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The economy continues to expand strongly supported by household spending and exports. External
balances are improving while public finances keep struggling with low revenues. Political strife has
calmed from elevated levels in 2015 but the security situation is challenging.

Country Risk Analysis
Growth surprises on the upside yet again. High economic growth has long been one
of Bangladesh’s main credit strengths. The authorities estimate that real GDP
expanded by 7.1% in the fiscal year (FY)
2016 that ended in June this year. This is
an acceleration from 6.6% in the
previous year and quite a remarkable
achievement in the current global
context. An average GDP growth of
about 6.4% in the past five years is
higher and more stable than the average
for economies in the same risk class. This
is being said while noting that observers
such as the World Bank have expressed
some scepticism over possibly
exaggerated official headline growth
numbers.
Consumption continues to propel the economy. The rapid growth is upheld by
consumption, mainly by households. This comes despite a decline in workers’
remittances from the Middle East. Overall consumption stands for about 80% of
Bangladesh’s economy. Exports and public investment have also picked up with
several large construction projects nearing completion, including the Padma bridge,
the Dhaka metro rail network and several power plants. On the supply side, the
manufacturing industry, standing for nearly 28% of GDP did particularly well in the
past year.
Inflation edging down. Bangladesh has a history of higher inflation than its peers
(7.2% in the past 5 years) which is commensurate with higher than average economic
growth. At the same time, inflation has been reasonably stable. In FY 2016 it edged
down to 5.5% mainly due to lower food prices which compensated for upward
pressures from wage increases for public sector employees. The central bank which
cut interest rates to 6.75% in early 2016 targets inflation of 5.8% in the current fiscal
year.
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External balances are relatively favourable. Bangladesh has had, contrary to most
peers, a broadly balanced (or even positive) current account in the past decade.
Earnings returned from workers abroad have traditionally not only supported
household spending but also provided a significant boost to the capital account.
Bangladeshis working abroad return funds that on average amount to nearly 10% of
GDP in the past four years. This is comparable to countries such as the Philippines
and Sri Lanka. During 2016, however, remittance inflows have started to shrink,
most importantly due to lower flows from the Middle East. As this largely is related
to a lower oil price regime, there is a risk that these flows will not rebound in the
medium-term. Despite the decline, the current account shifted from a marginal
deficit to a small surplus in the fiscal year ending in June 2016. The main reason was
a compensating uptick in exports, chiefly garments exports.
External debt is low and mostly held by the public sector. External debt is very low
compared to peers. The public sector stands for the vast majority of it. This debt is
entirely due to official creditors, a significant share of it is on concessional terms and
its average maturity is long.
Capital inflows driving up reserves
and the exchange rate. Inflows of
medium and longer term capital have
continued to put upward pressure on
the nominal exchange rate. While
active interventions from the central
bank has managed to keep the
exchange rate versus the USD
roughly stable, the Bangladeshi taka
has appreciated quite significantly in
real trade weighted terms. The
inflows have led to a continued rise in
foreign reserves which recently
surpassed USD 30 bn. Covering
roughly 8 months of imports this provides an adequate cushion.
Fiscal policies struggle with low revenues. Bangladesh has comparably high
nominal tax rates but one of the lowest tax revenue to GDP ratios in the world. This
is due to both poor administration and naturally due to low incomes. Although
budget deficits, despite this,
traditionally have been manageable,
low revenues put limits to growth
critical expenditures. The FY17
budget targets a deficit of 5% of GDP,
slightly higher than the actual deficit
in FY16. Meanwhile, the government
is seeking to broaden the tax base.
Measures include getting more
people to pay income tax (less than
1% of the population pays income
tax) and, more importantly
introducing a new and long delayed
VAT in mid-2017.
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Debt burden is very low. Public debt is on a gradually declining trend and, at about
34% of GDP, it compares very favourable to peers. Most other debt metrics also
compare very favourably but the government’s interest rate costs as a share of the
country’s minimal revenues are high compared to peers. In addition, more than 40%
of the debt is denominated in foreign currency which raises the vulnerability to
swings in the exchange rate. Bangladesh has a default-free track record.
