has also been boosted by the reductions in inflation,
including those that arise from lower tariffs. The government is now working together with the
private sector in the “Reduce Cost of Doing Business” project in Tonga in an effort to
implement regulatory reform to provide private sector with a more conducive environment for
doing business, including manufacturing.
There are other developments with some other manufactured exports. Further improvements in
the production and exports of nonu juice have occurred. The sale of locally manufactured
handicraft products to tourists and overseas markets is also significant.
4.5.

Construction

The real GDP growth rate for the Construction industry in 2004/05 is estimated at 15%, which
is a huge increase from the -6.4% recorded in the previous year. The high growth rate was
underpinned by the construction of the Vaiola Hospital, EU projects in Vava’u and a
significant boost in outstanding housing loans which increased by 58.3%.
For 2005/06, growth in the Construction industry is estimated at a moderate rate of 2% from
the high base level following the rapid growth rate in 2004/05. The main non-housing
highlights of 2005/06 are the continuation of Health project (funded under Japan, World Bank),
the completion of WAKA project, Solid Waste Management project (AusAid, GOT), various
EU projects in Vava’u (on education and health) and the solar electrification in Niuafo’ou
(AusAid).
Figure 5:

Construction Real Growth Rate for 2001/02 – 2005/06(p)
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Demand for housing loans follow on from the strong growth in 2004/05, with recorded
outstanding housing loans 22% higher after the first six months of 2005/06 than at the end of
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2004/05. However, the imposing of credit ceilings by the NRBT has slowed down housing
loans and outstanding housing loans are expected to grow at a moderate rate by year end.
Latest statistics for outstanding housing loans show a total of $111.3 million at the end of
December 2005, which is 48% higher than December 2004.
4.6.

Tourism

The tourism sector continues to be an important part of the economy in contributing to the
country’s economy and overall foreign exchange earning. The number of tourist visitors has
grown by 6% in year 2005 compared to growth of 1.5% in 2004 and a fall of 4.3% in 2003.
However, Tourism Foreign Exchange Earnings for 2005 was recorded at $21.9 million, a
decrease of 26% from 2004. Tourism must grow further before it regains its previous earnings
level.
Tonga’s tourism sector, is one of the Kingdom’s three priority sectors, and has also become an
important contributor to GDP. It has employed a substantial number of people.
Tourism largely affects the Commerce, Hotel and Restaurants industry in the National
Accounts. A 5% growth rate is estimated for Commerce, Hotels and Restaurants for 2005/06
which is slightly higher than the 3.5% growth rate for 2004/05.
Tourism has a significant impact on the local economy through the creation of employment
opportunities and the generation of income, particularly in the outer islands and rural areas
where other economic opportunities are limited through the demand for handicrafts, taxis,
guesthouse and tourist attractions as well as increased foreign exchange earnings. It also offers
an opportunity for diversification from agricultural-based production.
Figure 6:

Number of Tourist Arrivals & Tourism Receipts for the year 2000-2005
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At the end of 2005, a new transport links, namely the Pacific Blue airline, commenced services
to Tonga. This has the potential to significantly increase tourism numbers in the later part of
2005/06 and beyond. However, other constraints on tourism accommodation must also be
lifted if the future of this low-cost carrier is to be certain.
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4.7.

Wholesale, Retail and Distribution

The wholesale, retail and distribution sector has improved from the subdued growth recorded
in the last two years. The recovery is supported by the continuous increase in private
remittances sustaining demand for goods and services that must be distributed from the
producer or importer to the end users.
The commonly used indicator for wholesale and retail trade is the movement in total imports.
For 2004/05, total imports increased by 13.1% to $225.4 million. Given that the import
component of the CPI increased by 8.7% during this time, this implies growth in the volume of
imports of about 4%. Accordingly, wholesale and retail trade has probably grown by a similar
magnitude. Around 40% of new businesses registered in 2005 are retail and wholesale
businesses.
The Commerce, Hotels and Restaurants industry is expected to record a growth rate of 3.5% in
2004/05 and 5.0% in 2005/06. This will probably arise more from stronger growth in
wholesale and retail trade than from the tourism sector discussed previously.
4.8.

Transport and Communication

The Transport and Communication industry is expected to increase by 3% in 2005/06, which is
a recovery from the lower rate of 2% in 2004/05.
The Transport and Communication industry consists of three major activities, namely
communication, air transport and sea transport. Communication is expected to increase.
Shipping is expected to move in line with the growing number of imports. Air transport is
expected to increase too.
Telecommunication is generally determined by the pace of activity in the wider economy,
though it is also sensitive to technical innovations and competition within the market. This
sector has benefited from intense competition between the two main market participants. Both
have expanded operations and investment in an effort to strengthen market position and
maximize competitiveness.
Air transport has improved in recent years. Previously, the cessation of domestic airline
operations in 2003/04 and the termination of the license of one domestic service provider in
August 2004 had affected the sector. However, an additional airline company, Pacific Blue,
commenced flights to Tonga in late 2005 and contributed to the improvement of transportation
as well as other sectors like tourism.
While there is a shortage of government funds for road works, foreign aid and community have
contributed to the building and maintenance of roads. The number of vehicles registration for
2005 has increased by 15% compared to 2004. Continuous increase in the imports of oil shows
the growth of this sector despite increases in world oil prices.
The performance of the international shipping sector relies mainly on the level of activities in
the external sector’s trading with overseas market. The local shipping industry relies as well on
the performance of the economy. Foreign aid is building more wharf facilities in the small
islands to enable better shipping services. Overall, shipping will continue to expand.
4.9.

Other Industries

The Finance and Business Services industry has been affected by the credit ceiling that was
imposed by the NRBT in early 2006. It is intended to limit lending by the banks and to
improve the quality of loans in the financial sector. This would improve the operation of the
financial sector, reduce the potential for non-performing loans after the Wage Settlement and
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help maintain the level of Official Reserve Assets. Growth in 2005/06 is estimated to be 3.0%
following growth of 5.2% in 2004/05.
The Government Service industry has been affected by the Wage Settlement. The freeze on
recruitment has limited the increase in the number of civil servants. Growth in 2005/06 is
expected to be 0.5%, following growth of 1.0% in 2004/05.
Mining and Quarrying is expected to have no growth in 2005-06 because there will be little
growth in construction. The Mining and Quarrying industry is dominated by quarrying
activities that supply the Construction industry.
4.10.

Domestic Price Developments

Inflation rate has returned to more moderate levels, with both local and imported goods and
services contributing to the downward trend in total inflation. The latest data shows that the
inflation rate for March 2006 (comparing prices with the same time a year ago) was recorded at
7.1%, which is a lower rate than the inflation rate of 9.9% for 2005 and the rate of 11.4% for
2004.
The deceleration has been characterized by an easing in the growth of prices of both imported
goods and local goods. The inflation rate for locally produced goods remains higher than the
total inflation rate, whereas inflation for imported goods is lower than total inflation. In the
year to March 2006, growth in the price of the local index has recorded a 13.6% increase while
the imported index recorded an increase of 3.9%. The inflation rate for local prices has been
above that of imported prices since late 2004.
The two fastest growing components of growth in local prices during the 12 months to March
2006 have been the increase in housing of 24.2% and transportation of 19.4%. The big increase
in housing construction has increased the demand for construction materials resulting in higher
prices. The high increase in transportation includes the effect of rising world oil prices. The
two fastest growing components of growth in imported items have been Miscellaneous Goods
and Services with a 19.4% increase and Transportation with an 11.2% increase.
Figure 7:

Average annual inflation rates for all items for December Qrt 2004 to March
Qrt 2006.
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Given these factors described above, inflation is expected to be about 8% for 2005/06. The
major uncertainties for the last part of 2005/06 include the implications for inflation of the
Wage Settlement, the response of the private sector and world oil prices.

5.0 Monetary Policy & Development
5.1.

Money Supply

The money supply measure, M2, totaled $203.5 million at end June 2005, compared to
$180.3 million at end June 2004. This represented growth of 12.9%, a fall from the 18.9%
growth recorded in the year-ended June 2004.
The growth in money supply in 2004/05 reflected increases in M1 of $2.9 million and in quasimoney of $20.3 million. Within M1, currency in circulation fell by $0.3 million and demand
deposits rose by $3.2 million. The growth in quasi-money reflected increases in time deposits
of $20.8 million and saving deposits of $4.9 million, which more than offset a fall in foreign
currency deposits.
Figure 8:

Component of Money Supply for December 2001 to March 2006

$millions

Money Supply Component

280
M1

Quasi-Money

240
200
160
120
80
40
Mar-02 Jun-02 Sep-02 Dec-02 Mar-03 Jun-03 Sept-03 Dec-03 Mar-04 Jun-04 Sept-04 Dec-04 Mar-05 Jun-05 Sept-05 Dec-05 Mar-06

In the first nine months of the 2005/06 financial year, M2 increased to $219.8 million, an 8.0 %
increase from the level at the end of June 2005. This increase largely reflected growth in quasimoney, particularly time deposits which rose by 24%.
5.2.

Domestic Credit

In the year-ended June 2005, the net domestic credit (net of government deposits) extended by
the banking system increased by $36.3 million to $210.3 million. This represented an increase
of 20.9% compared with a 10.9% fall in 2003/04. The rise in the level of net domestic credit
was largely due to an increase in private sector credit. Total credit extended to the private
sector increased by 29.4% to $226.8 million, reflecting an increase in lending to the household
and business sectors. At the end of June 2005, the government was a net lender to the banking
system, with a net balance of $25.1 millions compared to a net lending position of $14.5 in
June 2004.
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Figure 9:

Domestic Credit Level for December 2001 to March 2006
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In the nine months-ended March 2006, net domestic credit extended by the banking system
increased by $31.8 million to $242.1 million. Growth was largely attributed to a substantial
increase in private sector credit of 20.7%. Credit to the household sector expanded strongly
during the review period, largely reflecting increased lending for housing. Business credit also
rose strongly in the first nine months of the 2005/06 financial year, with growth broadly based
across agriculture, manufacturing, building & construction hotels & restaurants and transport &
storage. Lending to public enterprises fell slightly during the review period.
On 11 January 2006, the Reserve bank announced the imposition of credit ceilings on
individual banks. The move was aimed at dampening credit growth to a more sustainable pace
in order to protect the level of foreign reserves. A tightening in credit conditions was believed
to be in the best interests of achieving long-run macroeconomic stability.
5.3.

Deposits with the Banking System

In 2004/05, total deposits with the banking system increased by 16.2 % to $203.2 million. The
expansion in private sector deposits of $21.3 million was underpinned by increases in time
deposits and saving deposits, with only a small contribution from demand deposits.
Government deposits increased by $2.3 million to $9.8 million, while ‘other’ deposits
increased by $4.6 million over the year.
In the first nine months of the 2005/06 financial year, total deposits with the banking system
showed a further increase of $58.8 million to $233.7 million. This growth reflected increases in
private sector deposits by $44.6 million, government deposits by $19.9 million and nonmonetary financial institution deposits by $0.2 million, while public enterprise deposits fell by
$5.9 million.
5.4.

Interest Rates

Nominal interest rates on savings deposits published by the commercial banks were unchanged
in the 2004/05 financial year. However, weighted average deposit rates have followed a slow
upward trend as reflected by the Reserve Bank’s deposits indicator. This is indicated by the
weighted average interest rate paid on deposits, at 5.23% at the end of June 2005, representing
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a slight fall from the 5.41% at the end of June 2004. Since the end of June 2005, the weighted
average interest rate on term and saving deposit increased to 5.58% at the end of March 2005.
Figure 10: Interest Rates: December 2001 to March 2005
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Lending interest rates published by the commercial banks were little changed in 2004/05, with
the Reserve Bank’s lending indicator rate at 11.41% at the end of June 2005, representing a
sight fall from the 11.76% at the end of June 2004. Since the end of June 2005, the lending
indicator rate has risen to 11.61%.

6.0 External Sector Development
6.1.

Exports

According to estimates based on the overseas exchange transactions (OET) reported by the
Reserve Bank and commercial banks, the total value of exports rose by $2.8 million to
$31.1 million in 2004/05, largely reflecting higher export receipts from squash, and to a
smaller extent, seaweed and coffee.
During the first eight months of the 2005/06 financial year, export earnings amounted to
$19.4 million compared with $23.8 million a year earlier. The fall in export receipts largely
reflected lower proceeds from squash exports from the 2005/06 season.
Japan remains the largest destination for Tonga’s exports, totaling 41.0 percent of the total,
mainly squash and fish, followed by New Zealand (21.0 percent) and other countries (38.0
percent). It is anticipated that squash, vanilla, coffee, root crops, kava, fish and seaweed will
remain Tonga’s major sources of export income.
6.2.

Imports

During 2004/05, the value of imports (OET based) rose by $35.1 million to $204.2 million,
underpinned by firm growth in remittances and strong growth in business and household credit.
During the first eight months of 2005/06, import payments were $158.2 million, compared
with $140.3 million in the same period last year. The rise in import payments largely reflected
higher imports of consumer goods, fuel and construction materials.
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New Zealand continued to be Tonga’s largest supplier of imports (37.8 percent), followed by
Australia (17.8 percent), and Fiji (17.4 percent).
Figure 11: Direction of Trade for 2004/05
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Balance of Payments

The balance of trade recorded a deficit of $173.1 million compared with $140.8 million deficit
in 2003/04. Deteriorations in the balances on services and investment income more than offset
a rise in net remittances, resulting in a current account deficit of $19.9 million in 2004/05
compared with a surplus of $15.7 million in 2003/04. A fall in net capital inflow to $31.7
million in the year-ended June 2005 together with the current account deficit were insufficient
to offset unrecorded net outflows of $19.5 million, resulting in a balance of payments deficit of
$7.6 million. This compared to a $52.8 million surplus in the previous year.
Table 1:

Balance of Payment for 2000/01 to 2003/04(OET Basis)

2002/03

2003/04

2004/05

2005/06
first 8 months

Balance of Trade

-124.4

-140.8

-173.1

-138.9

Services Balance

-11.9

-5.9

-20.5

-3.6

-3.3

-0.8

-4.4

9.0

Transfers Balance

128.9

163.1

178.1

113.6

Current Account Balance

-10.7

15.7

-19.9

-19.8

Capital and Financial Balance

17.4

75.6

31.7

22.4

Other Items Net

-9.3

-38.5

-19.5

-2.3

Overall balance

-2.6

52.8

-7.6

0.3

Investment Income Balance

In the first eight months of 2005/06 financial year, the balance of payments recorded an overall
external surplus of $0.3 million. The current account deficit of $19.8 million and unrecorded
outflow of $2.3 million were offset by an improvement in net capital inflow of $22.4 million.
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6.4.

