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Recent

eCconoMiIc
developments

South Asia defies a sluggish world economy and continues its path of gradual growth acceleration during 2016.
Led by asolidindia, the region remains a global hot spot. South Asian economies proved esilient vis-a-vis exter-
nal headwinds, such as China’s slowdown or uncertainty surrounding monetary policy in advanced economies.
But some are beginning to feel the sting from slowing remittance flows or waning oil price dividends. Against
this backdrop of relative stability but fading tailwinds, South Asia will need to activate the full potential of two
core growth drivers - private investment and exports - to sustain and further increase its economic dynamism.

Uncertainty prevails on
international markets

Almost as a sign of the times, stock markets appear
upbeat while uncertainty looms large. As opposed
to last summer, stock markets in emerging market and
advanced economy have made substantial gains in the
third quarter of 2016. With volatility at relatively low levels
during summer months, most emerging markets exhibit
signs of upward momentum. The VIX, commonly referred
to as the “fear index’, reflected calm in August 2016. In
South Asia, stock prices in India, Pakistan and Sri Lanka
have been on an upward trend since 2015 or early 2016.
All three economies saw relatively pronounced increases
between July and September, although Pakistan and Sri
Lanka experienced jitters more recently.

Negative interest rates raise questions regarding
asset prices and financial sector stability. By now
central banks across advanced economies, including the
Euro Area, Japan and Switzerland, are relying on negative
interest rate policies. This unprecedented stance shows

their resolve to stabilize inflation expectations and sup-
port growth, or in some cases to respond to exchange
rate appreciation and capital inflow pressures. For central
banks engaged in Quantitative Easing, negative interest
rates also offered a way to narrow the pool of eligible
assets and address the possibility of diminishing returns.
However, a debate about the implications of these
policies has emerged'. One potential risk from sustained
negative interest rates is the erosion of banks' profitabil-
ity. Negative interest rates may also lead to excessive risk
taking, ultimately jeopardizing financial stability.

Advanced economies continue to sputter at below
half the speed of developing countries. Against
a backdrop of sluggish global growth, estimated at
around 2.2 percent (y-o-y) during the second quarter
of 2016, major developed countries perform well below
expectations. Japanese growth is hovering around a

1 For a detailed discussion see Arteta, C,, M. A. Kose, M. Socker, and T. Taskin. 2016."Negative Inter-
est Rate Policies: Sources and Implications.”World Bank Policy Research Working Paper No. 7791.
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Figure 1: Regional stock markets are experiencing upward momentum
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meager 0.2 percent (g-0-q) in 2016Q2 with inflation well
below target despite persisting negative interest rates.
The Eurozone remains relatively stable in the wake of
Britain's exit vote. The US economy remains a question
mark, as reflected by the Federal Reserve’s increasingly
gradual monetary tightening plan, now sporting a pos-
sible end of year rate hike after no action in September
2016.

Oil exporters and several large emerging market
economies also continue to struggle. With the
exception of India, all BRICS are either slowing down
or contracting. Fear about a hard landing in China
subsided at the beginning of 2016, as it became clear
that the country is experiencing a relatively benign
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transition from fast investment-led growth to slower
consumption-led growth. On the other hand, Brazil and
Russia have faced severe adjustments, both being in
deep recession by mid-2016. These major economies
clearly set the stage in their regions. While East Asia and
the Pacific enjoys a fairly stable outlook due to robust
growth in China and South East Asia, Latin America and
the Caribbean is forecast to continue shrinking in 2016.
Continued contractions in key regional economies,
including Argentina, Brazil, Ecuador and Venezuela are
leading to an expected decline by 1.3 percent, coming
aftera 0.7 percent decline in 2015. In Europe and Central
Asia a negative GDP growth of 0.1 percent in 2015 and
an estimated 1.4 percent growth in 2016 are primar-
ily driven by developments in commodity exporting
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countries such as Azerbaijan, Belarus or Russia, as well as
by conflict in Ukraine.

Dovish monetary policy persists in Europe and Ja-
pan, while the Federal Reserve’s forward guidance
continues to intrigue. The US federal funds rate has not
been increased since December 2015, with a December
hike relatively likely. US economic performance remains
weaker than expected: manufacturing output fell 0.4 per-
cent in August, domestic demand is cooling down, and
job growth disappointed over the summer months of
2016. With a subdued growth outlook, a second rate hike
in the near term in question. In the Euro zone and Japan,
on the other hand, negative interest rates and further
Quantitative Easing continue to set the tone for the short

Recent Economic Developments | 11
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and medium term. The Euro area deposit rate remains at
-0.4 percent while Japan's policy rate stands unchanged
at-0.1 percent. In both economic areas Quantitative Eas-
ing remains substantial.
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Figure 2: Major advanced economies continue their struggle to reignite growth
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Figure 3: Emerging markets remain challenged but oil exporters may have bottomed out
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Figure 4: Expectations regarding monetary policy differ across major advanced economies
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South Asia’s external
position remains robust

Neither trade nor capital flows expose South Asia to
jitters in international markets. \While sluggish Chinese
demand has continuously and negatively impacted world
markets and prices for commodities, South Asia has man-
aged to remain rather unaffected. This is because the region
is not a big exporter to China butis a bigimporter of oil. How-
ever, developments in important external markets, such as
the US for India and Sri Lanka or the EU for Bangladesh, do
matter for South Asia’s export growth. Meanwhile, the fact
that South Asian capital markets are weakly integrated with
the rest of the world has proven a virtue in volatile times.
Only India remains somewhat vulnerable to international
portfolio rebalancing, given its net foreign-owned portfolio
stock of around 10 percent of GDP at the end of 2015. But
India’s equity and debt flows have been significantly less
volatile than their emerging market counterparts.

Recent Economic Developments | 13

Figure 6: Exposure to capital flow volatility from
portfolio rebalancing is moderate
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Figure 5: India’s financial market volatility is exceptionally low among emerging markets
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Figure 7: Amidst volatility across large emerging markets, India maintains a solid external position
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Furthermore, India’s external position is rock solid
amidst large swings for peers. Both a stable and low
current account deficit and a stable exchange rate have
become pillars of India’s external position, distinguishing
it from volatility and weakness in most other large emerg-
ing markets. Brazil and Russia have seen large swings in
exchange rates over the past three quarters, while South
Africa experienced continuously high current account
deficits. In light of its solid reserve levels and a current
account deficit expected to be hovering around 2 per-
cent of GDP, India is set to maintain an exceptionally solid
degree of insularity from global turmoil.