Banking sector remains in poor state. Bangladesh’s banking sector is relatively large
given the country’s level of development, and assets as a share of GDP continued to
rise in the past year. Consequently, financial problems in the sector would risk
spilling over to the sovereign. Moreover, it is the state-owned banks accounting for a
significant although shrinking share of the banking sector’s assets that are facing the
greatest challenges. Although the share of non-performing loans among these banks
have declined marginally recently in line with the rest of the sector, they still average
above 20%. Meanwhile, poor asset quality has led to a continued decline in
profitability for the sector as a whole, and capital adequacy has worsened with the
state-owned banks lying below the regulatory minimum.
Outlook is characterized by high potential and deep challenges. Most observers
tend to agree that the economy’s potential is vast. However, it remains undermined
by various bottlenecks to supply, including from infrastructure, excess regulation
and persistent political and social conflicts. The government aims at reaching average
economic growth of 7.4% in the period up to 2020. This is feasible assuming that
pubic investment spending stays robust. However, growth around 6-7% appears
more realistic.
Although a continued progress with foreign-backed infrastructure projects is
expected, the political, social, and economic situation is likely to remain relatively
unconducive to private foreign investment. The poor business climate is reflected in
the World Bank’s most recent doing business indicator where the country advanced
two places but still lies at 176 out of 190 countries. The investment environment also
suffers from poor infrastructure which is reflected in Bangladesh’s ranking of 106 of
138 countries (previously 107 of 140) in the most recent World Economic Forum
global competitiveness index. Infrastructure is deemed the most important obstacle
to doing business.
Political unrest remains most important risk. Although domestic political risk may
have declined from early 2015 it still weighs on country risk. On the one hand the
ruling Awami League’s political monopoly contributes to stability as it allows it to
easily pass legislation. This monopoly situation is widely expected to last until the
next elections around late 2018. On the other hand, the government’s increasing
reliance on the police, the army, and other security services to handle its opponents
and more recently terrorist attacks by Islamic fundamentalists risks straining public
finances and poses a threat to the country’s democratic system over the longer term.
Loss of competitiveness is medium-term risk. Another risk relates to the country’s
growth model which is narrowly focused on exports of ready-made garments and
remittance driven household spending. Few observers expect any change in this
regard over the medium-term as links between government representatives and the
garment industry are tight. The poorly diversified economic structure makes the
economy vulnerable to external shocks and an appreciation of the exchange rate
which would render exports less competitive.
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Disclaimer
Confidentiality Notice
The information in this document has been compiled by SEB Merchant Banking, a
division within Skandinaviska Enskilda Banken AB (publ) (“SEB”).
Opinions contained in this report represent the bank’s present opinion only and are
subject to change without notice. All information contained in this report has been
compiled in good faith from sources believed to be reliable. However, no
representation or warranty, expressed or implied, is made with respect to the
completeness or accuracy of its contents and the information is not to be relied upon
as authoritative. Anyone considering taking actions based upon the content of this
document is urged to base his or her investment decisions upon such investigations
as he or she deems necessary. This document is being provided as information only,
and no specific actions are being solicited as a result of it; to the extent permitted by
law, no liability whatsoever is accepted for any direct or consequential loss arising
from use of this document or its contents.
SEB is a public company incorporated in Stockholm, Sweden, with limited liability. It
is a participant at major Nordic and other European Regulated Markets and
Multilateral Trading Facilities (as well as some non-European equivalent markets)
for trading in financial instruments, such as markets operated by NASDAQ OMX,
NYSE Euronext, London Stock Exchange, Deutsche Börse, Swiss Exchanges,
Turquoise and Chi-X. SEB is authorized and regulated by Finansinspektionen in
Sweden; it is authorized and subject to limited regulation by the Financial Services
Authority for the conduct of designated investment business in the UK, and is
subject to the provisions of relevant regulators in all other jurisdictions where SEB
conducts operations.
SEB. All rights reserved.
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