Gross Official Foreign Reserves

During 2004/05, the level of gross official external reserves ranged from $78.4 million to a
peak of $93.4 million at the end of December 2004, equivalent to 5.4 months of imports. At the
end of June 2005, the total level of gross official foreign reserves was $82.1 million, equivalent
to 4.4 months of imports. This compared with $89.7 million at the end of June 2004, equivalent
to 5.4 months of imports.
At 31 March 2006, gross official foreign reserves amounted to $77.4 million, equivalent to 4.2
months of imports. This was below the level of external reserves of $80.9 million, equivalent
to 4.5 months a year earlier.
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7.0 Exchange Rates
In 2004/05, the pa’anga depreciated against the Australian dollar by 6.0 percent and the New
Zealand dollar by 6.3 percent. In contrast, the pa’anga appreciated against the United States
dollar by 3.9 percent and the Japanese yen by 5.9 percent.
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During the first nine months of 2005/06, the pa’anga depreciated against the United States
dollar by 6.2 percent, against the Australian dollar by 0.1 percent and against the Japanese yen
by 0.1 percent. However, it appreciated against the New Zealand dollar by 7.1 percent.

8.0 Improving the Regulatory Environment in Tonga
The Government of Tonga has recognized the importance of regulatory reform in improving
the environment for private sector development and job creation by creating a Task Force for
the Implementation of Regulatory Reform. This was approved by Cabinet on 25th January
2006 and is now working to oversee and implement a regulatory reform programme. This
reform was initiated by the Minister of Finance and is based on the work done by the World
Bank in their annual Doing Business reports of conditions in 150 countries. Tonga was rated
as average for Pacific Island countries but with potential for improvement to bring it up to
international best practice. The work of the Task Force in implementing regulatory reform will
provide the private sector with a more conducive environment for doing business and
subsequently creating more job opportunities.
The World Bank and FIAS are currently funding this reform initiative, while other donors such
as AusAID, NZAid and the ADB have indicated that funding could possibly be provided in the
near future for some activities.
The Task Force is chaired by the Minister of Finance and reports directly to Cabinet. It is
made up of 8 representatives from the private and public sectors: the Minister of Labour,
Commerce and Industries, the Minister of Agriculture, Fisheries and Food, the Solicitor
General, the General Manager of TDB, the General Manager of Westpac- BOT, the President
of the Tonga Chamber of Commerce and Industries, and the Deputy General Manager of
Tonga Communication Corporation.
The Task Force will appoint Working Groups comprised of the relevant representatives from
the public and the private sectors to assess the regulatory issues and make specific
recommendations for the rapid implementation of reform actions.
The work of the Task Force and the Working Groups is open to all sections of the community.
Forums have been held in Tongatapu, Vava’u and Ha’apai explaining to the community how
the new system works and encouraging any persons or groups to bring to the attention of the
Task Force any issues they may have considered as regulatory issues for private sector
development. The operations of the Task Force and the Workings Groups are transparent with
a website being established – www.tonga-now.gov.to/Implementation of Regulatory Reform
[check email address] - where anyone can access information about their activities.
Four Working Groups have already been established, namely: Starting a Business; Licenses,
Permits and Inspections; Immigration; and Fishing Industry. Additional Working Groups will
be established during this year to address regulatory issues that are identified by the private
sector as being important to the further development of business in Tonga.

9.0 Economic Outlook for 2006/07 and the Medium Term
9.1.

General Influences and Growth

Tourism, agriculture and remittances will continue to influence the economy in 2006/07. A
new influence on the economy will be the Wages Settlement agreed in late 2005 and the
Government’s response, including the redundancy program for civil servants. Other factors,
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for which there are significant uncertainties, include the weather, growth in world markets,
world oil prices and the exchange rate.
The projected growth rate for 2006/07 is 0.9%, which is lower than the 1.9% growth estimate
for 2005/06. The single most important contributor to this lower growth is a projected fall in
the Government Administration and Community Services industry of 18.2% arising from the
redundancy program for government staff. The remainder of the economy is projected to grow
by 3.9% during 2006/07, which includes the stimulatory effect of redundancy packages on
household spending. GDP growth of 2.1% is projected for each of the years 2007/08 to
2009/10.
Conditions in the world economy are broadly supportive of economic growth in Tonga.
Tonga’s trading partners continue to experience economic growth. Interest rates have risen, but
still remain at moderate levels. Employment prospects are good for Tongans who are living
overseas and sending remittances back to Tonga.
The continuing high level of remittances will support the Tongan economy and living
standards, just as it has done in the past. While the departure of many Tongans to work
overseas reduces the pool of people to work in Tonga, their remittances provide important
foreign currency earnings for Tonga and help support both consumption and investment in
Tonga.
9.2.

Composition of Growth

Over the medium term, the sectoral composition of economic growth is expected to be largely
determined by the trend growth rates of different industries. The services sector is expected to
continue to grow more quickly than the rest of the economy on average over the next few
years. The primary sector of Agriculture, Forestry and Fishing will probably continue to be the
slowest growing part of the economy on average.
Table 2 shows the composition of economic growth in 2006/07 and over the medium term to
2009/10.
Table 2:

GDP growth by industry (% change)
2003/04
p

2004/05
e

2005/06
e

2006/07
f

2007/08
f

2008/09
f

2009/10
f

-3.3
Primary sector
Agriculture, forestry, and fisheries
-3.3
-1.0
Secondary sector
Mining and quarrying
3.2
Manufacturing
5.5
Electricity and water
7.2
Construction
-6.4
4.5
Tertiary sector
Commerce, restaurants, and hotels
8.3
Transportation and communications
3.0
Finance and real estate
4.7
Government services
4.7
Entertainment and private services
1.7
1.3
Ownership of dwellings
10.1
Less: Imputed bank service charge
1.4
Total GDP at factor cost
Note: p = provisional, e = estimate, f = forecast

-3.0
-3.0
9.7
8.0
1.5
8.0
15.0
2.7
3.5
2.0
5.2
1.0
1.8
1.4
3.0
2.3

-0.5
-0.5
2.5
0.0
2.0
6.0
2.0
2.8
5.0
3.0
3.0
0.5
2.0
1.4
3.0
1.9

1.0
1.0
4.2
3.0
4.0
6.0
4.0
-1.2
8.0
5.5
4.0
-18.2
2.5
1.4
4.0
0.9

0.7
0.7
1.4
0.0
2.5
5.0
0.0
3.0
5.0
4.0
3.0
0.0
2.0
1.4
3.0
2.1

0.7
0.7
1.8
0.0
2.5
4.0
1.0
2.8
3.5
4.0
3.0
1.0
2.0
1.4
3.0
2.1

0.7
0.7
1.8
0.0
2.5
4.0
1.0
2.8
3.5
4.0
3.0
1.0
2.0
1.4
3.0
2.1
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9.3.

Primary Sectors

The prospects for the primary sector of Agriculture, Forestry and Fishing vary for different
sectors. The average growth rate for this sector over the last ten years was less than 1% per
annum. Tonga will have to work hard to achieve much better than this in future. Some issues
and recent developments are listed below.
The prospects for vanilla still appear good and MAF has implemented a replanting scheme in
collaboration with the farmers’ council in Vava’u, and in other major region, Tongatapu,
Ha’apai, and ‘Eua. Furthermore a vanilla development proposal is now developed to focus on
replanting, putting appropriate curing and processing facilities to assist farmers to increase
production and productivity.
MAF indicated that there is still a huge potential for improvement of exports of roots crops, if
proper blast freezing and storage facilities in Tongatapu and Vava’u is made available for
farmers. This will improve quality of semi-processed root crops and proper packaging of root
crops in smaller packs of 2-5kg will improve marketability of our products.
One issue that affects further commercialisation of the rural sector is ensuring that land is made
available for cultivation to strengthen the opportunities that agriculture offers for increasing
exports and employment opportunities for Tonga.
Another issue is that export markets for squash in Japan are becoming uncertain, including
because of competition from other squash exporting countries like China and Russia. This
would reduce squash prices and therefore reduce Tongan production unless other markets are
found.
Despite recent poor fishing catches, the Ministry of Fisheries and the industry are optimistic
that the tuna catch rate is picking up and that the industry still has potential for high economic
growth in 2006/07. The Ministry has adopted various programme to enforce compliance and
sustainability of our marine resources such as the installation of Vessels Monitoring System for
tracking snapper fishing boats and their activities, the establishment of an Association for
Aquarium exporters and plans to commercialize trochus product.
Production and exports of Seaweed is expected to increase in 2006 despite the decline in the
previous year. This is due to two companies invested in the industry and various training
programme conducted by the Ministry of Fisheries on sustainable harvesting and farming of
seaweed at community level, alleviating causes of low production in 2005.
9.4.

Secondary and Tertiary Sectors

The outlook for Manufacturing industry in 2006/07 and the medium term is positive, taking
into account the various government initiatives to improve the regulatory environment stated
above and the positive impact of the proposed redundancy payments on stimulating household
expenditure.
Furthermore, the government in its tax reform proposal is expecting to progressively reduce
tariff charges on capital inputs. This will help reduce the cost of production for business. It
will also change income taxes to reduce the income tax burden on business in 2007/08 or
thereafter.
The growth rate for the Construction industry in 2006/07 and beyond is projected to be
unchanged following the high growth recorded in 2004/05. The NRBT has also imposed a
credit ceiling to manage lending, which will help stabilize activity in the construction industry.
Tonga’s Tourism Sector, is one of the Kingdom’s three priority sectors, and has also become
an important contributor to GDP and has employed a substantial number of people. Tonga has
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failed to achieve its potential in this sector. According to a study did by World Bank on 22
small island nations, island nations that have developed strong tourism sectors have tended to
experience significant economic expansion and improvements in living standards3.
Tourism largely affects the Commerce, Hotel and Restaurants industry in the National
Accounts. It has a significant impact on the local economy through the creation of
employment opportunities and the generation of income, particularly in the outer islands and
rural areas through the demand for handicrafts, taxis, guesthouse and tourist attractions. It
generates increased foreign exchange earnings for the national economy. It also offers an
opportunity for diversification from agricultural-based production.
The Tonga Visitors Bureau has set an ambitious goal of having 300,000 tourists arrive in
Tonga annually. However, the capacity of accommodation is currently a key constraint on
tourism. Therefore, Tonga requires a significant investment in tourism accommodation.
Foreign Direct Investment will be critical to any significant expansion in this sector but has
remained low in the past years. As described above, the Government is currently worked on a
policy reform program to overcome existing impediments to all sector development including
tourism sector.
The new transport links provided by the Pacific Blue airline could bring many more tourists to
Tonga. However, the future of this low-cost carrier will remain unclear until Tonga is able to
expand its tourism industry and generate more passenger arrivals. Therefore, the future of
transport and tourism are interlinked.
For the Communications industry, the proposal to introduce broad band services in 2006/07
will also contribute to growth. Healthy competition between the two telecommunication
companies will continue to benefit Tongans and the economy.
9.5.

Effects of Wages Settlement

The Government is committed to implementing the Wage Settlement agreed in September
2005. It is important for Tonga to run a sustainable fiscal policy and avoid large budget
deficits to preserve the macroeconomic stability that underpins Tonga’s economic development
prospects. Otherwise, interest rates might be higher, businesses might fail and jobs would be
fewer. Accordingly, the Government is accompanying the increases in wage payments with a
program of redundancies as part of its Public Sector Reform Program and with reductions in
other components of government expenditure. These reductions in other expenditure will be
particularly significant in 2006/07 when payment of the 40% deferred from 2005/06 will take
effect. They should be able to be eased in the following years.
The redundancies will have different effects on different parts of the economy. Redundancies
will ease the burden on the Government budget. The challenge for Government is to ensure
that services to the community are not adversely affected and to maintain its pro-poor policies
in Tonga. The overall effect of the redundancy will depend on the number of people that
resign, the level and skills of those made redundant and the restructuring of Government
Departments.
Redundancies will reduce civil servant numbers and therefore cause a significant fall in the
output of the Government Administration and Community Services industry as measured in the
National Accounts.

3

Tourism: Sector of Hope, Central Planning Department, Kingdom of Tonga. Policy Brief 2006.1, April 2006.
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However, the redundancy packages paid to civil servants will also affect the economy,
depending on the decisions taken by those made redundant. Some of these people will use their
redundancy packages to move overseas, including to study, which will have little impact on the
economy. Some people will spend most of their packages within 2006/07 on either higher
consumption or higher investment in new or existing businesses. Some people will save most
of their packages to provide a sustainable flow of income for their retirement. As the more
senior workers will generally receive larger payments and be closer to retirement age, these
projections are based on the assumption that most of the redundancy package payments will be
saved or transferred overseas rather than spent immediately.
The part of redundancy packages that is spent in 2006/07 will increase household expenditure
and so increase activity in industries such as Manufacturing and Commerce, Hotels and
Restaurants. It could also help fund Construction activity despite the credit ceiling on bank
lending. Similarly, redundancy payments could also help finance the establishment of new
businesses.
Under Government policy of 1000 redundancies by 30 June 2006, the reduction in Government
Administration and Community Services will affect 2006/07 with no effect thereafter.
Similarly, the stimulatory effect of the redundancy packages on other industries will probably
be largest in 2006/07 and then also reduce over time. The economic growth rate for 2007/08
and thereafter is projected to rise to 2.1%.
9.6.

Outlook for Inflation

The outlook for inflation is more uncertain than it has been in previous years.
Inflation has fallen significantly during the last year. However, world oil prices have recently
increased. These increases or further increases could increase inflation in Tonga’s trading
partners or in Tonga. Any changes in Tonga’s exchange rate could also affect the price of
imported goods and services, and so inflation.
It is not clear what implications the Wage Settlement will have for Government fiscal and
monetary policies or for the response of the private sector. The flow through of public sector
wages into the private sector seems to have been limited. Similarly, Tonga has not experienced
any significant pressure on its Official Reserve Assets or its currency to date.
Inflation is expected to increase to 10% in 2006/07 as a result of higher public sector wages
feeding through into the CPI. Thereafter, inflation is projected to resume its previous
downward trend, declining to 9% in 2007/08, 8% in 2008/09 and 7% in 2009/10.
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1.0 Introduction
Budget Paper No.2 provides an outline of all government financial obligations for the financial
year 2006/07 as presented in the “Program Budget Estimates”. The paper discusses four
elements of the budget. Firstly, an overview is presented on the estimated budget balance and
proposed financing for the 2006/07 financial year and the last two years. Secondly, the
individual components of the proposed budget estimates for 2006/07, based on a Government
Finance Statistics (GFS)* presentation, are analyzed in detail. Thirdly, the estimated outturn
figures for 2005/06 are discussed. Finally, summary tables of the estimated receipts and budget
appropriations proposed by the government for each line ministry are provided, together with a
reconciliation of the figures to the GFS presentation. The actual details of the appropriations are
contained in the separate document: “Program Budget Estimates”.
In addition, the paper provides information on various reform initiatives of government such as
details of tax reform proposal for 2006/07, various tax expenditures offered by the government,
regulatory reform proposals on cost of doing business, procurement policy and performance of
government investment in public enterprises. The 2006/07 Budget will continue to reinforce the
underpinning principles of program budgeting and operate programmes that are more transparent
and affordable by the government.