Current accounts across South Asia continue to con-
verge towards balance. India and Pakistan — account-
ing jointly for about 90 percent of South Asia's GDP — are

Nominal exchange rate depreciation (local currency vis-a-vis the US$)

both expected to further reduce their modest current
account deficits further. Between 2015 and 2016, India's
deficit will fall from 2.3 to 1.7 percent of GDP, and Paki-
stan’s from 1 to 0.9 percent. Sri Lanka's current account
deficit, a modest 2.4 percent of GDP in 2015, is expected
to decrease to a mere 0.6 percent in 2016. Countries like
Bangladesh or Nepal feature increasing current account
surpluses. As in the past, the exceptions are Maldives
and Bhutan, whose sizeable current account deficits are
financed through large international investment flows,
for hydropower development in Bhutan and for tourism
in Maldives. In the case of Bhutan, capital inflows are fairly
predictable, lending some accuracy to the expectation
of shrinking current account deficits from 2017 onwards.
Tourism-related flows in Maldives, on the other hand, are
less predictable and often volatile.



Figure 8: Current accounts across most of South
Asia appear increasingly balanced
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Exports are a drag while remittances
show signs of stagnation

Remittance flows to South Asia have significantly
slowed over the past year but now seem to have
found a floor. The backbone of several South Asian
current accounts for a long time, remittances have tra-
ditionally helped finance large trade deficits. However,
with low oil prices squeezing activity and income in Gulf
countries, a major destination for South Asian migrants,
remittance flows to the region have slowed down. Ne-
pal's post-earthquake surge in remittances has by now
worn off completely, while India’s remittance flows have
seen outright decline over three quarters and well into
2016. However, some signs of stabilization are becom-
ing apparent in Bangladesh and Pakistan. Notably, India
saw remittance growth return closer to positive terri-
tory in 2016Q2, after two quarters of relatively strong
contraction.

Trade balances reflect persistent export weakness
while lower imports could signal slowing demand.
South Asia is still to seize the export opportunity: in 2015
sales abroad actually declined by 4.9 percent, a trend that
was consistent across all large countries in the region. But
there is now some expectation for a gradual recovery tak-
ing hold. Merchandise export growth shows early signs
of bottoming out over 2016H1. If this can be considered
good news, India and Pakistan have witnessed two con-
secutive quarters of slower export decline. Overall, South
Asia will manage an estimated 2.2 percent export growth
in 2016 with a further positive medium-term outlook.

Recent Economic Developments | 15

Figure 9: Remittances, a major source of foreign
exchange, have broadly stabilized
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Figure 10: Export growth has remained negative across major South Asian economies
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However, risks remain tilted towards the downside and
the projected path depends on positive developments
in major export markets across Europe and the US. Slow-
ing import growth, or even import contraction, due to
low oil prices has taken off some pressure from the trade
balance. But the positive effect is slowly fading. A stabi-
lization of import growth rates at low levels could signal
some weakness in domestic demand, while a strong
pick up will eventually require to be offset by stronger
exports, particularly against the backdrop of weaker
remittance flows.

Capital inflows have helped build solid
reserve buffers, but continue to slow

Although Foreign Direct Investment (FDI) inflows
disappoint, capital account balances remain
adequate to finance current account deficits. FDI
flows to the region continue to hover around 2014Q1
levels, not showing any sign of dynamism. Across the
region, however, capital account balances are suf-
ficient to maintain robust international reserves. Such
is the case in India, Pakistan and Sri Lanka. In Bangla-
desh or Nepal, which run a current as well as a capital
account surplus, reserves have actually risen to solid
levels. Afghanistan’s current account balance features
a large trade deficit but is positive overall, due to of-
ficial transfers. Because of these transfers, a negative
capital account balance is consistent with maintaining
adequate reserves.
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Figure 11: Import growth suggests some slowing in aggregate demand
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Figure 12: Capital account balances are adequate to finance current account deficits
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Figure 13: FDI flows remain low and slow
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Figure 14: International reserves have built up to solid levels across most of South Asia

Foreign Exchange Reserves (months of import cover)

Source: World Bank and national authorities

As tailwinds recede, major South Asian economies can
rely on solid foreign exchange buffers. Across the board,
favorable oil prices have helped boost foreign exchange
reserves to robust levels, of around five months of import
coverage or above on average. In India, import coverage
was in excess of 13 months by mid-2016,and in Bangladesh
it had surpassed eight months, with reserve levels reaching
over USS 30 billion by the end of June. Meanwhile, Pakistan
and Sri Lanka had accumulated reserves over 2015, but
have seen them level off in recent months, standing at
around five months of import coverage in both cases. Two
countries stand out in remarkable fashion: Afghanistan has
managed to increase its foreign reserves from USS$ 6.9 bil-
lion in December 2015 to around USS$ 7.4 billion by June
2016 - equivalent to nine months of imports. Maldives, on

the other hand, is reaching dangerously low levels with
around USS$ 209 million in reserves, the equivalent of 1.2
months of goods and services import coverage.

South Asia consolidates its top
growth spot among regions

South Asia has managed to develop a solid lead in
terms of regional GDP growth. Having maintained its
top spot for eight consecutive quarters, South Asia is on
its way to consolidating its position as regional growth
leader vis-a-vis East Asia and the Pacific, the former
leader. While a continued Chinese slowdown holds back
real GDP growth in East Asia and the Pacific, South Asia
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Figure 15: South Asia consolidates its position as the top regional growth performer
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Figure 16: Consumption remains South Asia’s main growth pillar
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Figure 17: Industrial production across South Asia remains lackluster...
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Figure 18: ...and only allows for moderate optimism
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exhibits a gradual yet upward growth trend led by its larg-
esteconomy, India. As a result, in 2016Q2, South Asia grew
at 6.8 percent y-o-y (based on preliminary data), while
East Asia and the Pacific managed a still solid 6.3 percent
y-0-y. Latin American and the Caribbean and Sub-Saharan
Africa recorded negative growth owing to persistently
low commodity prices for their regions' major economies,
Brazil and Venezuela, and Nigeria, respectively Ultimately,
Europe and Central Asia had spent all of 2015 in recession
but emerged with a stable, if weak, recovery in 2016 not-
ing a 1 percent growth y-o-y, in the second quarter.