1.1.

Fiscal Policies in 2006/07

The 2006/07 Budget is based upon the following Government policies:
•

implementing the Wage settlement;

•

continuing public sector reform, including a redundancy program for civil servants;

•

continuing the implementation of taxation reform;

•

providing core services to its people; and

•

maintaining macroeconomic stability, including through avoiding large budget deficits.

The revenues of the Government are insufficient to fund the wage settlement on a continuing
basis under current expenditure policies. Even if sufficient funding could be found from donor
grants, assets sales and other measures in 2006/07, sufficient funding could not be found for
2007/08 and subsequent years into the indefinite future.
The Tongan Government is determined to avoid large budget deficits that would undermine
macroeconomic stability and the conditions for rising living standards. Therefore, other
expenditure and revenue measures must be found to offset the effects of the wage settlement.

*

The GFS system of classifying government transactions is used in many countries and enables an assessment of
the overall performance and financial positions of the general government as well as ready international comparison.
The Government of Tonga introduced the presentation of the budget on a GFS basis in the 2003/04 Budget. The
budget figures are currently prepared on a cash inflow and outflow basis.
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As a first step and commencing in 2005/06, measures were introduced to limit selected
expenditure items so as to allow higher wages to be paid under the wage settlement. These
measures included limits on expenditure of certain goods and services, such as maintenance,
subsidies and capital expenditure, and limits on certain types of non-wage payments to labour,
such as overtime, increment and allowance.
Government is also continuing the public sector reforms, including restructuring the number and
size of Ministries.
As a second step, the Government has set a target of 1000 redundancies from the civil service.
These redundancies will moderate the effect of higher wages under the wage settlement on total
expenditure and the budget deficit. This moderation will be ongoing and so increase the
sustainability of the wages settlement for 2007/08 and beyond. The 23% reduction in the number
of civil servants will partially offset the average increase in wages of about 70% leaving wages
about one third higher. Therefore, other expenditures must continue to be limited to help pay for
higher wages.
Part of the wages settlement is the deferral of 40% of the wage increase for 2005/06 into a
payment in 2006/07. This is a one-off payment and so must be funded in 2006/07. The
commitment to this extra payment makes 2006/07 another year of particularly tight financial
management.
Redundancy packages have been offered to those made redundant. These comprise three
elements: the retirement benefit that is equivalent to the pension entitlement accrued; a payment
based on length of service but limit the amount to one year salary, and a bonus based on the
number of years of service and quick response to letter of offer from the Public Service
Commission to become redundant. Funding these redundancy packages is a one-off payment and
should be paid in 2005/06. This is funded with the assistance of asset sales and drawdown of
government loan and cash reserves.

1.2.

Medium-Term Fiscal Outlook

The medium-term fiscal outlook will continue to be influenced by the wages settlement, by limits
on the growth in non-wage expenditures, by tax reform and by a determination to avoid large
budget deficits. Table 1 shows indicative estimates of the major fiscal aggregates over the
medium term. These aggregates are not the result of budget decisions and will be changed in the
2007/08 and subsequent budgets.
Table 1:

Indicative Fiscal Aggregates ($m)

Ongoing Revenue†
Growth
Asset Sales
Expenditure on Wages
Growth
Other Expenditure
Growth
Funding Gap
†

2005/06
(e)
145.6
20.0

2006/07
(b)
154.9
6%
0.0

2007/08

2008/09

2009/10

168.3
9%
0.0

182.2
8%
0.0

196.2
8%
0.0

85.8
-11%
69.1
0%
0.0

73.7
-14%
94.6
37%
0.0

66.1
-10%
116.1
23%
0.0

66.8
1%
129.4
11%
0.0

96.8
68.8
0.0

Government Fund Only; e: estimated outturn; b: budget
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Table 1 shows indicative projections under conservative assumptions of ongoing revenue (i.e.
excluding asset sales, grants, etc) over the medium term. It also shows the profile for
expenditure on wages. In 2006/07 this is an outcome of a 70% average increase, the payment of
40% of the wage increase in 2005/06 and the 23% reduction in public employment. This Table
also shows Other Expenditures (i.e. non-wage expenditure) assuming that there is no ‘funding
gap’. Other Expenditures will still grow, albeit at limited rates in 2006/07 before picking up
again in 2007/08, 2008/09 and 2009/10. Table 2 shows the same information as percentage
shares of GDP.
Table 2:

Indicative Fiscal Aggregates as Shares of GDP

Total Revenue
Ongoing Revenue
Asset Sales
Total Expenditure
Expenditure on Wages
Other Expenditure
Funding Gap

2005/06
35%
31%
4%
35%
21%
15%
0%

2006/07
30%
30%
0%
30%
16%
13%
0%

2007/08
29%
29%
0%
29%
13%
16%
0%

2008/09
28%
28%
0%
28%
10%
18%
0%

2009/10
28%
28%
0%
28%
10%
18%
0%

Table 2 shows that ongoing revenue declines slightly over the medium term, largely as a result of
the conservative assumptions. Expenditure on wages as a share of GDP grows in 2005/06 before
declining. Other expenditure dips before starting to recover towards its earlier levels. These
indicative projections are on the basis of no ‘funding gap’.
The challenge for the government and that is what these indicative projections is trying to show
that Government policies have allowed Tonga to adopt fiscal policies that are sustainable over
the medium term, despite the turbulence currently faced by the government with the
implementation of the wages settlement, the impact of WTO accession and other government
initiatives to improve the economy.

2.0 Overall Fiscal Balance 2006/07
The budget estimates for 2006/07 and the two previous years in Table 3, are based on the high
level GFS economic classifications of revenues and expenditures. The table highlights an
estimated operating surplus of $13.0 million in 2006/07 arising from total revenues of $184.5
million minus the operating expenditures of $171.5 million. In addition, the government plans to
acquire two types of assets:
•

firstly, $23.4 million in fixed assets primarily the Government’s construction project
with the World Bank and the Government of Japan building a new hospital (refer
section 6.2); and

•

secondly, financial assets through the provision of loans to public enterprises, as part of
the government's public enterprise reform program. Approximately $0.7 million in
loans to public enterprises will be required in 2006/07. Also, based on current
outstanding loans that public entities have with the government, it is estimated that
approximately $1.0 million in loan repayments should be received by government in
2006/07 (the figure in the table is negative as it is a loan repayment flowing back into
government), so the net acquisition of financial assets is -$0.32 million.
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The overall fiscal balance is therefore a deficit of $10.1 million and it represents the additional
financing required to fund the government's limited policy agenda for 2006/07. As discussed in
Section 8, the government will finance the deficit through a combination of overseas
concessional loans, domestic bond roll-over and a drawdown on the government's cash reserves.
An analysis of the individual revenue and expenditure components are discussed in sections 3
and 6 respectively. A fully expanded GFS presentation is provided in Appendix 17.
Table 3:

Overall Fiscal Balance ($)
Preliminary Actual
2004/05

Revenue (1)
Tax revenue
Grants (in cash)
Other Revenue
Operating Expenditure (2)

Original Estimate
2005/06

Preliminary
Estimated Outturn
2005/06

121,380,274
98,387,136

146,883,205
113,835,714

5,391,865
17,601,273

Budget Estimate
2006/07

162,280,033
117,163,510

184,544,460
137,066,623

14,259,388

7,279,548

29,440,369

18,788,103

37,836,975

18,037,468

Compensation of employees

53,490,726

64,619,547

101,610,482

90,020,534

Purchase of goods and services

38,105,286

58,623,323

39,257,333

56,722,745

3,813,144

3,828,182

3,134,013

3,395,037

0

1,678,297

0

1,678,298

Subsidies

2,427,565

3,900,004

218,589

2,926,008

Grants

1,104,346

1,161,102

1,531,123

1,441,104

Social Benefits

2,992,796

3,663,730

4,888,341

5,543,622

Other operating expenditure

2,818,434

3,655,246

4,398,471

9,805,672

104,752,297

141,129,431

155,038,352

171,533,020

16,627,977

5,753,774

7,241,681

13,011,441

Interest
Additional expenditures

Total Operating Expenditure
Operating Balance (1-2)

7,565,071

15,063,415

13,996,445

23,415,482

7,374,943

14,825,301

13,903,933

23,177,367

190,128

238,114

92,512

238,115

Net Borrowing Requirement (1-2-3)

9,062,906

-9,309,641

-6,754,764

-10,404,041

Total net acquisition of financial assets for policy
purposes (4)

-1,057,351

-77,625

-918,438

-317,302

400,000

1,300,002

17,516

693,929

1,457,351

1,377,627

935,954

1,011,232

Total net acquisition of non-financial (fixed) assets
Acquisition of fixed capital assets
Purchases of land and intangible assets

Domestic
Lending by Government
Repayments to Government
Overseas
Overall Fiscal Balance (1-2-3-4)

0

0

0

1

10,120,257

-9,232,016

-5,836,326

-10,086,739

3.0 2006/07 Revenue and Grants
The total revenue and grants to be received by government in 2006/07 is estimated to be $184.5
million, which is 13.7% or $22.2 million higher than the $162.3 million estimated outturn for
2005/06. The increase is associated with additional tax revenues of $19.9 million and budgeted
grant revenues of $22.1 million. This is offset with the decline in capital revenue of $20.0
million due to the one projected off sale of 20% government share at the Westpac Bank of Tonga
in 2005/06 financial year. Table 4 sets out the detailed components of revenue and grants
estimates at the aggregate GFS level for the past two years and allocated budget for 2006/07.
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Table 4:

Estimated Revenues and Grants ($) for 2006/07 Budget
Preliminary Actual Original Estimate
Preliminary
Budget Estimate
2004/05
2005/06
Estimated Outturn
2006/07
2005/06

Total Revenue and Grants
Current revenue
Tax revenue
Taxes on income and profits
Taxes on property
Domestic taxes on goods and services
Sales tax / Consumption tax
Other taxes
Subtotal domestic taxes on goods and
services
Taxes on international trade and
transactions
Customs duties
Other import charges
Subtotal Taxes on international trade and
transactions
Other taxes
Nontax revenue
Entrepreneurial and property income
Administrative fees and charges
of which: revolving funds
Fines and forfeits
Other nontax revenue
Nontax revenue
Subtotal current revenue
Capital revenue
Subtotal revenue
Grants (in cash)
From abroad
From other levels of national government
Grants (in cash)

3.1.

121,380,274

146,883,205

162,280,033

184,544,460

98,387,136
20,575,363
89,553
21,419,224
18,652,896
2,766,328

113,835,714
21,799,000
103,000
54,484,669
46,155,680
8,328,989

117,163,510
22,657,705
44,828
52,111,348
50,191,058
1,920,290

137,066,623
26,898,039
48,814
83,854,540
59,075,545
24,778,995

55,597,991

36,899,045

41,482,884

25,490,078

34,239,234
21,358,757

36,849,045
50,000

41,432,884
50,000

25,455,432
34,646

705,005

550,000

866,745

775,152

17,601,273
3,213,728
13,787,203
5,350,632
315,435
284,907

18,777,101
5,285,350
12,747,454
6,056,720
322,095
422,202

17,836,975
4,127,175
12,829,018
5,366,645
304,272
576,510

18,026,466
3,374,705
13,776,347
7,431,049
306,367
569,047

115,988,409
0
115,988,409

132,612,815
11,002
132,623,817

135,000,485
20,000,000
155,000,485

155,093,089
11,002
155,104,091

5,391,865
0
5,391,865

14,259,386
2
14,259,388

7,279,548
0
7,279,548

29,440,367
2
29,440,369

Current Revenues

Total current revenue for 2006/07 is estimated at $155.1 million, which accounts for over 80% of
total estimated revenue available to the Government. The major influences on the level and
composition of this revenue are: the growth in the level of economic activity; and ongoing
taxation reform. Economic growth affects the level of revenue, though with little effect on its
composition. While taxation reform has little effect on the level of revenue in 2006/07, it changes
the composition of taxes by reducing taxes on international trade and increasing them on
domestic taxes on goods and services. Continuous reforms on Custom and Revenue Services
administration also have positive impact on level of revenue for 2006/07.
The largest increase in current revenue in absolute and proportional terms is the increase in
taxation revenue. Taxation revenue increases by $19.9 million or 17% to a record high of $137.1
million from the $117.2 million estimated outturn for 2005/06. The composition of this increase
is explained in Table 4.
Taxes on income and profits are estimated to increase by $4.2 million or 18% to $26.9 million
from the estimated outturn of $22.7 million in 2005/06. The large increase in PAYE tax is
projected to come from the higher public sector wages as a result of the wages settlement and the
redundancy package payout at the end of 2005/06. The redundancy package estimated at $28.0
million is expected to boost demand in some sectors of the economy such as wholesale, retail,
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manufacturing, construction, restaurants, transportations and finances which consequently have
positive impact on business activities. This is projected to increase collections from corporate
income tax from large and small business. Furthermore the current efforts by the Inland Revenue
to improve efficiency and compliance will have positive effects on collection. On the downside
risk, the credit ceilings imposed by the National Reserve Bank of Tonga during the second half
of 2005/06 is expected to have an adverse impact on corporate tax.
Domestic taxes on goods and services is the fastest growing component of tax revenue,
forecasting at $83.8 million compared to an estimated outturn of $52.1 million recorded in
2005/06. This represented an increase of $31.7 million or by 60%. This large increase is
attributed to two reasons. Firstly, CT is forecasted to increase by $8.9 million based on increase
in economic activities (projected GDP growth rate of 0.9%), inflation (10%) and a knock on
effects of proposed reform to the custom tariff. After one year of implementing CT, the
government is confident in the new system of taxation in terms of transparency, equitability,
simplicity and its impact on prices, reducing cost of production for many businesses. However, it
recognizes that there is still plenty of room for improvement and the increase in forecasting for
2006/07 reflected yet again conservative estimates and also takes into account improvement in
administration and compliance.
The second component that contributed to the significant increase in domestic taxes is the
introduction of a new tax – excise tax which is estimated at $22.2 million. Excise tax is the
revenue amelioration proposals to replace decline in trade tax from accession to WTO. It focuses
only on four goods i.e. tobacco, alcohol, vehicle and petroleum. Details of this new taxation are
outlined in section 5.
Conversely, the level of receipts from taxes on international trade and transactions are estimated
to decline in 2006/07 by $16.0 million or 39% to $25.5 million from the $41.5 million estimated
outturn in 2005/06. The significant decline reflected the commitment of government to WTO
accession resulting in reduction of tariff rates to a bound rate of 15% and 20%. Despite the
decline in forecasting, there had been vast improvement in administrations at the wharf and the
current efforts on Custom reform have positive prospect for 2006/07.
The following chart depicts the change in the level and composition of total tax revenues in
2006/07 from 2005/06, including the shift in the composition of taxes on alcohol, tobacco and
petroleum fuel products from Custom duties to Excise Tax.
Components of Total Tax Revenues 2006/07
with total Tax Revenue = 137.1 million

Estimated Outturn of Total Tax Revenues 2005/06
with total Tax Revenue = 117.2 million
Taxes on
income and
profits
19%

Taxes on
international
trade
35%

Taxes on
property &
Other taxes
1%
Domestic taxes
on goods and
services
45%

Taxes on
international
trade
19%

Domestic taxes
on goods and
services
60%

Taxes on
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profits
20%

Taxes on
property &
Other taxes
1%
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Non-tax revenues in 2006/07 are estimated to remain broadly unchanged from the estimated
outturn for 2005/06. They are estimated to increase by $0.2 million or 1% to $18.0 million. The
small decline reflected reduction in dividends from government selling its shares at Westpac
Bank of Tonga to finance the redundancy programme. Minor increases in administration fees and
charges are off set with decrease in revenues from corporatisation of the Talamahu Market,
Airport and Post Office. Non-tax revenues are expected to be broadly unchanged as a proportion
of total current revenues at 11.3% in 2006/07.

3.2.

Grants

The 2005 civil servants pay settlement has undoubtedly limit the 2006/2007 local budget
extensively. The need for donor grant contributions to the 2006/2007 budget, both in cash and inkind, has become more paramount than ever. As such, the Ministry of Finance has had to attempt
at best to link the management of aid resources to the budgeting process through various
approaches.
One was through the Development Partners Forum that was held in Nuku’alofa on 2nd December
2005. Tonga’s development partners were informed during this forum of the likely implications
of the pay settlement on Tonga’s economy especially the 2006/07 budget. It was evident from
this forum that the need for a harmonized approach between government and donors was more
apparent than ever. This is in order to come to terms with appropriate solutions to address not
only the need for budget support but also the need to expedite the government’s reform
programme. Ongoing liaison with the development partners, priority development proposals
from line ministries led to the proposed forward aid programmes for 2006/07.
Development estimates for 2006/07 are confined to proposals that have confirmed funds and
those which have a high probability of funds flowing in during the budget period. Development
assistance are divided into two components, namely, grants an in-kind assistance. Grants are
regarded as official external cash coming in through the government system and are being
disbursed by Treasury while in-kind assistance are official external assistance disbursed through
other means outside Treasury.
The total cash grant for 2006/07 is budgeted at $29.0 million while total in-kind grant amounted
to $20.0 million. Most of these assistances are provided by bilateral, and multilateral
organizations including AusAID, NZAID, ADB, World Bank, EU, Commonwealth Secretariat,
Japan, People’s Republic of China, and Pacific Regional Organizations.

4.0 Tax Expenditure
This section estimates revenue forgone from tax expenditures and concessions on charges levied
by government during the financial year 2005/06.
Tax concessions are called tax expenditures as they have a similar policy and fiscal impact as
expenditures. They involve granting certain taxpayers, activities or assets more favorable tax
treatment than applies to taxpayers in general. One example is the Custom duty exemptions on
fuel used for electricity generation and for the fishing industry.
Tax expenditures and concessional charges provide a benefit to a specified activity, class of
taxpayer or class of consumer in accordance with government policy. These benefits, in most
cases, could be provided equally by direct government spending. Direct government spending is
generally subject to annual scrutiny through the budget process, and the attention that process
receives through the Legislative Assembly. Tax expenditures and concessional charges have the
same budgetary and welfare effects as direct outlays. However, they are less visible than direct
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outlays because their cost is in revenue forgone rather than dollars spent. This section provides
more information and transparency on the operation of tax expenditures and concessional charges
for the 2006-07 Budget.
Both tax expenditures and concessions have been valued on the conceptual basis of public sector
revenue forgone. In many cases this is difficult to determine or forecast exactly and so must be
approximated. The revenue forgone is estimated by applying the appropriate tariff rate or charge
for the class of activity or asset concerned to the current volume of these activities or assets.
The total government tax expenditures in 2005/06 amounted to $11.5 million representing a
decline of 16% from the $13.7 million recorded in 2004/05. The declined comprised a fall of
over 80% in Industrial Development Incentives. Tax expenditures to government development
projects and fuel exemptions recorded an increase of 23% and 34% respectively. Shown below
are the major tax expenditures by type in 2005/06.
Table 5:

Total Tax Expenditures by Type for 2005/06

Tax Expenditure by Type

2004/05

2003/04
$m

$m

Nine Months to Mar 2006

% of total

$m

Extrapolated
for 2005/06

% of total

Development License
Agriculture
Fishery
Tourism
Manufacturing
Utilities
Communication

2.98

5.66

41.2%

0.7
20.02
0.05
0.09
0.15
0.30
0.11

8.1%

0.9

Development Projects
Vaiola
Tonga Solid Waste Management
Others

1.67

1.34

9.8%

1.2
00.70
0.17
0.33

14.0%

1.6

Fuel
Fishery
Electricity
Others

3.54

6.74

49.1%

6.7
0.34
5.1
1.27

77.9%

9.0

Total Tax Expenditures

8.19

13.74

100.0%

8.6

100.0%

4.1.

11.5

Industrial Development Incentives

The Industrial Development Incentives (IDI) was established in 1978 with the objective to
encourage private sector activities in Tonga, particularly infant entrepreneurship. In May 2005,
Cabinet temporary suspended the issuance of new license while reviewed the effectiveness and
monitoring process of the scheme. This was lifted in August 2005. Due to the abolition of Port &
Services Tax in April 2005, IDI was only applied to custom duty. The proposed reform in custom
tariff rates may result in permanent closure of this scheme.
The temporary cessation of this assistance in 2004/05 and the abolition of Port & Services tax is
reflected in the total tax expenditure granted in 2005/06, which amounted to only $0.9 million
compared to $5.7 million in 2004/05. For the nine months ending March 2006, 41% of tax
expenditures were transferred to the utilities sector (in particular for electricity generation), 21%
for manufacturing, 15% for communication, and 13% were transferred to the tourism sector.
The budget for 2006/07 has included an estimate of $0.5 million for development license related
projects.
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4.2.

Fuel Concession for Fishing Industries

In recognition of the potential for the taxation of inputs to the fishing industry to reduce its
international competitiveness and so reduce the overall gross domestic product of the economy,
the government granted concessions on fuel for fish exporters. The initiative was granted to
lower cost of production and encourages fishing companies to increase production. With the drop
in catch rates over the last three years, the concession scheme had been increasingly important to
the remaining fishing companies. There is a request from the industry for the government to
remove import duties imposed on all fishing inputs.
The total fuel concession recorded for the nine months ending March 2006 amounted to $0.34
million compared to $0.45 million in the same period 2004/05. The decline reflects continued
weakening of the fishing industry in the last three years that have reduced their purchases of fuel.

4.3.

Fuel for Generation of Electricity

The government continued to subsidize the production of electricity by exempting fuel from
customs duty to lower costs. The total fuel issued during the nine months ending March 2006
increased to 9,567 mt. compared to 8,428 mt. in the same period 2005. This represented tax
expenditure of $5.1 million compared to $3.6 million recorded in 2005.

4.4.

National Development Projects

The Government of Tonga continues to receive assistance from donor countries in support of a
variety of social and economic development projects, including those related to the provision of
water to the rural areas of Tongatapu, environment, humanitarian, solar electrification and the
construction of the Viola hospital. To make its contribution to these development projects
funded by international development partners and ensure the maximum benefit is delivered to all
Tongans, the government provides an exemption for duties and taxes on the project supplies.
The concession provided by the government in 2005/06 increased marginally to $1.6 million
compared to $1.3 million recorded in 2004/05. The increase reflected the full operations of the
Viola Hospital construction work. Other projects under this aid assistance included the Tonga
Solid Waste Management, Japanese Grassroot projects, rural areas water projects, European
Union projects in Vava’u, Ha’apai Development projects, and the solar electrification project for
the Niuas. The budget has made an estimated allowance of $2.0 million in recognition of the
importance of these projects.

5.0 Tax Reform
5.1.

Background and recent developments

Tonga needs to collect revenues from taxation to fund the delivery of important government
services to the community. It aims to collect that revenue while (as far as possible
simultaneously) meeting the following three criteria.
•

Taxes should be equitable, i.e. based on the capacity to pay of individuals.

•

Taxes should be efficient, i.e. internationally competitive and minimize any
discouragement or distortion to the pattern of business development in Tonga – this
generally means having broad tax bases and low tax rates.

•

Taxes should be administrable, i.e. simple and transparent to assist both the taxpayer
and the tax administration.
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Tonga needed reform of its taxation system to better meet the challenges of a changing world. In
particular, it needed to adjust to changes in patterns of economic activity, the rising living
standards of many Tongans, competition for investment from low tax countries in Asia and new
administrative possibilities. Tonga has embarked on a multi-year programme of comprehensive
reform of the sources of Government revenue.
The impetus for revenue reform is the necessity for Tonga to end its reliance on taxes on
international trade as a main source of government revenue. The era at an end when heavy
reliance could be placed on trade taxes to finance the burden of government spending. Such taxes
cannot support the level of government spending that is expected by the population in Tonga
without creating distortion of the pattern of trade and commerce. Reductions in imports would
also reduce government revenues and so restrict the ability of government to spend.
Revenue reform is also necessary to bring Tonga’s taxes into conformity with international
norms as well as current and future bilateral and multilateral obligations. Most immediate is the
need to align the taxation system with what is permitted under the World Trade Organization
requirements for membership. This alignment of domestic taxes and import duties must be in
place by 1 January 2007 under the terms of Tonga’s accession to WTO membership.
Meeting the challenge of joining the global trading environment will help the business
community in Tonga to become much more outward focused, productive, and resilient.
Businesses in Tonga will become more competitive and rely less on tax preferences and
subsidies, including because the tax burden on business inputs will fall significantly. The
administration of taxation will be modernized and improved.
Taxation reform in Tonga is being pursued over a number of years. To date, tax reform has
embraced the following main elements:
•

Administrative reform with the re-organisation of the Revenue Services Department
into large and small business divisions, and the passage of the Revenue Services
Administration Act 2003 which provides legislative powers to gather and enforce inland
taxes using voluntary mechanisms.

•

Introduction of a comprehensive single-rate value added tax on consumption spending
within the Kingdom. Consumption Tax (CT) applies at 15 percent on supplies of goods
and services made in Tonga, and imports into the country. CT has been in place since 1
April 2005 and replaced four former indirect taxes: Ports and Services Tax, Sales Tax,
Fuel Sales Tax and Room Tax.

•

Another reform of taxes applied to the ‘excise goods’: alcohol beverages, tobacco
products and petroleum fuel. The excise goods are products that will be taxed at
specially selected rates as a means of moderating consumption and gathering revenue
on a targeted basis from the relevant consumers. In the 2005 Budget measures were
announced which began to apply taxation to these goods on a basis consistent with
alcohol or tobacco content of the product.

5.2.

Excise duty adjustments

It is customary to make regular adjustments to the applied rates of excise tax. For 2006/07, the
adjustments will also reflect progress towards attainment of uniform applied rates by product
category, as follows:
•

On the introduction of Excise Tax, petroleum fuels will become subject to specific rates
at the equivalent of the then-prevailing ad valorem rates.
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•

Revision of the excise duty rates applied to tobacco products to achieve a uniform
treatment according to tobacco content. Tobacco excise tax will increase from $150 per
kilogram of tobacco equivalent (KTE) to $180 per kg, with equal rates applying to
imported and domestic manufactured products. Cigarettes (1,200 per kg) will reduce
from $192 per 1,000 to $150 ($150 per 1,000 cigarettes containing 833 grams of
tobacco is the same per KTE rate as $180 per kg of manufactured tobacco or 1,000
‘standard’ cigarettes).

•

Excise duty applied to alcohol beverages will change to provide a pathway towards
uniform taxation of products on an alcohol strength basis. This will replace the current
system of which is a mixture of both input and alcohol strength taxation. In particular,
the current gap between the duty on imported spirits at $80 per l al and domestic
manufactured spirits at $20 per l al need to be closed by moving both rates together.

These measures bring closer the achievement of the goal of uniform taxation of these goods and
on a basis consistent with alcohol or tobacco content, or product volumes. The measures are
expected to raise additional revenue of $2.8 million in a full year.
The government has yet to make decisions on how to recover the revenue lost from reducing
Customs Duty on vehicle imports from 45 percent to 20 percent as required by the terms of WTO
accession. The options include a graduated excise tax based on engine capacity or an increase in
the registration fee paid by motorists. In considering the available options the Government will
have regard to the recommendations it has recently received on provision of roading
infrastructure.

5.3.

WTO transition affecting import duties and associated
indirect taxes

In 2006/07, an important reform will be the introduction of a Customs Tariff Schedule that
complies with Tonga’s obligations as a WTO member nation. Preliminary to the adoption of this
Customs Tariff Schedule will be improvements in taxation administration, including the full
deployment of PC Trade as the computerized system for managing and monitoring imports and
duty. Implementing PC Trade is well advanced and on-track for its target deployment date on 1
September 2006.
The terms of Tonga’s accession to the WTO place restriction on the level of duty that may be
imposed on imports, and requirements not to discriminate against imported goods from other
member nations. The so called ‘final bound rates’ restrict to 15 or 20 percent the rates that may
be applied to imports. Since Tonga currently levies import duties at up to 45 percent on general
goods, and rates of around 30 percent on excise goods, there is a significant revenue affect from
adoption of the WTO Customs Tariff Schedule that must be made up by other indirect taxes.
Customs Tariff Schedules rates that are consistent with WTO accession will apply with effect
from 1 August 2006. The maximum excise rate will be 20 per cent, with any goods that are
currently taxed at higher levels having a 20 per cent rate instead. The import tariff rates applying
to excise goods will be set to a rate of ‘Free’‡ and dealt with instead by a new Excise Tax
applying to alcohol beverages, tobacco and petroleum fuels.
‡

‘Free’ is a ‘zero’ rate, which while practically the same as an exemption, has the effect of
indicating the goods are dutiable but at the zero rate, which is below the ceiling rate.
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5.4.