Given its relative size, India remains central to South
Asia’s economic performance. India’s real GDP growth
for the second quarter of 2016 is estimated at 6.9 per-
cent and annual FY2016-17 growth should remain at 7.6

== |ndia
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percent, the same rate as in FY2015-16. Vibrant urban
consumption, underpinned by growth in manufacturing,
modern services and personal credit, has compensated
for subdued investment momentum. However, early
signs of recovery in private investment may be on the
horizon during FY2016-17Q1, with capital formation
growing at 6.1 percent, saar, in spite of slowing public
investment. From a sectorial perspective, services remain
the main contributor to GDP growth, while manufactur-
ing gained some prominence in FY2015-16, registering 9
percent growth.

For the moment, public and private consumption
remain central to the growth momentum across the
region. Public consumption had experience a strong
dip in 2015, when it fell to 2.2 percent per year due to
fiscal consolidation. But in 2016 it is expected to grow
at around 7 percent. Meanwhile, private consumption
continues to make a solid contribution to aggregate
GDP growth across South Asian economies, and shows
no signs of slowing down.

Industrial production indicators remain volatile but
there is room for moderate optimism. Market senti-
ment is often measured through Purchasing Managers’
Indices (PMI), with expansion expected when the PMI is
above 50. On this basis, markets are slightly optimistic
for India, where the August manufacturing PMI ticked
up to 52.6 vis-a-vis 51.8 in July. Industrial production (IP)
are "noisy” but they generally lack momentum across
South Asia. In India, IP growth plunged to -2.4 percent
y-0-y in July 2016 as capital goods continue to contract.
An exception has been Pakistan, where the outlook has
been slightly more positive on the back of large-scale
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Figure 19: No major competitiveness dividends are to be expected in South Asia
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manufacturing and construction activities driven by in- not benefitted from significant competitiveness effects
frastructure and energy projects falling under the China- in 2015. Pakistan defies this trend with some recent REER
Pakistan Economic Cooperation agreement. However, depreciation in 2016. Meanwhile, the US Federal Reserve
recent delays may water down expectations. is holding off its next interest rate increase probably until

December 2016, acting in line with its guidance on an
Effective exchange rates remain broadly stable with ever more gradual tightening schedule. And European
the exception of Pakistan, where inflation has led and Japanese monetary policy continue to be loose.
to real depreciation. Unlike other emerging markets, Therefore, South Asian currencies may not soften signifi-
South Asia has seen little change in real effective ex- cantly vis-a-vis those of the region’s main export markets
change rates (REER). As a result, the region as a whole has in the coming year either.
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Inflation has come down a long
way, but has clearly bottomed out

South Asian headline inflation remains well below
historic levels, despite a recent pick up. After a surge
in consumer prices between September 2015 and June
2016, inflation can be safely assumed to have bottomed
out. This surge put an end to the region’s impressive
transition from being the region with highest consumer
price inflation to being among those with the lowest.
The transition was supported by low commodity and
food prices. The more recent upward pressure on prices
has brought South Asia back to second position. Among
all regions, Sub-Saharan Africa has the highest average
inflation and Europe and Central Asia the lowest, at 6.2
and 1.2 percent respectively.

Inflation across South Asia has seen a resurgence
andis now hovering up ataround 5 percent. In India,
the resurgence was partly driven by a slight pick-up in
global commodity prices as well as domestic pressures
on food prices. With food price inflation at 5.8 percent
in August 2016, India is expected to adequately man-
age the pick-up thanks to an amended inflation target
of 4 percent (with a band of plus or minus 2 percent)
and a newly established Monetary Policy Committee.
Consumer price inflation has actually reverted back
to its underlying trend, moderating sharply to 5.0 per-
cent y-o-y, from 6.1 percent. Bangladesh, on the other
hand, faces short-term upward pressures on account
of higher public sector wages, and a one-off price ef-
fect from the introduction of the new Value Added Tax.
Despite the end of trade disruption from last winter,

Figure 20: South Asian consumer price inflation has bottomed out and reversed course
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Figure 21: Interest rates are broadly stable but a more cautionary monetary policy stance seems to take

hold
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inflation in Nepal remains elevated at 10.4 percent (y-
o-y) by end July.

Early signs of an end to monetary easing are in sight.
Over large parts of 2015 South Asia enjoyed relative mon-
etary policy space vis-a-vis large advanced economies.
However, the recent uptick in consumer prices, coupled
perhaps with the memory of not-too-distant high infla-
tion, has led monetary authorities in South Asia to take
a more cautionary policy stance. In this spirit, Sri Lanka
has hiked up its policy rate to 7 percent, while peers kept
rates at previous levels.

Fb6  Marl6  Aprl6  Mayl6  Jund6  Jukls  Augele

e Pakistan e Srilanka

Fiscal balances continue to be one
of South Asia’s weakest spots

Fiscal consolidation remains work in progress and
has mainly focused on expenditure cuts. Boosting
government revenues is a difficult task and progress
proves to be extremely slow, leaving South Asian
economies among the weakest generators of govern-
ment revenue among developing and emerging market
peers, relative to GDP. Low revenue should not come as
a surprise in a conflict-affected country like Afghanistan,
but it is also happening in fast-growing Bangladesh and
in relatively wealthier Sri Lanka. Government revenue is
also relatively low in Pakistan. Government expenditure,
on the other hand, exhibits downward resilience for
political and social reasons, leading to reductions in fiscal
deficits which are gradual at best. Fiscal indicators have
continued to improve in Afghanistan, where revenue
growth appears on track to reach budget targets. Gov-
ernment revenue increased 25 percent between 2015H1
and 2016H1, driven by non-tax revenues growing by 57
percent, and tax revenue by 15 percent. Government
expenditure showed a modest 4.5 percent increase over
the same period.

South Asia’s debt-to-GDP ratio is persistently high,
second only to the Middle East and North Africa. In
2015, the regional debt-to-GDP ratio stood at 58 percent
of GDP, and is forecasted to increase to around 61 percent
in 2016. While relatively high when compared to other
developing regions, this debt level is broadly sustainable.
A vast majority of South Asian countries are facing only
low risk of debt distress. In 2015, most debt-to-GDP ratios
in South Asia varied between Nepal's 26 percent and Sri
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Figure 22: Fiscal deficits across South Asia are decreasing only gradually, if at all
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Figure 23: South Asia’s debt-to-GDP ratio is one of the highest among all regions
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Lanka’s 76 percent. Afghanistan was an outlier at the low
end of the spectrum, given its status as a grant-recipient
country due to its persistent fragility.

At the high end of the spectrum, Maldives and
Bhutan remain united in their diversity. Debt-to-GDP
ratios in both countries are approaching the 100-percent
mark — Bhutanis expected to do soin 2016 while Maldives
may cross the line between 2017 and 2018. And yet, the
repercussions in terms of external vulnerability could not
be more different. Bhutan's debt is largely associated ma-
jor hydro power projects which are commercially viable,
and remains well financed. Furthermore, both electricity
exports and external debt are denominated in Indian
rupees, hedging the country against exchange rate risks.
In Maldives, the accelerating path of debt to GDP is born
out of accumulated fiscal deficits due to ever-rising re-
current government spending. While not automatically
translating into distress, Maldives'dependency on poten-
tially volatile tourism revenues constitutes a permanent
vulnerability.

Political and policy uncertainty
remains prevalent in South Asia

Political change and related uncertainty are a con-
stant in South Asia. Afghanistan continues to navigate
a security transition and persisting uncertainty stifles
economic activity. Nepal faced turmoil in the form of
violent protests and strikes after it adopted a new con-
stitution whose delineation of district boundaries was
controversial. Severe economic and trade disruptions
ensued between August and December 2015. Pakistan
and Bangladesh continue to be politically stable but have
had to deal with terrorism and security threats. Tension
in relation to Kashmir between India and Pakistan, two
nuclear powers who have fought four wars, is watched
with concern. And Maldives is faced with continued
domestic political unrest, a factor that will not play well
for its most important income source, tourism. Political
economy risks are widespread across South Asia, and
uncertainty more broadly needs to be managed, with
a view to creating an attractive environment for foreign
and domestic investment alike.
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Outlook

A consolidated growth leader, South Asia will continue
to expand on a gradually accelerating path. India is set
to grow at 7.6 percent in 2016, the same speed as in
2015, but could increase its pace to 7.7 percentin 2017.
The region as a whole will remain steadfast in the face
of volatility, and is expected to grow at 7.1 percent in
2016. However, its medium term performance strongly
hinges on investment and exports. While export
growth is set to return to positive territory, it will de-
liver only gradually as global demand picks up. Fixed
capital formation - the key future growth driver across

Figure 24: South Asian growth pulls away further

Real GDP Growth (percent change, y-0-y)
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over the medium term. But a sputtering global recov-
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Figure 25: Public and private consumption remain the main drivers of South Asia’s growth
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path towards 2019, when regional growth could
reach 7.5 percent. South Asia is increasingly ahead
of other developing regions, with emerging market
peers hit directly or indirectly by a slowing China, and
oil exporting countries suffering from low oil prices.
With India expected to further consolidate its position
as the fastest-growing large economy, the region can
count on being pulled forward. With the exception of
Afghanistan and Nepal, all countries in South Asia will
either sustain or improve upon last year's growth rates
in 2016.

M Gross Fixed Investment
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While private and public consumption will remain
important growth pillars, investment should increas-
ingly lend a hand. With exports having been a significant
drag on GDP growth in 2015, South Asia had yet another
year relying heavily on domestic demand. While govern-
ment consumption grew only by a meager 2.2 percent,
its private counterpart noted a solid 6.4 percent growth.
Encouragingly, gross fixed investment saw a solid pick up
from its dismal 2014 performance, reaching 6.2 percent
growth in 2015. Similarly, exports are expected to rebound
over the next three years. But in spite of this expected

Table 1: A gradual acceleration of growth will require a solid pick up in investment and exports

South Asia regional forecast summary (Oct 2016)

percentage point difference from June

2016 projections
2014 2015 2016e  2017f 2018  2019f 2015 2016 2017 2018
GDP at market prices 6.7 6.8 Al 13 74 75 0.2 00 0] 01
GDP per capita (U.S. dollars) 5.3 55 58 6.0 6l 6.2 0.2 0.0 0l 0]
PPP GDP 6.7 6.8 JA 13 14 75 0.3 0.0 0l 0l
Private Consumption 6.2 6.4 6.8 12 16 18 04 0] 04 11
Government Consumption 89 22 10 6.8 12 74 -14 04 03 06
@ross Fixed Investment 21 6.2 10 /1 6.8 6./ 1.0 0] 1.0 -20
Exports, GNFS 55 -49 22 5.6 /1 14 -20 05 03 04
Imports, GNFS 10 16 15 51 6.6 6.9 0.2 -0l 0l 0.3
Net exports, contribution to growth 1.0 -0.7 01 -01 -0.2 -0.2 -05 00 0.0 -0.2

Source: World Bank
Note: GNFS stands for Goods and Non-Factor Services




rebalancing, consumption will remain the cornerstone of
South Asian GDP growth in the medium term.

Relatively stable performance
across countries

Most South Asian economies enjoy a stable macro-
economic outlook, but their challenges are diverse.
A key current driver of economic activity — consumption
- remains a necessary contributor to GDP growth across
all countries in the region. But with the exception of
Bhutan, the economies in the region will need to boost
private investment to sustain growth at current levels. For
instance, Bangladesh is projected to grow at 6.8 percent
in FY17,down from an estimated 7.1 percentin FY16, due
to weaker private and public consumption growth. In-
dia’s continued gradual acceleration is predicated upon
broad-based consumption in the short term — helped by
an upcoming election year. But sustained performance
will need current efforts in infrastructure spending and
better investment climate to bear fruits and crowd-in
private investment. Pakistan relies on consumption but
counts on rebalancing towards investment for growth
— supported by improved electricity supply and infra-
structure investment under the China Pakistan Economic
Corridor agreement. Sri Lanka is aiming at sustaining its
current growth at marginally above 5 percent in 2016,
driven by private demand. Stronger performance will
require improved short term stability and structural
reforms.