Business competitiveness

Application of Customs Duty to goods that by their nature are likely to be wrought into other
goods or consumed in a manufacturing process, distorts the pattern of commerce and trade. These
goods include capital goods used in investment and intermediate inputs that are purchased by
business. Taxation of these business inputs results in an increase in production costs in Tonga
compared with other countries that do not relieve their manufacturers and processors of this tax
burden.
Such input taxes may cascade, producing highly variable effective tax rates between industries
and even within a single industry. Input taxes reduce the effective rate of protection provided by
a nominal final-good tariff and may remain unrelieved in the cost of export goods (unless this tax
burden is otherwise removed) hampering competitiveness in overseas markets.
It is desirable to relieve resident processors and manufacturers of such costs wherever possible as
a competitiveness and trade-enhancing measure – especially when some processors and
manufacturers will face greater competition from imports after adoption of the WTO Tariff
Schedule.
The cost to revenue of eliminating duty from capital goods and non-fuel intermediate inputs is
$4.8 million in a full year. The following decisions are included in the 2006/07 Budget.
•

Capital goods will be free of tax on importation

•

Selected important inputs to the Brewing industry are to be free of import duties

•

Customs Duty on non-fuel intermediate inputs will be progressively abolished over
three years commencing 1 July 2007.

5.5.

Making up the lost revenue by Excise Tax

The revenue that will be lost by implementing the WTO tariffs and reforming import duties
affecting business inputs will need to be replaced by implementing selective indirect taxes.
To simplify the administration of selective indirect taxes it is proposed to introduce a new statute
that will take over all the relevant provisions of the Customs and Excise Act and condense them
into one statute applying tax to the four product categories to which excise tax may apply.
Although the Excise tax Act will be new legislation, it is not a new tax because it absorbs the
taxes that we previously administered under different legislation.
Excise Tax (ET) will apply to imports and domestic manufactures of alcohol beverages, tobacco
products, petroleum fuels and motor vehicles. (For the time being, it is not intended to apply
Excise Duty to motor vehicles although options include a graduated excise tax based on engine
capacity or an increase in the registration fee paid by motorists). Excise Tax will be administered
by Customs and collected weekly. The import tariffs on goods that are subject to Excise Tax will
be set to ‘Free’.

5.6.

Income Tax reform

Experience with the CT in its first year is a key indicator of the readiness of the taxpaying
population to handle the technically more complex Income Tax under a voluntary compliance
system. The high rate and type of errors still being made in CT returns indicate that further
education and encouragement of taxpayers is required. Steps are in place to deliver more directly
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to taxpayers the necessity to improve their compliance practices as a preliminary step for
readying themselves for income tax.
A draft Income Tax Bill to reform personal and business income tax will be introduced in 2006
containing the following main provisions:
•

Personal income-tax threshold

•

Standard income-tax rate, on incomes exceeding $5,000 but not exceeding
$20,000.

10 percent

•

Maximum marginal tax rate on incomes exceeding $20,000.

20 percent

•

Abolition of all personal exemptions.

•

Rate of presumptive tax applicable to businesses with an annual turnover that
does not exceed $100,000, and are not registered for CT.

3 percent of
business turnover

•

Rate of tax applying to the income of businesses with an annual turnover
exceeding $100,000.

20 or 25 percent
to be decided

•

Rate of minimum tax applicable to the turnover of businesses with an annual
turnover exceeding $100,000.

1 percent of
annual turnover

•

Provisional tax payable by businesses with an annual turnover exceeding
$100,000.

1 percent of
quarterly turnover

•

Tax on certain payments to non-residents
o Insurance premiums (gross amount of premium).
o Interest, royalty, dividend or technical services (management) please (gross
amount of payment).

5 percent
15 percent

•

$5,000

The availability of depreciation allowances accelerated rates that the choice of
straight-line or diminishing-value bases.

In view of this situation this final element of the Revenue Reform will be delayed until the
taxpaying population is better prepared. Introducing the legislation this year will give affected
taxpayers a good opportunity to familiarize and provide comments for further consultation with
what they have to do from July next year.

6.0 Expenditure and Net Lending for 2006/07
The aggregate level of expenditure and net lending in 2006/07 is budgeted at a total of $194.0
million, representing an increase of $25.9 million from the estimated outturn for 2005/06 of
$168.1 million. The increase is primarily associated with an additional $16.5 million current
expenditure and $9.5 million additional capital expenditure in 2006/07. The main expenditure
categories, as a proportion of total expenditure in 2006/07, are: salary and wages, comprising
44.7%; goods and services at 27.9%, subsidies 9.7%, and capital of 12.8%. Table 6 provides a
breakdown of all expenditures and net lending items into their component categories and
highlights the variation between the two years.

6.1.

Current Expenditure

As a result of the wage settlement in 2005/06 and government’s effort on the redundancy
programme, the total wages and salaries for 2006/07 amounted to $85.4 million. This is $10.1
million lower than the estimated outturn for 2005/06 of $95.6 million and $23.9 million higher
than the original budget for 2005/06. The significant increase in the estimated outturn for
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2005/06 is associated with the government’s commitment to the wage settlement and the
redundancy package offered to be paid before end of 2005/06 financial year. The most notable
increases in the wages and salary subgroup for 2006/07, is salary which is estimated at $75.5
million. This included the 100% salary adjustment and 40% salary carryover from the 60-70-80
agreed to by government in the wage settlement Memorandum of Understanding; new CEO’s
salary package; and salary adjustments of Ministers, Members of Parliament and overseas
missions.
Table 6:

Estimated Expenditures & Net Lending for 2006/07 Budget ($)
Preliminary Actual
2004/05

Original Estimate
2005/06

Preliminary Estimated
Outturn 2005/06

Budget Estimate
2006/07

Total expenditure and net lending

111,260,017

156,115,222

168,116,359

194,046,811

Total Current expenditure

104,129,679

140,408,917

153,938,116

170,351,492

Wages and salaries

48,970,288

61,424,907

95,641,200

85,459,515

Employer contributions
Other purchases of goods and services
Interest payments
Additional expenditures
Subsidies and transfers

4,520,438
38,105,286
3,813,144

5,969,282
39,257,333
3,134,013

4,561,019
56,722,745
3,395,038
1,678,298
18,534,877

8,720,523

3,194,640
58,623,323
3,828,182
1,678,297
11,659,568

Subsidies to non-financial public enterprises

546,235

3,200,000

213,786

1,001

Subsidies to financial institutions

163,808

700,002

4,803

100,003

Subsidies to other enterprises
Transfers to non-profit institutions
Transfers to households
Transfers abroad
Capital expenditure
Acquisition of fixed capital assets
Purchases of land and intangible assets
Capital transfers
Subtotal expenditure
Net Lending
Domestic
To non-financial public enterprises (net)
To financial institutions (net)
Total Tax Expenditures

9,936,288

1,717,522

2

0

2,825,003

2,195,816
2,992,796
1,104,346
8,187,689
7,374,943
190,128
622,618
112,317,368
-1,057,351
-1,057,351
281,053
-1,338,404
0

2,934,732
3,663,730
1,161,102
15,783,929
14,825,301
238,114
720,514
156,192,846
-77,624
-77,625
829,114
-906,739
8,500,000

3,298,235
4,888,341
1,531,123
15,096,681
13,903,933
92,512
1,100,236
169,034,797
-918,438
-918,438
-16,758
-901,680
0

8,624,144
5,543,622
1,441,104
24,597,010
23,177,367
238,116
1,181,528
194,948,502
-317,302
-317,303
152,031
-469,334
2,750,000

The current “freeze policy” on new recruitment and tokenized of senior vacant posts continue in
2006/07, together with expenditure cuts in allowances (21%) and overtime (35%). Government
still allows funding for returning scholars in the budget.
Expenditure on purchases of goods and services is budgeted to increase by $17.1 million from
the estimated outturn 2005/06 to $57 million, however this is $2.3 million lower than the level
budgeted in 2005/06. The significant decline in the estimated outturn for 2005/06 reflects the
reallocation of resources within the existing budget to finance the salary increase from the wage
settlement. For 2006/07, there were significant increases in the allocation for consultant and
specialist fees by 95%, overseas and domestic travels (49%), specialized printing (36%), energy
development project. These items are funded by donor partners reflecting the commencement of
the PRIDE project and the Tonga Education Support Programme (TESP) under Ministry of
Education. Other items also show an increase in their allocation and funded by the government
include fuel (8%), maintenance of building (5%), and government allowance for guarantee loans
increase by 87%. On the other hand, some items that showed a decline in its allocation due to
completion or reduction in donor fund are technical assistance by 5%, hire of heavy machinery
(18%), conferences (13%), technical equipment (59%), training (48%) and architectural services.
Expenditure on computer supplies (72%), overseas medical treatment (33%) and construction
materials (37%) which funded by government were reduced. In addition, allocation for
government expenditure on Consumption Tax and Custom Duty was revised down to a total of
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$1.5 million from $6.0 million in previous year. This expenditure is distributed down to the line
ministries vote level. The contingency reserve provision has been reduced to $2.7 million.
The total subsidies and transfers of $18.5 million estimated for 2006/07 is $8.6 million higher
than the estimated outturn for 2005/06 of $9.9 million. The increase is associated with transfer to
non-profit institutions ($5.4 million), other enterprises ($2.8 million) and transfer to household
($0.6 million). The subsidies provided to non-profit institutions included an increase in
government subsidizing non-government school from $100 per student head to $200, continue to
provide 11 seniti subsidy for electricity and a provision for bird flu. Subsidy to other enterprises
reflected $2.8 million allowance for tax expenditure (discussed in details in Section 4).

6.2.

Capital Expenditure

The total capital expenditure for the 2006/07 budget is estimated at $24.6 million, the majority of
which will be funded through grants and loans from development partners and $6.0 million to be
funded by the government. The most significant components of the Government’s capital
expenditure program for 2006/07 relates to the health sector support project which is funded from
a government loan from the World Bank and grant assistance from the Japanese government
estimated at $9.5 million. Other major capital expenditures include European Union’s STABEX
fund projects; and health staff quarters, renovation to Ngu hospital which amounted to $8.3
million. The government funded capital projects for 2006/07 goes to the constructing of the new
Royal Chapel ($2.5m) and its contribution to the Health Construction Project. A list of all capital
expenditures breakdown by Ministries is reported in Appendix 2 of “Program Budget
Estimates”.

7.0 Estimated Outturn 2005/06
The fiscal year 2005/06 can be remembered as the year of the public civil service strike. This has
imposed a huge turmoil in the government’s operation that only one policy objective was set
after the strike: “is to survive financially”. It was also crucial that monetary and fiscal policy
worked together to maintain macroeconomic stability in case the government financial
difficulties will spill over and become an economic crisis. The government’s assessment
indicated that the condition is not sustainable in the medium term hence resulted in expediting
various reform initiatives to minimize adverse fiscal impact.
The government’s overall fiscal position (on a GFS basis) in 2005/06 is estimated at a deficit of
$5.8 million. This is lower than the budgeted deficit of $9.2 million in last year’s budget. The
deficit is represented by an estimated total revenue and grant of $162.3 million exceeded by the
total expenditure and lending minus repayment of $168.1 million. The deficit was financed
through the government’s World Bank Health project, Waka cyclone rehabilitation project and
drawdown from the ADB Economic and Public Sector Reform Programme loan to finance the
redundancy programme (resulting in a net external financing of $11.0 million), net domestic
financing ($-1.5 million) and government’s net deposit at the banking system of $3.7 million.
The total revenue and grant estimated for 2005/06 is 10.5% higher than the budgeted figure and
33.7% higher than the preliminary actual for 2004/05. Tax revenue still stand as the main source
of revenue for the government contributing 72% of total revenue, followed by capital at 12%,
non-tax revenue at 11%, and grants 5%. Tax revenue increased by 19% compared to its level in
2004/05. This reflected the implementation of consumption tax which amounted to $50.2 million
compensating for 25% or $14.1 million decline in trade tax. Income tax recorded an increase of
10%. Non-tax revenue recorded a small increase from its level in 2004/05 standing at $17.8
million and grants increased by 35%. The most notable increase in revenue is the inclusion of an
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estimated $20.0 million from sales of the government share at the Westpac Bank of Tonga to
finance its redundancy package. This is expected to be a one-off transaction only in 2005/06.
The total expenditure for 2005/06 is estimated at $168.1 million, representing an increase of 51%
from the total spent in 2004/05. The most notable increase is on wages & salary which increased
by over 95% reflecting the commitment by government to the salary settlement MOU of settling
60% of the agreed 60-70-80% salary increase. Furthermore, the government is expected to
payout an estimated $28 million of redundancy packages. About $15 million were spent on
capital expenditure attributed to the continuation of Health sector support project funded under
the World Bank loan. Other expenditures such as purchases of goods & services and subsidies &
transfers were cut down by 33% and 15% respectively in order for the government to meet its
commitment to salaries and at the same time maintained a fiscal level that does not jeopardized
macroeconomic stability.
On the financing side, the government received $10.7 million disbursement from World Bank for
the Health & WAKA projects and drawdown $5.0 million from the ADB Economic & Public
Sector Reform Programme Loan to finance the redundancy programme. As the government made
public debt repayment of $4.7 million, the net level of external financing amounted to $11.0
million. In the domestic financing, the government was able to redeem $1.5 million of matured
bond and an estimated $3.7 million net deposit at the bank.