Nepal and Afghanistan have had the weakest growth
performance in the region in 2016, for different
reasons. Nepal registered its weakest economic growth

Table 2: Across most of the region a gradual
acceleration of growth can be expected

Real GDP Growth 2013 2014 2015 2016e 2017 f

Afghanistan 20 13 08 05 18
Bangladesh 6.0 6] 6.6 7] 6.8
Bhutan 21 55 6l 13 938
India 6.6 12 76 16 17
Maldives 47 6.5 19 35 39
Nepal 4] 6.0 21 0.6 5.0
Pakistan 44 47 47 5.7 5.0
Sri Lanka 54 49 48 48 5.0

Source: World Bank
Note: GDP is measured at constant market prices. Figures are in percent
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Figure 26: Relative stability with some
exceptions
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in 14 years, after an already weak 2.7 percent growth in
FY2015. These dismal figures reflect how challenging the
year 2015 was, with two devastating earthquakes and
substantial cross-border trade disruptions with India. At
the same time remittances, which account for around 30
percent of GDP, have slowed down significantly. Howev-
er, agriculture is expected to improve, and together with
reconstruction efforts and increased public spending,
it should help the country rebound to pre-earthquake
growth rates around 5 percent by the next fiscal year.
Afghanistan similarly experiences its slowest growth
spell since emerging from conflict in 2002. The quest
to create a stable macroeconomic environment and to
ensure security in the aftermath of the 2014 transition
will only allow for a gradual and modest recovery. Impor-
tantly, Afghanistan’s fiscal position has recently started to
improve, with revenue growth in track to reach budget
targets. This constitutes an important step towards sus-
tained service delivery, despite the growth and security
challenges.

Financial systems may aggravate
fiscal pressures in the future

Overall, risks to the South Asian outlook are concen-
trated around the political, fiscal and financial realms.
While most countries maintain broad macroeconomic
stability, they also have in common an uncomfortable
fiscal, financial and political risk triangle. These factors
matter individually, but also because of their potential
interaction. Notably, risks emanating from financial sys-
tems could compound fiscal vulnerabilities. The banking
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Figure 27: Financial sector risks persist across South Asia and may interact with fiscal risks
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systems of the region feature two important intersec-
tions with governments. First, substantial government
ownership in the banking sector may result in spillovers
from banks to government balance sheets. And second,
banks holding significant amounts of government debt
opens a potential channel for contagion from fiscal to
financial stress. Banking systems with low capital buffers
or cash reserves would in principle be more vulnerable.
Bangladesh, India, and possibly Sri Lanka fall in this cat-
egory. In recent years, state-owned banks have needed
to be recapitalized in Sri Lanka, India, Bangladesh, and
Nepal. All this calls for the reform state-owned banks to
avoid moral hazard in the future.

A healthy financial sector is key to financing invest-
ment and supporting South Asia’s upward trajec-
tory. Both public and increasingly private investment
are expected to become increasingly important drivers
of growth across South Asia. But in India, the largest
economy in the region and a trend setter, the corporate
sector remains heavily leveraged. Its significant debt
overhang stresses the need to access strong and reliable
equity financing provided by efficient and resilient banks.
Addressing financial sector weaknesses is a continuous
challenge in Bangladesh as well. Weak bank balance
sheets — especially among state-owned banks — limit
lending capacity, divert credit away from productive in-
vestments, impose large fiscal recapitalization costs, and
ultimately curb economic growth.
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Nnvestment

Reality Check

South Asia has consolidated its position as the
growth leader among regions over the past year,
outpacing the long-lasting top performer East Asia
and the Pacific. The sustainability of South Asia’s
rapid growth pace, however, hinges upon an increas-
ingly dynamic private sector. The key challenge will
be to take weight off domestic consumption while
igniting investment as the core driving force of GDP
and productivity growth. While committed govern-
ments can set up conducive foundations through
well-targeted public investment, it is private invest-
ment that needs to be sparked and ultimately do the
heavy lifting. But what is the actual state of private
investment across South Asia? Is the region prepared
to take on this challenge, is it already on its way, and
if not, what would it take to address it?

Private investment is yet to pick up

Investment across South Asia lacks momentum.
After solid growth rates during the early 2000s, South
Asian gross fixed capital formation has been on a slow-
ing trend. The gradual acceleration of regional growth
has been sustained by strong domestic consumption,
not by exports or by capital accumulation, as was
the case before in East Asia and the Pacific. Looking
forward, investment growth is expected to stabilize
slightly above 6 percent per year, well below pre-crisis
rates.

Perhaps more disturbingly, private investment
across major regional economies is declining. In
India, which accounts for 80 percent of South Asian GDP,
the sluggishness of investment in general, and private
investment in particular, is apparent. Against the longer-
term backdrop of a downward trend in gross fixed capital
formation since the early 2000s, private investment has
been stagnant in recent years. Most recently, in FY16,
private investment contracted 1.4 percent y-o-y, pulling
down total investment growth to 4 percent y-o-y. This is
half the average growth rate of the last two decades. At
the same time, public investment grew by 21 percent in
FY16. In Pakistan, which accounts for another 10 percent
of regional GDP, private investment has traditionally
grown more slowly than public investment. However, the
sluggishness of private fixed capital investment is reach-
ing new levels. Public investment can expect a boost
from projects related to the China-Pakistan Economic
Corridor agreement, but remains subject to uncertainty
stemming from potential implementation delays.

While other BRICS may be doing worse, this is no
consolation for South Asia. A direct comparison with
other large emerging markets and their home regions
does not offer great comfort for India and its South Asian
peers. In particular, China and East Asia and the Pacific are
in a very different situation, coming from years of double-
digit investment-led growth. South Asia is still trying to
ignite this kind of growth. The challenge the region faces
is almost symmetric: while China is rebalancing out of an
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Figure 28: South Asian fixed investment has been slowing
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Figure 29: Both India and Pakistan have recently seen private investment growth drop
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Figure 30: Weak investment growth in peer economies should be no excuse
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investment-led growth model into one more strongly sup-
ported by consumption, South Asia needs to accomplish
the opposite. From this perspective, the recent poor per-
formance of capital formation and in particular private sec-
tor investment in China can be seen as part of a successful
rebalancing, which in turn may offer an opportunity for
South Asia to attract more investment to the region.

Why private investment
matters so much

Sluggish private investment matters because the
region largely relies on private sector funding for
capital formation. All major South Asian economies
rely to a large extent on private investment as the source
of gross fixed capital formation. While the public sector
contributes more than 20 percent to total gross fixed
capital formation in Bangladesh, Pakistan and Sri Lanka,
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Figure 31: South Asia relies mostly on private
sector investment
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in India the share barely exceeds 10 percent. In addition,
the growth rate of public gross fixed capital formation
has generally been decreasing over time.

Sri Lanka has relied on public investment to a
greater extent than its regional peers, but that may
not be sustainable in the longer term. Sri Lanka had
a pro-growth fiscal stance in recent years. A strong in-
crease in public fixed capital expenditure supported an
infrastructure-driven development model. However, it is
not clear whether the current government will continue
along those lines, and even more so, whether large in-
frastructure investment remains affordable in a country
with one of the lowest tax revenues, relative to GDP.
Besides Sri Lanka, only Bangladesh has recently seen a
pickup in public capital expenditure, though at a more
moderate pace. Overall, public capital expenditure will
play a supporting role, its effectiveness depending on its
ability to increase competitiveness and profitability, thus
crowding-in complementary private investment.

Are forecasts about private
investment overly optimistic?

South Asia’s ability to remain at the top of the growth
league is predicated on strong private investment
forecasts. The recent growth spurt that has pushed
South Asia, and India in particular, to the top of regional
and emerging market growth tables has been largely
driven by strong domestic demand. This may suggest
that strong economic performance does not require
higher private investment rates. However, the gradual
acceleration expected by numerous forecasts is based

Figure 32: Can reality live up to expectations?
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on the assumption that private investment will become a
more important contributor to economic growth going
forward. But how realistic is this assumption?

The investment performance of India has so far
fell short of expectations. The possible discrepancy
between expectations and reality becomes particularly
apparent when looking at India, the region’s largest
economy. Investment has been broadly expected to
be close to 8 percent in FY2016, with a further increase
anticipated in FY2017. But recent quarterly investment
numbers raise doubts that such strong investment
growth forecasts will materialize. In fact, investment has
been decreasing for two consecutive quarters.

The regional outlook is based on expectations of
solid investment growth, following India’s pattern
closely. Private consumption is expected to keep mak-
ing a solid contribution to economic performance, with
growth rates maintained at above 6 percent per year.
Gross fixed capital formation as well as exports, on the
other hand, would need to increase substantially over
the next two to three years in order for the current GDP
growth outlook to materialize. In short, the current opti-
mism about South Asia requires its economies to activate
investment growth and reinvigorate export growth,
while preserving solid consumption growth.

Mobilizing domestic savings remains
key at the aggregate level

In an open economy investment and savings need
not be equal. By definition, savings is the part of
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Figure 33: Domestic savings form the overwhelming part of South Asia’s investment funding
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income that is not spent on consumption of goods
and services. Instead, savings can be invested in capital
goods or in financial assets. Sound investments increase
a country’s capital stock and as a consequence its pro-
ductivity, leading to greater national income. In an open
economy, domestic savings can be larger or smaller
than domestic investment depending on the direction
of portfolio and foreign direct investment flows. In ad-
dition, remittances can be both consumed or invested
and hence offer another source of investment funding.

In South Asia, investment is larger than savings,
though not by a wide margin. Developing countries
are expected to invest more than they save, as this

allows them to smooth out consumption levels. Add-
ing foreign investment helps them to grow faster and
catch-up with more developed countries. And for inves-
tors in advanced economies, investment opportunities
in developing countries are attractive due to their high
expected return. In South Asia, investment is indeed
larger than domestic savings meaning that foreign
sources contribute the difference. But domestic savings
remain by far the largest source of funding, with remit-
tances, portfolio inflows and foreign direct investment
playing a secondary role.

Foreign direct investment, in particular, has not
been a major driver of gross capital formation in

Figure 34: Foreign direct investment has played a secondary role
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Figure 35: Big differences in terms of savings and investment ratios prevail across the region and over time
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South Asia. In all four major countries in the region, the
contribution of foreign direct investment has actually
been minimal. Comparing to other emerging market
economies, South Asia appears to be more similar to
China in this respect, and very different from Brazil,
where foreign direct investment has played a much
larger role.

Savings and investment levels vary substantially
across countries and over time. In the 1970s, when
South Asia as a whole was much poorer, savings
amounted to barely more than 15 percent of GDP in
India, and less than that in Bangladesh, Pakistan and
SriLanka, the other three biggest regional economies.
In the four decades elapsed since then, the savings
rate of India has grown to an impressive third of GDP,
but that of Pakistan has remained below 10 percent.
Bangladesh and Sri Lanka occupy an intermediate
position. Bangladesh, and especially Sri Lanka, have
further increased their savings rates during the last
decade, whereas changes have been minor in both
India and Pakistan. This wide variation across coun-
tries and over time highlights the importance of
understanding what drives savings and investment
decisions, and what makes countries with similar
demographics and development levels perform so
differently.

On a per-dollar basis, foreign
direct investment and remittances
are remarkably effective

The key role played by domestic savings in South
Asia is corroborated when adopting a dynamic
perspective. The analyses above where based on a
comparison between the levels of various indicators
(domestic savings, foreign direct investment and the
like) at the same point in time. Additional insights can
be gained by analyzing how changes in the possible
sources of funding in one year translate into changes
in actual investment in the following year. The
analysis is conducted using data from the four largest
economies in the region, over a period of roughly 35
years. The results suggest that a 10 percent increase
in domestic savings results in an increase in gross fixed
capital formation by 5.8 to 6.5 percent, depending on
whether the responses are supposed to be the same
across all four countries or not. The range broadens
slightly when individual countries are removed from
the analysis, with the estimate falling to 5.3 percent
if Pakistan is excluded, and increasing to 7.6 percent
if Sri Lanka is excluded. Beyond the precise figures,
this dynamic analysis confirms that changes in domes-
tic savings are the main driver of changes in private
investment.



The conclusion does not change when considering
a greater disaggregation of sources of funding. The
same logic described above applies to each of the poten-
tial sources of funding. Instead of distinguishing only be-
tween domestic and foreign savings, the estimation can
differentiate between domestic savings, foreign direct
investment, portfolio inflows and remittances. The panel
results reveal that at 6.5 percent the estimated impact of
a 10 percent change in domestic savings on gross fixed
capital formation the following year remains roughly
unchanged. The corresponding figures for foreign direct
investment and portfolio inflows are 0.5 and 0.5 percent
respectively. The impact increases to 2.0 percent in the
case of remittances.