8.0 Financing Transactions for 2006/07
Net financing transactions measure the manner in which the overall fiscal budget deficit is
financed, or a budget surplus is utilized. Table 7 outlines the financing transactions components
of the 2006/07 budget and the preceding years.
As highlighted earlier in Table 3, the overall fiscal balance for 2006/07 is a deficit of $10.1
million. This will be met through a combination of external and domestic financing. In relation
to external financing, based on a concessional loan agreement negotiated with the World Bank,
disbursements of approximately $13.2 million will be received in 2006/07. This financing is
primarily for Phase III of the health sector support program and the Ministry of Education’s
TESP project. The 2006/07 budget also includes a provision for government to make a public
debt repayment of about $6.7 million. Therefore the net external financing is $6.5 million.
Table 7:

Estimated Financing transactions (TOP $million)
Preliminary Actual
2004/05

Original Estimate
2005/06

Total financing

-10.1

9.2

5.8

10.1

External financing
Disbursements
Repayments
Domestic financing
of which: Bonds
Net Changes in Government Investment/Bank Balance

2.0
6.7
4.7
-1.4
4.0
-10.7

7.2
12.6
5.4
0.0
6.9

11.0
15.7
4.7
-1.5
6.6
-3.7

6.5
13.2
6.7
-1.9
6.2
3.4

ADB Economic & Public Sector Reform Program

2.0

Preliminary
Estimated Outturn
2005/06

Budget Estimate
2006/07

2.0

On the domestic front, the government intends to undertake $6.2 million bond issues in 2006/07
with the purpose of financing $8.1 million bonds scheduled to mature in 2006/07. In addition,
the government will drawdown approximately $2.0 million from the ADB funding received as a
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concessional loan in 2003/04 and $3.4 million from its own cash reserves. The loan is for the
government's Economic and Public Sector Reform Program. Total domestic net financing
amounted to $3.6 million

9.0 Public Debt
At the end of March 2006, provisional data indicates that the total public debt outstanding
amounted to $187.1 million, with external debt amounting to $159.3 million and domestic debt
amounting to $27.8 million.
The total external government debt outstanding is projected to increase to $158.9 million in
2005/06 from $147.9 million in 2004/05. Total external disbursements are projected to be $9.6
million by the end of 2005/06. Funds received were for the completion of WAKA rehabilitation
and Health projects. Principal repayments for 2005/06 are estimated at $4.8 million and interest
payments estimated at $1.9 million. It is important to note that during 2005/06 the Pa’anga
depreciated against our major borrowing currencies which resulted in a much higher government
external debt outstanding balance then projected.
The total domestic government debt outstanding is projected to decrease to $27.5 million in
2005/06 from $29.5 million in 2004/05. Principal repayment for 2005/06 is estimated at $8.5
million. The total government bonds issued remains unchanged as capacity for loan raising was
limited to the amount necessary to finance roll-over of maturing bonds. This also resulted in part
of the stock of matured bond being redeemed. Interest payments on domestic debt are estimated
at $1.8 million.
The total loan guaranteed by government is projected to increase to $13.0 million in 2005/06
from $12.3 million in 2004/05. There was an increase for the guarantee of the squash growers’
facility during the period.
The total loans on-lent by government to public enterprises is projected at $37.0 million in
2005/06, compared to $36.9 million recorded in 2004/05.
During 2005/06 the following loans were entered into by the Government pursuant to section 25
of the Public Finance Management Act. Table 8 is provided pursuant to section 25(3) of the Act.
Table 8:

Government Loans during financial year 2005/06

Lender

Date

Purpose

International
Development Assoc.
(World Bank)

5 July 2005

Tonga Education
Support Project

Public bond issue

25 Aug 2005

Public bond issue
Tonga Development
Bank

Interest rate

Term

Amount

0.75%

30 years

SDR662,000
$1,860,418.60
Funds not yet
Disbursed

Refinance maturing bonds

6.0%

4 years

$3,603,000

29 Jun 2006

Refinance maturing bonds

To be
rolled-over

To be
rolled-over

$3,000,000

17 Jan 2006

Increase guarantee
of squash growers facility

9.65%

7 years

$3,795,054

Details of the government debt are attached as annexures. These contain reporting for statements
of loans to local Statutory Boards and other organisations, external debt, domestic debt, and
guaranteed loans made by the government (as at 31st March 2006).
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Government acknowledges the need to rein in the public debt over the medium term and to keep
it at a sustainable level. At the FY end 2005/06, External debt to GDP is estimated at 33.7% and
Domestic debt to GDP estimated at 6%. The External debt is concessional and Government is
closely monitoring the feasibility of its borrowing and lending levels. With the continued
depreciation of the Pa’anga, the government’s debt sustainability is highly susceptible to
exchange rate shocks. It is crucial that the current reform efforts in both revenue and expenditure
proceed to minimize any possibility of further loans requirement especially with the tight fiscal
situation due to the recent civil service pay increase.

10.0

Public Enterprise Reform

Public Enterprise continue to progress in compliance with the 2002 Public Enterprise Act.
Overall, Public Enterprise performances are mixed. A few enterprises have done well, others are
in distress and have sought financial assistance from Government finances. While some of the
losses might be attributed to public policy or social obligations these are likely to account for
only a small part of the losses.
Table 9:

Public enterprise overall investment 2005/06

Public Enterprises - Overall Investment

$ million

Capital contributed by government

58.7

Revaluation of assets

10

Net result of profitable operations (profit less dividends)

28.2

Losses

(11.5)

Net equity

85.4

Loans

61

Total Investment

146.4

It is important for the Government’s financial health that Public Enterprises are financially
successful as their profits are needed to provide funds to service their capital – either loans or
equity - provided by Government.

10.1.

Dividends

The new requirement of the Public Enterprise Act 2002 for a Statement of Corporate Intent is the
main source for the dividend budget for 2006/07 although historically dividends have been paid
to government on an irregular basis. Table 10 below details the anticipated dividends for
2006/07.
Table 10: Projected Public enterprise dividends

Leiola Duty Free

2005/06
Estimated
Outturn
150,262

Budget 2006/07

200,000

Tonga Communications Corporation

938,381

750,000

Tonga Development Bank
Tonga Timber Ltd

430,000
50,000

397,000
50,000

65,000

114,000

1,633,643

1,511,000

Tonga Water Board
Total
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10.2.
10.2.1

Progress on Corporatisation
Tonga Post Office

Corporatisation of the Post Office has progressed despite the change in the acting CEO,
vacancies in the financial staff and the growing need for skilled personnel to assist with the
transition phase. Work is currently ongoing with draft legislation and the preliminary issues for
corporatisation.
10.2.2

Talamahu Markets

The Ministry of Agriculture and Forestry (MAF) is responsible for overseeing the operation and
management of the market on behalf of Talamahu Market (TMA). Currently work is being done
to amend the Market Regulations and to see which structure would be appropriate in managing
the new proposed market in order for these changes to be reflected. It is expected that the
Talamahu Market will be corporatised by 1st July 2006.
10.2.3

Airports Corporatisation

It is also suggested that a transition be made from the airport being a government agency through
public enterprise and establish corporate management and reporting systems as part of the new
transport sector being phased in. Technical assistance is being provided by the World Bank.
10.2.4

Solid Waste Management

Solid Waste Management Act was passed in October 2005. Currently the corporatisation is being
carried out by the Solid Waste Management Project.
10.2.5

Housing

Government owned houses for government senior staff is proposed to be corporatised and
managed in a commercially viable manner.

10.3.

Progress on Privatization

Privatisation has been initiated on all companies.
10.3.1 Leiola Duty Free
Government has been processing the sale of its shares so that they become minority shareholders.
Finalization is expected to be before the end of the financial year.
10.3.2 Sea Star
Option of winding up is now considered. Government has appointed Ernst and Young to explore
and conduct asset sale.
10.3.3 Tonga Investment Limited
TIL is in the process of privatizing. It is recommended for the business to be sold separately until
it is reduced to a property holding company. Privatization plans are currently looked after by
Tonga Investment Limited itself with the help of Government.

10.4.

Direct Budget Assistance

To ensure that social non commercial policy mandates of Public Enterprises are achieved,
government offers direct budgetary assistance as summarized in Table 11 below.
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Table 11: Public enterprise subsidies
2005/06
(Est. Outturn)

Budget 2006/07

Subsidies for Niuafo’ou and Niuatoputapu
Sea Transportation (Shipping Corporation of Polynesia)
Banking (Tonga Development Bank)
Total subsidies

10.5.

195,000
0

195,000
105,001

195,000

300,001

Technical Assistance

Staff of the Public Enterprise Division consists of 2 professional staff and 2 daily paid workers
whom all work towards achieving the requirements set out in the Public Enterprise Act 2002 and
the goals set out in the Reform Program. The Division has received over the years NZAID and
most recently ADB advisors. While ongoing efforts are focused in acquiring updated information
that will in future permit a proper planning on the various donor assistance required to resolve the
issues. There is an intermediate need to address the problem that aid donors have limited capacity
to respond quickly to requests for assistance which is often the case when an urgent issue arises
in a public enterprise. Moreover, it is hoped that donors will be more prepared to give direct
assistance to enterprises that operate in a commercial environment and to support policy and
regulatory work of public enterprises.
The Government of Tonga has allocated $200,000 for technical assistance to help address public
enterprise reform issues.

11.0

Alternate Classifications of Financial Transactions

Traditionally, the estimates of receipts and payments in the appropriation bill are predicated on
the cash basis of accounting — that is as funds flow into, within, and out of the Kingdom of
Tonga’s bank accounts. Receipts are brought to account in the period in which they are received
and payments are accounted for when the actual disbursement is made from those bank accounts.
The presentation of the Government's accounts in this form is predominantly concerned with
ensuring money is legally able to be spent and is spent on the purpose for which it was provided.
That system of classifying the Government’s financial transaction also forms the basis for
effective cash planning and management. The Program Budget Estimates 2006/07 are prepared
on this cash basis.
However, commencing in the 2002/03 budget the Government adopted the Government Finance
Statistics (GFS) basis as the primary presentation of the budget estimates as set out in Paper 2.
The GFS system of classification is designed to facilitate the study of the macro-economic
impact of the Government’s financial transactions on the economy and therefore assessments of
the sustainability of fiscal policy objectives. It does so by recording separately ‘below the line’
those receipts and payments transactions, such as those associated with raising or repaying loans,
that are primarily associated with the actions necessary to finance a shortfall in government
revenues.
The GFS system of classification also records inflows to government associated with the
repayment of loans made by the government as net lending within the category ‘expenditure and
net lending’, rather than as revenue of the government. Furthermore, by bringing together
expenditures directed towards like purposes, GFS system of classification also facilitates
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presentation of information on the total resources devoted by the Government to those purposes
and allows international comparisons independently of Tongan administrative structures.
Tables 12 and 13 therefore, present reconciliation between the cash inflow estimates as detailed
in the Program Budget Estimates document and the estimates of revenues (inflows) and
expenditures (outflows), classified on a GFS basis, as discussed in the preceding sections of this
paper.
Table 12: Reconciliation between Cash Inflows to the Government of Tonga Fund and
Revenues as per the Budget Statements
Inflows to the Government of Tonga Fund

154,856,277

Plus Inflows to other Funds
Tonga Trust Fund
Revolving Funds
Local Community
Donor Cash Aid
Total Inflows (as per Program Estimates)

10
7,431,049
11,001
44,646,641

52,088,701
206,944,978

Less Inflows classified as offsets to expenditure
1,011,232

Repayments of net lending
Less Inflows classified as financing transactions
External Financing
Domestic Financing
Total Revenues (as per GFS Presentation)

15,206,274
6,183,010

21,389,284
184,544,461

Table 13: Reconciliation between Appropriations the Government of Tonga Fund and
Expenditure as per the Budget Statements
Outflows from the Government of Tonga Fund

158,285,937

Plus Outflows from other funds
Tonga Trust Fund
Revolving Funds
Local Community
Donor Cash Aid
Total Inflows (as per Program Estimates)

10
7,431,049
11,001
44,646,641

52,088,701
210,374,638

Less Inflows classified as offsets to expenditure
Repayments of net lending
Less Outflows classified as financing transactions
External Financing
Domestic Financing
Total Expenditures (as per GFS Presentation)

1,011,232

6,660,747
8,071,458

14,732,205
194,631,201

Table 14 provides a breakdown of funds from all sources estimated to be collected by the various
Ministries and Departments.
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Table 14: Funds to be collected by Ministry
Vote
01
02
03
05
06
07
08
09
10
11
12
13
14
15
16
17
18
19

Ministry

Budget Estimate
2005/06
2
741,222
30,002
136,433,204
5,127,165
6,503

Palace Office
Legislative Assembly
Prime Minister's Office
Audit Department
Ministry of Finance & National Planning
Ministry of Foreign Affairs
Tonga Defence Services
Ministry of Lands, Survey, Natural Resources &
Environment
Ministry of Justice
Ministry of Police, Prisons & Fire Services

2,801,158
552,000
1,649,387

Ministry of Education, Women Affairs & Culture

9,116,762
11,256,215

Ministry of Health
Ministry of Agriculture, Food, Forests & Fisheries

3,070,454

Ministry of Labour,Commerce and Industries

1,182,019
557,959
2,272,429
826,791

Tonga Visitor's Bureau
Ministry of Works
Ministry of Transport
Ministry of Employment, Training, Youth & Sports

1,492,221

Total

177,115,493

Budget Estimate
2006/07

%

2
400,001
811,442
33,062
152,995,380
12,619,141
8,539

0.0
0.0
0.4
0.0
77.0
2.9
0.0
1.6

2,944,495
493,320
1,676,843

0.3
0.9
5.1

16,520,201
8,289,798

6.4
1.7

2,942,015

0.7

1,125,103
436,400
2,444,673
1,712,341

0.3
1.3
0.5
0.8

1,492,221

100.0

206,944,978

%
0.0
0.2
0.4
0.0
73.9
6.1
0.0
1.4
0.2
0.8
8.0
4.0
1.4
0.5
0.2
1.2
0.8
0.7
100.0

Table 15 provides a breakdown of funds appropriated from all sources and for all purposes
expected to be available to the various Ministries and Departments compared to the 2005/06
Budget.
Table 15: Funds to be Appropriated by Ministry
Vote Ministry
01
02
03
04
05
06
07
08
09
10
11
12
13
14
15
16
17
18
19
20

Palace Office
Legislative Assembly
Prime Minister's Office
Commissioner of Public Relations
Audit Department
Ministry of Finance & National Planning
Ministry of Foreign Affairs
Tonga Defence Services
Ministry of Lands, Survey, Natural Resources &
Environment
Ministry of Justice
Ministry of Police, Prisons & Fire Services
Ministry of Education, Women Affairs & Culture
Ministry of Health
Ministry of Agriculture, Food, Forests & Fisheries
Ministry of Labour,Commerce and Industries
Tonga Visitor's Bureau
Ministry of Works
Ministry of Transport
Ministry of Employment, Training, Youth & Sports
Crown Law Department
Total

Budget Estimate
2005/06

%

3,438,735
2,941,091
4,902,878
141,470
633,648
62,754,550
10,162,997
6,310,273

1.9
1.4
2.3
0.1
0.3
29.8
4.8
3.0

4,471,685
1,876,503
6,529,844

0.9
3.1

24,334,767
25,710,242
7,137,954
1,903,411
1,334,793
7,072,475
2,528,963
2,346,976
1,026,541
177,559,796

2.1

11.6
12.2
3.4
0.9
0.6
3.4
1.2
1.1

Budget Estimate
2006/07

%

4,942,547
3,341,092
5,055,915
243,743
698,868
65,060,256
18,430,010
6,963,627

2.3
1.6
2.4
0.1
0.3
30.9
8.8
3.3

4,701,126
2,036,818
8,226,302

1.0
3.9

37,924,436
28,189,348
7,648,894
2,090,828
1,639,793
5,731,835
3,133,366
3,164,502
1,151,332
210,374,638

2.2

18.0
13.4
3.6
1.0
0.8
2.7
1.5
1.5

100.0
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REGIONAL AND RURAL DEVELOPMENT
The Regional and Rural Development program encompasses Tongatapu, Ha’apai, Niuas, ‘Eua,
and Vava’u. Amongst Government’s development strategies outlined in SDP8 to achieve a
better standard of living, sustainable economic growth, and better quality of life throughout the
outer islands and rural areas in Tonga is ‘ improving infrastructures and utility services ‘.
Based on extensive consultation with communities, private and public sector organizations, civil
society organization, the Government has identified developing infrastructures and the utility
services will unswervingly contribute to better quality service for both public and private sector,
and ultimately contribute to alleviating poverty.