While domestic savings are key, remittances appear
to be increasingly important. An interesting question
to ask is whether the effective contributions from the
various funding sources have changed over time. This
question can be examined by repeating the analysis
above over shorter, rolling 15-year windows. The results
suggest that the investment impact from domestic sav-
ings has decreased slightly, while that of foreign direct
investment, and especially of remittances, has increased
steadily. On the other hand, portfolio inflows did not
have a significant impact on gross fixed capital formation
over the last decade or so, as opposed to when they had
at the beginning of the period.

While domestic savings are crucial in the aggre-
gate, on a per-dollar basis other sources of funding
are more impactful. The estimates above refer to the
impact of a 10 percent change in each of the potential
sources of funding. But foreign direct investment and
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portfolio inflows are smaller than remittances, which in
turn are much smaller than domestic savings. Convert-
ing these estimates into monetary terms gives a more
accurate picture of the contribution one additional dollar
in funding from each of the sources makes to gross fixed
capital formation. Using the estimates for the period
from 2001 to 2015, it appears that one additional dollar
in domestic savings increases gross fixed capital accumu-
lation by 70 cents of a dollar. The corresponding figure
for portfolio inflows is a meager 13 cents, consistent with
the view that short-term capital flows are not necessarily
connected with the real economy. But one additional
dollar in foreign direct investment translates into 1.46
dollars in additional investment, suggesting a substantial
leveraging of domestic sources of funding. And the
impact increases to a remarkable 2.40 dollars in the case
of remittances.

The determinants of private
investment vary across countries

Multiple economic forces shape the profitability of
private investment, or constrain its growth. Over
the years, a vast literature has developed on the deter-
minants of private investment decisions. Some analyses
emphasize the productivity of capital. Highly effective
investment projects, especially those resulting in bet-
ter infrastructure, can crowd in more investment. But
at some point, decreasing returns to capital may deter
new projects. This is also true in the case of infrastruc-
ture, if its productivity is low, or its financing relies on
burdensome taxation. Other analyses emphasize the
role of finance. If private firms lack access to credit, or if

Figure 36: The impact of remittances on investment is steadily increasing
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Table 3: Infrastructure in India, finance in Pakistan, the business cycle in most countries...

Capital productivity Access to finance Aggregate demand Uncertainty
Country StocI: :Ji?a:livate Stoc:(a:f“zlllblic pr?c:tnegfni:zlit Real interestrate  Output gap Real (::::ange Stg;lltal:;lai::et
Bangladesh +
India - + - - -
Pakistan
Sri Lanka + - +

Note: bold signs indicate statistical significance at the 10 percent level or higher. Capital stocks are estimated using the permanent inventory method and expressed in log. All explanatory variables, with the exception of changes in private
credit, are lagged one year. The real interest rate and the real exchange rate are not included for all countries due to data limitations.

Source: World Bank

financial institutions are struggling with non-perform-
ing portfolios, potentially profitable investments may
fail to materialize. The availability of banking credit to
the private sector, and the level of real interest rates, are
variables to watch in this respect. The business cycle
is another important influence on private investment
decisions. In times of economic expansion, when ac-
tual output surges ahead of predicted (or “potential”)
output, there are greater incentives to invest. Greater
competitiveness, supported by a higher real exchange
rate, could also encourage stronger investments in sec-
tors selling abroad or competing with imports. Finally,
in countries where capital markets are fairly developed,
financial sector volatility could reflect uncertainty
and lead to a wait attitude, thus discouraging private
investment.

Public infrastructure crowds-in investments in India,
finance constrains investments in Pakistan, and the
business cycle matters everywhere. In Bangladesh,
Pakistan and Sri Lanka, past private investments seem to
make new investments more attractive. Not so in India,
where more standard decreasing returns to capital ap-
pear to be at play. But in India public sector investments
(mainly infrastructure) play an important crowd-in role,
to an extent not seen in the other major countries in the
region. As expected, a relaxation of credit constraints
increases investment in all countries, but the effect is
statistically significant only in Pakistan. In the other major
countries in the region, the impact of financial sector
conditions is felt through the more traditional interest
rate channel, but it is significant only in Bangladesh. The
effects of the business cycle are also in line with standard
predictions from economic theory. The output gap,

namely the difference between actual and potential
GDP, is positively associated with investment levels in
Bangladesh, Pakistan and Sri Lanka. In a different speci-
fication, using the change in the GDP growth rate as an
indicator, the business cycle impacts private investment
in all countries, and significantly so in Bangladesh and Sri
Lanka. Finally, there is weak evidence that stock market
volatility matters in India, the only country where this
determinant was considered.

Public investment can further boost
but also dampen private investment

Infrastructure development can crowd in private
investment, but this is not happening across the
board. The analysis above suggests that only India
has managed to activate this virtuous circle. And this
finding seems to be fairly robust as it not only holds
in the investment equation estimations above but also
when using other statistical techniques. In particular, a
Vector Auto Regression (VAR) analysis was conducted
using two distinct investment series from 1990-2015:
investment in constant terms and the change in the
ratio of investment to GDP. In India, public investment
crowds in private investment in a significant way. Based
on Granger causality tests, public investment leads to
higher private investment one and two years later,
with no reverse impact. On the surface the correlations
are similar for Bangladesh and Sri Lanka, but they are
not statistically significant. Based on this approach,
however, Pakistan's public investment seems to crowd
out private investment with a time lag of two to three
years.
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Figure 37: Public investment crowds in private investment in India, the opposite is true in Pakistan
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Table 4: The business environment is more challenging in South Asia than in competing investment

destinations

Firms who view the issue as a major or severe constraint (percent)

Issue Afghanistan Bangladesh Bhutan India  Nepal Pakistan SriLlanka stui;h China i‘;::g Turkey Vietnam
(2014) (2013) (2015 (2014) (2013) (2013) (20m) (2012) (2007) (2013)  (2015)

Finance 49 23 19 15 40 22 3 18 5 16 10 14
Politics 76 6 12 16 85 34 13 28 1 3 13 3
(rime 58 8 1 5 14 % ] 10 1 3 8 5
Taxes 56 20 2 3 23 55 i £ ] 8 25 8
Corruption 62 49 4 % ) 64 15 4 1 17 12 5
Informality % 9 10 17 29 12 28 14 ] 1 14 1
Infrastructure 8l 55 29 26 79 79 % 4 b 2 25 18
Electricity 66 52 14 2] 69 15 26 5 3 2] 18 4
Telecom 59 B 15 4 B 14 b ] 4 4 9 8
Transport 53 15 14 10 3 2 12 15 B 4 10 10
Labor laws 1l 3 15 1l 3 12 13 12 1 6 6 4
Skills 55 16 14 9 9 2 16 13 i 9 10 8
Customs 4 8 9 12 29 0 3 18 4 2 1 2