1.0

Financial Assistance

The Governments of Australia, New Zealand, European Union, and Japan remain the core donors for
regional and rural development in the Kingdom of Tonga. The total financial contribution to regional and
rural communities for 2005/2006 FY is estimated at TOP $10.3 million. This total allocation includes an
additional TOP $1.06 million, which funded by Japan-GGP scheme that were approved in the 2004/2005
FY but approximately 99 percents of the actual disbursement was carried out in the 2005/2006 FY. Figure
1, Table 1, and Figure 2 highlight the distribution of the financial aid by donors and regions during this
period.
Table 1:

Regional Distribution of Donor Aid 2005/2006 (TOP$)

‘Eua
Donor/Region

Niuafo’ou &
Ha'apai

Japan

149,800

New Zealand

304,313

Australia
European Union,
EU
TOTAL

698,560

Vava'u

Niuatoputapu

530,003
80,686

59,221

331,038

Percentage
Tongatapu

Total Aid

Distribution

2,079,488

3,457,851

34

1,059,706

1,503,926

14

454,594

785,632

8

3,593,788

4,575,799
10,323,208

44
100

4,575,799
454,113

1,029,598

5,186,488

59,221

Total Percentage
4.5
10
50
.5
35
100
Distribution
Note : Total: T$10,323,208 – reflects the approved amounts and actual expenditures during 2005/2006
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Figure 1:

Distribution of Financial Aid by Donors – 2005/2006
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Figure 2:

Distribution of Financial Aid by Region – 2005/2006
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Table 2 illustrates the Regional and Rural Development Committees and financial aid partners,
and with their responsible development region.
Table 2:

Regional and Rural Committees Information – 2005/2006

Name of Region

Core Donor

Secretariat

‘Eua

New Zealand

CPD

Hon Chairman of Regional and Rural
Development Committees
Hon. Deputy Prime Minister

Ha’apai

Australia

CPD

Hon. Deputy Prime Minister

Vava’u

European
Union

Ministry of Foreign
Affairs

Hon. Minister of Foreign Affairs

Niuas

New Zealand

CPD

Hon. Deputy Prime Minister

Tongatapu&
Rural Areas

New Zealand
Australia
EU
Japan (GGP)

CPD

Director of Planning

2.0

Niuas Region

The Government of New Zealand still remains the core donor for the two Niuas with an
estimated total expenditure of NZ $59,221.36 for 05/06 FY.
2.1.

Niuafo’ou Electrification

The Niuafo’ou electrification project expenditure as to date is estimated to be approximately NZ
$39,947.25. The contractor (Pacific Energie-Total Energie) has been successfully nominated and
the Contract Document has been signed on November 15th 2005. Procurement and mobilization
was conducted in March 2006. Project implementation is currently underway, which is
envisaged to be completed in May 2006. Furthermore, the construction of the Stand Alone office
was estimated at TOP $52,499 and has been successfully completed.
2.2.

Niuatoputapu New High School

The Niuatoputapu New High School is estimated to be a total of NZ $19,273.91 so far. The last
site visit took place in 2004/2005 FY due to lack of flights to the Niuas. On the last site visit
assessment, Phase 1 had been completed with a total of TOP $ 300,000, but the quality of
construction was very unsatisfactory.
As a brief background, this project has been stagnated since June 2003 due to contractual
shortfalls. NZAID had terminated the original contractor, Meritech, and all-contractual
arrangements in 2004. This included all contractual and sub-contractual provision. The NZAID
had selected Kramer Engineer Ltd to be the contractor for completing Niuatoputapu New High
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School. Kramer Engineer Ltd had put forward further recommendations to remedy Phase 1 and
complete Phase 2. These recommendations have been submitted further to NZAID, CPD,
Ministry of Education, and had been circulated amongst the Niua Development Committee
Members. The Ministry of Education and NZAID had vetted and agreed to some cost cutting
strategies including modifications to the scope of work that was designed for Phase 2. The
NZAID had also decided to include Ministry of Work to partake in the supervision of the
construction of Phase 2. A PMC had also convened to oversee rectifying Phase 1 and completion
of this project.
There are also several other projects outlined below in Table 3 that were implemented in
2005/2006 FY in the Niuas.
Table 3:

Other Projects Funded and Implemented in 2005/06 FY.
Project Titles

Location

Approved
Allocation
(TOP)

Groups
Contribution
(TOP)

Output

Project
Status

1.

Niuafo’ou
Electrification
Stand
Alone
Office

NF

52,499

In
kind
contribution

Stand Alone Office

Completed

2.

Likumonu
Hostpital
at
Niuatoputapu
Niuafo’ou
Kava
Growers
Generator
Niuatoputapu
Kava Growers
Generator
TOTAL (TOP)

NTT

14,684

In
kind
contribution

1 brand new 13kva
generator

Completed

8,269

In
kind
contribution

1 brand new 4kva
generator

Completed

8,269

In
kind
contribution

1 brand new 4kva
generator

Completed

3

4

NF

NTT

83,721

Subsequently, there are also pipeline projects, which were proposed by the Niua Development
Committee, and have been finalized. These project proposals include; Niuas Strategic Master
Plan, Wharf upgrade in Niuafo’ou and Niuatoputapu, Roads Upgrade for both the Niuas,
Upgrade on Water Reticulation in Niuatoputapu, and Tafahi Blasting. These projects are still
pending and awaiting for donor’s consideration for funding.

3.0

‘Eua Region

The Government of New Zealand continues to be the core donor for ‘Eua with a total expenditure
estimated at NZ $304,313.49 (equivalent to TOP $381,392) so far for this FY.
3.1.

Eua Water Supply Upgrade Project (EWSUP)

The total expenditure so far for the EWSUP is estimated at NZ $204,313.49 (equivalent to TOP
$256,063 at .7979). The total cost envisaged to complete this project successfully is
approximately NZ $3 million. The duration for the construction phase is projected to be 12 – 18
months. The remarkable milestone for the ‘Eua Development Committee in 2005/2006 is the
approving of the Project Implementation Document by Cabinet in January 2006. Additionally,
the ‘Eua Community Consultations were successfully completed at the end of 2005 in regards to
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the Institutional arrangement that Tonga Water Board, on behalf of Government of Tonga, will
manage the project but subjective to review after four years. There is also the ‘Eua Water Usage
Association/Committee which had been established to assist throughout the project
implementation and management process. The ‘Eua Water Usage Association will also review
the performance of the Tonga Water Board within the next four years.
The Project Manager had been selected and Project implementation is anticipated to commence
in early May 2006.
3.2.

‘Eua Agricultural and Tourism Roads Project

The ‘Eua Agricultural and Tourism Roads Project is expected to complete in May 2006. The
NZAID has agreed to upgrade the 10km from basic coral filling to tar sealing. The New Zealand
Grant Funding Arrangement has recently allocated a total of TOP $302,008 to Ministry of Work
to enable the completion of this project successfully. Additionally, the total disbursement
allocated for this project in the 2004/05FY has estimated at NZ $100,000 (equivalent to TOP
$125,329 at .7979)
Table 4:

Table 4 shows the projects which were approved and currently ongoing in ‘Eua.

Project Titles

Location

Approved
Allocation
(TOP)

Groups
Contribution
(TOP)

Output

Project
Status

Ha’atu’a,
‘Eua

313,375 funded
by NZAID

In kind
contribution

Coral filling and
Tar sealing of
TCC Road
(3kms),
Lakufa’anga
Road (5kms), &
Ha’aluma Road
(2kms)

Ongoing

INFRASTRUCTURE
1.

‘Eua Agricultural and
Tourism
Roads
Project.

TOTAL

313,375

Furthermore, the ‘Eua Master Plan is envisaged to commence in early May 2006. Technical
Assistance from ESCAP is expected to arrive here in Tonga during this period to conduct the
consultation, surveying, formulating, and compiling of relevant data for the ‘Eua Master Plan.
Additionally, there is also the project proposal of Upgrading Kaufana Airport, which also had
been conveyed to NZAID for funding consideration.

4.0

Ha’apai Region - Ha’apai Development Fund (HDF)

The Government of Australia (GOA) remains the core donor for the Ha’apai region with a grant
of TOP $377,826.02 for 2004/05 FY. In 2005, work was undertaken with implementation of the
new projects for the Ha’apai Development Fund (HDF) under the Tonga Community
Development Scheme (TCDS). Table 3.6 below provides the details of the projects endorsed by
GOT and funded by Government of Australia.
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Table 5:

Ha’apai Projects Under the Ha’apai Development Fund (AusAID), 2005

Project Titles

Location

Approved
Allocation
(TOP)

Groups
Contributi
on (TOP)

Expected
Outputs

Project Status

HEALTH
1.

Nomuka Women in
Development
(WID) Cement
Water Tanks
(CWT)

Nomuka

26,137.80

2,904.20

13 x 2,200 gallons
plus 3 gutterings

Not yet
Implement

2.

Fieinua WID Group
WCT

Hihifo

30,159

3,351

15 x 2,200 gallons
plus 3 gutterings

Completed

3.

Kulupu
Mala’evakapuna
WCT

Koulo

8,042.40

893.60

4 x 2,200 gallons
plus 3 gutterings

Completed

4.

Melino moe ‘Ofa
WCT

Hihifo

10,053

1,117

5 x 2,200 gallons
plus 3 gutterings

Completed

5.

Kulupu
WCT

Pangai

6,031.80

670.20

3 x 2,200 gallons
plus 3 gutterings

Completed

6.

Mo’unga’one
Community
Committee WCT

Mo’unga’one

8,562.60

951.40

Renovation
of
existing
public
toilet

Completed

7.

Niu’ui Hospital
Board of Visitors

Hihifo

50,000

5,000

Health Inspector
Residential
Quarter

Not yet
Implement

8.

‘Uiha/Felemea
Community
Committee

‘Uiha

54,000

6,000

Staff Quarter &
Renovation
of
existing clinic

Not yet
implemented

9.

Mo’unga’one
Community
Committee

Mo’unga’one

59,947.20

6,660.80

Construct
23
composting toilets

Completed

Pangai

63,000

7,000

Upgrading Home
Economic
Classroom with
Equipment

Ongoing

Fangalahi

EDUCATION
10.

Pilolevu
&
Taufa’ahau College

INCOME
GENERATION
11.

Houmatala Credit
Union

Faleloa

13,266

1,474

Planting 22 acres
of mulberry

Ongoing

12.

Houmatofua Credit
Union

Tongoleleka

5,760

640

Planting 8 acres
of peanuts

Ongoing

13.

FWC Youth

Pangai

4,500

500

Planting different
varieties
of
vegetables

Ongoing

14.

Foa District
Committee

Foa District

5,592

608

Planting
Mulberry

Ongoing

15.

Lolopua
Cooperative Society

Fotua

12,324.69

1,369.41

Purchase
fishing boat

Paper
23ft

Not yet
Implement
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16.

Toa Ko
Fineumiuminoa
Credit Union

Tongoleleka

TOTAL

5.0

20,449.53

2,272.17

377,826.02

41,411.78

Purchase 23ft
fishing boat &
40hp outboard
engine

Implement

Vava'u Region

The European Union (EU) remains the core donor for development projects for the Vava’u
Region. It is estimated that a total expenditure of approximately TOP $4.6millon was recorded
for 2005/2006 FY. The committed disbursement constituted a 9 Health Staff Quarters
(>$910,000), Primary School Upgrades (>707,000), Medical, Office, Laundry and Mowing
Equipment (>$300,000), Prince Ngu Hospital Renovation (>$50,000), Technical Services
(>$86,000), Education Boat (>$50,000), NSA Budget (>297,000) and the PMU Administration
cost to date (>$75,800). Figure 3 below also provides the list of activities that were approved
from last FY, and had rolled over to 2005/2006.
Table 6:

Programme Fund Disbursement by Project Activities 04/05

Source: VSSSP, PE1

6.0

Rural Development Programme

“Rural Community” is defined to include all the outer island villages, all villages in Tongatapu,
including low-lying areas of Nuku’alofa such as Sopu and Popua.
The Government of New Zealand, the Community Development Fund (NZCDF); the
Government of Australia (GOA), the Tonga Community Development Scheme (TCDS); Japan’s
Grant Assistance for Grassroots Projects (GGP); and EU provide the financial assistance for the
majority of the Regional and Rural Development Program in Tonga.
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6.1.

New Zealand Community Development Fund (NZCDF)

The NZCDF directly funds assistance for villages and community development activities. Given
that the program is community based and the communities/villages identify their respective
priorities, as a corporate body. In most cases, project recipients must contribute in cash and in
kind to the total project costs.
Table 6 provides a list of projects that were approved and implemented under the NZCDF for
calendar year 2005/2006. The Government of New Zealand contributed a total of TOP
$537,513.51 in 2006, which is approximately 76% of the total all project’s costs. The remaining
24%, approximately TOP$140,011.77, is the contribution of the projects’ beneficiaries.
Table 7:

Projects Funded from the New Zealand Community Development Fund – 2005/2006

Project Titles

Approved
Allocation
(T$)

Village
Contributi
ons (T$)

Project
Locations

Project Outputs

Project
Status

1.

Matahau Village
Water Upgrade

20,000

5,000

Matahua

New Water engine
and pump, tank with
stand

Complete

2.

Esia Village Hall

23,705

5926.38

Esia, Eua

New
Community
Hall for Esia Village

Ongoing
(second and
final tranche
covered
FY05/06)

3.

Langafonua
–
Heilala Mahanga
WID group

11,256

2881.50

Vaini, Tongatapu

Plantation Project

Ongoing

4.

Anglican Church

15,000

3750.00

Railway
Road,
Nuku’alofa

Renovation
Training Centre

6.

Mata’aho Village

Tongatapu

Mata’aho,Eua

9,922

Angaha,
Eua

Ha’ateiho,
Tongatapu

15,000
9.
Langafonua ‘a
Fafine Tonga – Tonga
Women
and
her

15,560

Complete

Renovation
Angaha

Complete

to

Coral
fill
33
swampy
town
allotments
in
Ha’ateho

Complete

Conduct
workshops
Tongatapu

Ongoing

3750.00

3890.00

All villages in
Tongatapu

(final
tranche
covered
FY05/06)

(Second
and Final
tranche
covered
FY05/06)

5000.00

8.
Halataufateau
Women’s Group

Ongoing

Renovation
to
Mata’aho Village
Community Hall

2480.00

7.
Paea Poto WID
group of Angaha

20,000

to

33
in
to

(Final
tranche
covered
FY05/06)
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Project Titles

Approved
Allocation
(T$)

Village
Contributi
ons (T$)

Project
Locations

Project Outputs

Heritage

exchange,share
and
collect
knowledge
on
Tongan tradition
and culture

10.
Funga’onetake
WID group

Navutoka,

4817.51

Ongoing

Tongatapu

Establish
20
cement seats and
rubbish bins along
the village shores

Lapaha,
Tongatapu

College Computer
room upgrade

Ongoing

9979

Veitongo,
Tongatapu

Road
Upgrade,
Tar sealing

Ongoing

Tongatapu

Youth Parliament

Complete

Matahau,
Tongatapu

Fencing
of
Primary School

Ongoing

Longoteme,

Water Project

Ongoing

1204.38

11. Takuilau College
T$17,648
12.
Veitongo
road
management committee

T$20,000

5000

13. Tonga National
Youth Congress

T$25,000

6250

14. Matahua
School

T$19,859

4964.75

Primary

15. Longoteme Village
T$19,997
16.
Women
Law(WILA)

4999.25

in

17.
Makapaeo
Community Group

T$20,000

5000

T$20,000

5000

18. Tonga Community
Developmen Trust
47,000

20,000

5000

20,000

5000

5336.50

1334.13

14,000

3500

21. Lomalinita Group
WID
9375

2343

12,000

3000

22. Pangai Youth Group
23. Matangalilo ‘o Alaki
12,000
24. Lusia ki Taulanga

Tongatapu

Establish
community
centre

a
law

Ongoing

Houma,
Tongatapu

Road construction
–coral filling

Ongoing

Tongatapu

Composting and
Organic
Gardening project

Ongoing

Establish
permanent water
supply project

Ongoing

Pangaimotu,
Vava’u

Plantation project

Ongoing

Neiafu, Vava’u

Workshops

Ongoing

Vaini,
Tongatapu

Roading
project

upgrade

Ongoing

Fasi,
Tongatapu

Construction
of
improved fale for
tapa making

Ongoing

Pangai, Eua

Community
renovation

Hall

Ongoing

Alakifonua,
Tongatapu

Construction
of
Handicraft shop

Ongoing

Pangai, Eua

Construction of a
small
village
market

Still
in
pipeline

Utungake,
ava’u

19. Ironman Ministry
20. Vava’u Handicraft
Association

Tongatapu

11,750

18.
Utungake
Community Project

22. Veilomani
group

Project
Status

3000

20,000
5000

V
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Project Titles

Approved
Allocation
(T$)

Village
Contributi
ons (T$)

25. Comcare

80,000

27.
Fetokoniaki
Fafine Afitu

2084.38

‘a

TOTAL

2925

537,513

140,012

Project
Status

Roading project to
assist
with
resettlement
of
Patangata
Community
to
Popua

Still
in
pipeline

Fatai,

Upgrade
supply

Water

Still
in
pipeline

Pandanus
plantation projects

Still
in
pipeline

Tongatapu
Holopeka,

11,700

Project Outputs

Popua,
Tongatapu

20,000

26. Fatai Village
8337.50

Project
Locations

Ha’apai

All applicants must contribute 25% of total amount requested to project whether it be in money
value or in-kind.
FN1:

6.2.

Australian Community Assistance Scheme (ACAS) under TCDS

Table 7 lists the activities that were approved under the Australian Community Assistant Scheme
(ACAS) for 2005. The GOA contributed a total of TOP $758,180.20, which is approximately
90% of total project’s costs. The projects’ beneficiaries contribute the remaining 10%,
approximately TOP $76,162.
Table 8:

TCDS – Australian Community Assistance Scheme, 2005 – Tongatapu only

Project Titles

Location

Approved
Allocation
(TOP)

Groups
Contributi
on (TOP)

Completed Outputs

Project
Status

HEALTH
1.

Makapaeo
Village
Water
Supply (VWS)

Makapaeo

43,000

In-kind
Contributio
n

Water tank stand, 1
water tank @3,000g,
water pump unit,
water pipes, 17
water meters, new
electricity line for
the
submersible
water pump

Completed

2.

Kulupu
Fangufangu
Siliva
Water
Cement Tanks
(WCT)

Te’ekiu

40,500

4,500

25 x 2,200 gallons
plus 2 gutterings

Completed

3.

Kulupu
Fakalakalaka ‘a
Fafine WCT

Matangiake

48,600

5,400

30 x 2,200 gallons
plus 2 gutterings

Completed

4.

Kulupu
Fakalakalaka
Kotongo WCT

Kolonga

38,880

4,320

24 x 2,200 gallons
plus 2 gutterings

Completed
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5.

Kulupu Ta’e’iloa
WCT

‘Alakifonua

16,200

1,800

10 x 2,200 gallons
plus 2 gutterings

Completed

6.

Kulupu
Fie’aonga WCT

Pili

11,340

1,260

7 x 2,200 gallons
plus 2 gutterings

Completed

7.

Kulupu
Fietokoni WCT

Ma’ufanga

43,740

4,860

27 x 2,200 gallons
plus 2 gutterings

Completed

8.

Kulupu Fakalaka
‘a Fafine WCT

Havelu
Lulunga

21,060

2,340

13 x 2,200 gallons
plus 2 gutterings

Completed

9.

Ha’akame
Community
Committee WCT

Ha’akame

13,230

1,170

8 x 2,200 gallons
plus 2 gutterings

Completed

INCOME
GENERATION
10.

Niutu’utolu
Community Dev.
Group

Kanokupolu

7,735

859.50

Planting 15 acres of
mulberry

Implement

11.

‘Otulangi Credit
Union

Lapaha

24,876.20

2,763

Planting 5 acres of
watermelon,
peanuts, potatoes &
tomatoes

Completed

12.

Makamaka
‘Aleva
Multipurpose
Cooperative
Society

Hoi

17,370

1,930

Planting 2½ acres of
potatoes, 2 acres
tomatoes, 3½ acres
capsicum & 7 acres
of peanuts

Completed

13.

Vili’anga
Okooko
Cooperative
Society

‘Ahau

29,430

3,270

Build
6
fences
“60x35” consists of
5 pigs & 1 boar

Completed

Va’epopua

387,639

43,071

Landfill 49 swampy
areas in Popua for
relocation
of
Patangata
Residences

Terminated

758,180.20

76,162.50

LANDFILL
14.

Community
Comcare
Patangata

TOTAL

6.3.

–

Japan’s Grant Assistance for Grassroots Projects (GGP)

Japan’s Grant Assistance for Grassroots Projects (GGP) is a bilateral aid program that provides
non-refundable financial assistance to non-government organizations (NGOs), hospitals, primary
schools, research institutes and other non-profitable organizations to implement development
projects at the grassroots level. The GGP contributed a grand total of TOP $2,131,095. Table 8
below lists the projects that were approved for Phase 2, in 2004/2005 and for Phase 1 and 2 in
2005/2006.
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Table 9:

Japan’s Grant Assistance for Grassroots Projects – 2005/2006

Project Titles

Location

Approved
Allocation from
Japan (TOP)

Project Outputs

Project Status

1.
2.

2004/05 – Phase 2
Niu’ui Hospital
GPS Fakakai

Pangai, Ha’apai
Fakakai, Ha’apai

58,576
132,300

Completed
Completed

3.

GPS Ha’ano

Ha’ano, Ha’apai

79,100

i. Medical Equipment
i. Supply of 2x2
classrooms
ii. 4 toilet units
iii. 2x2200gal wctank
iv. 20 GGP Sign Board
Supply of materials,
Construction
of
3
Classrooms

4.

Faleloa Water Supply

Faleloa, Ha’apai

65,450

Completed

5.

Felemea
Supply

Felemea,
Ha’apai

33,477.56

Completed

6.

Tonga Red Cross

Nuku’alofa,
Tongatapu

46,450

Shuttle van

Completed

7.

GPS Fatai

Fatai, Tongatapu

82,400

Completed

8.

GPS Popua

Popua,
Tongatapu

131,600

9.

Tupou High School
Vaololoa Campus

Vaololoa,
Tongatapu

290,969.55

10
.

GPS Malapo

Malapo,
Tongatapu

20,900

Classrooms , 8 toilets
units,
1x5000gal
wctank
iv. 20 GGP Sign Board
Two blocks x Two
c/rooms ea 8 toilets
units,
1x5,000
gal
wctank, 20 GGP Sign
Board
Supply of materials,
Construction
of
2
Storey
Classroom
Building
Supply of materials,
Construction of 4 Toilet
units

11
.

Taoa Water Supply

Taoa, Vava’u

121,910.60

1.

2.

Water

SUB - TOTAL
2005/06 – Phase 1
Manuka
Water
Supply

Manuka,
Tongatapu

111,142.27

Hoi Water Supply

Hoi, Tongatapu

115,799.50

Completed

Completed

Ongoing

Completed

Completed

1,063,134
One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 70
water meters, Pipes and
plumbing materials for
renewing old water
pipes
One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 100
water meters, Pipes and
plumbing materials for
renewing old water
pipes

Completed

Completed
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3.

Nukuhetulu
Supply

4.

Nukuhetulu,
Tongatapu

92,561.32

Puke Water Supply

Puke, Tongatapu

91,431.77

5.

‘Utulau
Supply

Water

‘Utulau,
Tongatapu

120,841.47

6.

Lomaiviti
Supply

Water

Lomaiviti,
Tongatapu

75,187

7.

GPS Ta’anga

‘Eua

149,800

8.

‘Ofa mo’oni PreSchool
SUB - TOTAL
2005/06 – Phase 2
Vaotu’u
Water
Supply

Pangai, Ha’apai

51,200

Vaotu’u,
Tongatapu

139,171

2.

Tonga Institute of
Science
&
Technology (TIST)

‘Anana,
Tongatapu

150,000

3.

Upgrading Electrical/
Electronic (TIST)
Longomapu
Water
Supply

‘Anana,
Tongatapu
Longomapu,
Vava’u

4,071

Electrical Equipment

149,561

Houma Water Supply

Houma, Vava’u

141,508

One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 53
water meters, Pipes and
plumbing for renewing
old water pipes
One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 53
water meters, Pipes and
plumbing for renewing
old water pipes

1.

4.

5.

Water

One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 95
water meters, Pipes and
plumbing for renewing
old water pipes
One New Water Pump
135 water meters, Pipes
and
plumbing
for
renewing old water
pipes
One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 120
water meters, Pipes and
plumbing for renewing
old water pipes
One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 53
water meters, Pipes and
plumbing for renewing
old water pipes
3 New Classrooms
4 Toilets Units
1 x 5,000g WCT
1 Staff House
1 x 5,000g WCT
1 Staff House

Completed

Completed

Completed

Completed

Ongoing, will be
completed by June
2006
Completed

807,463.33
One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 53
water meters, Pipes and
plumbing for renewing
old water pipes

Ongoing, will be
completed in June
2006

Implementation is
hold until Japanese
Volunteer
is
resumed (May 1st,
2006)
Completed
Ongoing, will be
complete in June
2006

Ongoing will be
complete in June
2006
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6.

Holeva Water Supply

Holeva, Vava’u

117,024

7.

Kauvai Water Supply
#1

Kauvai, Ha’apai

136,065

8.

Kauvai Water Supply
#2

Kauvai, Ha’apai

149,768

SUB – TOTAL
GRAND - TOTAL

7.0

One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 53
water meters, Pipes and
plumbing for renewing
old water pipes
One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 53
water meters, Pipes and
plumbing for renewing
old water pipes
One New Water Pump,
One Water Tank 5,000g
with Tank Stand, 53
water meters, Pipes and
plumbing for renewing
old water pipes

Ongoing will be
complete in June
2006

Ongoing will be
complete in June
2006

Ongoing will be
complete in June
2006

987,168
2,131,095.04

Summary

There has been a substantial increase of the total financial assistance by external donors for
regional and rural development during the period 2005/06 last financial. The Government of
Japan, through their Grant for Grassroots Project (GGP) Scheme contributed a total of TOP
$3,457,851 compared to TOP $1,555,184 from 2004/05. The Government of Tonga negotiated
with EU to inject approximately TOP $4,575,799 towards it regional and rural development
initiatives during 2005/06, compared to TOP $975,732 spent in 2004/2005 FY. The Government
of Tonga in collaboration with the Government of Australia through AusAID’s Tonga
Community Development Scheme provided a total of TOP $785,632 for development efforts
targeting poverty alleviation. This is an increase from 2004/05 (TOP $677,344).
The
Government of New Zealand continued to assist the Government of Tonga in financing
community development initiative throughout 2005/06.
Table 9 illustrates the budget committed for these development programmes, which is significant
for planning purposes for the next 3 years.
Table 10:

Externally – Funded Outer Island Development Programmes ($’000)

Donor Countries

2005/2006

2006/2007

Community Assistance Scheme

765

765

Ha’apai Electrification Project

76,5

0

TOTAL

841.5

2007/2008

2008/2009

AUSTRALIA

NEWZEALAND
‘Eua Dev. Program
Water Supply Upgrade

1,300

1,600

0

Other Projects

250

200

400

400

Niuas Dev. Program
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Electrification

500

300

0

NTT High School

300

700

0

Nature Tourism

70

TOTAL

2,420

1,800

400

400

JAPAN
Water Supply Upgrade

1,486.1

School Upgrade

216.2

TOTAL

1,702.3

EU
Social Sector Support

4,575,799

TOTAL

4,575,799

At this stage it is a high priority to achieve the standard of basic services delivery for the outer
islands and the rural areas in Tongatapu. Through the consultation for SDP8, the major basic
services delivery identified by the communities in both the outer islands and rural areas were:
•

Infrastructure development, particularly transport

•

Better market access and information

The Government of Tonga recognizes that infrastructural development is essential for any
poverty reduction strategies in the remote areas throughout Tonga.
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