Source: World Bank

The investment climate sets the
broader stage for private investment

The business environment in South Asia remains less
than ideal. There is general agreement that the region’s
business environment is challenging. Doing Business
indicators provide an internationally comparable metric,
based on the legal requirements a medium-size single-
owner limited liability company would face. These re-
quirements refer to standard business transactions, such
as registering an enterprise, obtaining a construction
permit, or paying taxes. Enterprise Surveys ask estab-
lished firms whether a range of potential constraints are
relevant in their case. The specifics vary depending on
the approach considered, but both metrics suggest that
businesses in South Asia face a clear disadvantage vis-
a-vis competing investment destinations. Inefficiency,

red tape and corruption may significantly reduce firm
productivity, hence the incentives to invest. Increasing
private investment will require continued policy reform
efforts across the region, even if the emphases may vary
from country to country.

Uncertainty and insecurity may be important con-
straints in some countries. As investment projects pay
off over long periods of time, uncertainty can discourage
committing resources to them. In conflict-prone envi-
ronments, or when the reform stance of the government
is unclear, it makes sense to postpone investment deci-
sions. Differences in predictability may explain some of
the wide variation in savings and investment rates across
countries in South Asia. Preserving peace and counter-
ing insecurity are thus key priorities from an investment
perspective.
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Afghanistan

Afghanistan’s economy is experiencing its slowest 2015

growth spell since emerging from conflict in 2002.
Modest recovery is expected over the next three years
predicated on political stability and strong reform
implementation. While the fiscal situation has stabilized,
risks to fiscal stability over the medium-term remain
pronounced as substantial donor grants are required

to meet the country’s basic development needs.

Contributions to GDP Growth
Percent Change, y-0-y
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= Agriculture © Industries ® Services —— Real GDP growth
Source: Central Statistics Organization and World Bank staff estimates

Recent Developments

Growth and employment are yet to recover from the
impact of the security and political transition in 2014. The
insurgency has intensified and the security situation has
markedly deteriorated. Delays in the appointment of key
officials and slow pace of policy actions are undermining
the overall efforts to improve governance and restore con-
fidence. Risks and uncertainty are growing and negatively
affect aggregate demand and investment.

Real GDP growth has slowed from 1.3 percent in 2014
to 0.8 percent in 2015, driven by a sharp contraction in
agriculture output (-5.7 percent). Other sectors including
construction, wholesale and retail trade, and communica-
tion services grew, albeit much slower than historical aver-
age, offsetting the decline in agriculture output. Growth in
these sectors may have experienced a lagged investment
effect of previously-committed infrastructure projects
and modest recovery of consumer confidence.

Population, million 325
@GDP current US$ hillion 19.6
GDP per capita, current US$ 601

Sources: World Bank WDI and Macro Poverty Outlook.

Consumer Price Inflation
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Early indications point to continuation of a weak economic
performance in 2016. Recent agriculture surveys indicate a
weather-induced decline of cereals production by over 20
percent in 2016. This may be partially offset by an increase
in horticulture which has contributed to an increase in
exports (5 percent) over the first half of 2016. A 10 percent
decline in imports over the same period across all product
categories, however, suggests a possible slowdown in ag-
gregate demand and in growth of industrial sectors. The
number of new firm registrations halved in comparison
with registrations over the first half of 2015. Business re-
ports point to a slowdown in ICT and transportation sec-
tors which jointly with agriculture account for 48 percent
of Afghanistan’s economy.

CPI inflation increased from 0.2 percent (year-on-year) in
December 2015 to 74 percent in July 2016, driven by higher
prices in both food and non-food items. On a 12-month
average basis, inflation increased from -1.5 percent to 19



percent over the same period. The exchange rate depre-
ciated by around 3 percent against the US dollar between
December 2015 and June 2016, which is partly attributed
to inflationary pressures building up through the import
channel.

Foreign exchange reserves increased from USS 6.9 billion
in December 2015 to USS 74 billion in June 2016, which is
equivalent to about 9 months of imports.

In contrast to other economic developments, the fiscal
position continued to improve. Revenue growth appears
to be on track to reach the budget targets, continuing
the upward trend in 2015. Over the first half of the year,
domestic revenues reached Afs 65.5 billion — a 25-percent
increase over the same period last year. Over half of the
revenue increase was facilitated by growth in non-tax rev-
enues (57 percent). Tax revenue growth (15 percent) was
driven by a range of policy measures and improvements
in tax and customs collection.

Total recurrent and development spending amounted to
Afs 134 billion in the first half of 2016, showing an increase
of about 4.5 percent over the same period in the previ-
ous vear. In proportion to annual budgets, however, the
actual spending has been at similar rates as in the first half
of previous year, i.e. around 30 percent execution of total
budget.

Outlook

The medium-term outlook points towards a slow recovery
over the next three years. Growth is projected to decline to
0.5 percentin 2016, and gradually increasing to 3.5 percent
by 2018. The downside risks are high, and growth recovery
is predicated on improvements in security, restoration
of political stability, acceleration in high-priority reforms
and continued high levels of aid. Given rapid population
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growth (3 percent), income per capita is expected to fur-
ther decline over next three years.

Scope for expanding social, development, and poverty-re-
ducing spending over coming years is limited by growing
security costs, higher operations & maintenance needs,
and an increasing wage bill. Total on-budget spending is
projected to increase to nearly 32 percent of GDP by 2018,
up from 27 percent in 2015. Domestic revenues, on the
other hand, are projected to increase to only 12 percent
of GDP by 2018. At this level, revenues will cover only less
than 40 percent of total budget spending, creating an an-
nual funding gap of nearly 20 percent of GDP (equivalent
to around USS$ 4 billion) to be financed through external
grants.

Risks and Challenges

Medium-term challenges, arising particularly from fiscal
sustainability risks, are enormous. The Government's abil-
ity to expand or even sustain the current levels of service
delivery will critically depend on future commitments for
civilian aid for the next years, which will be agreed in early
October.

There is a growing number of returnees from Pakistan,
which will exacerbate pressures on service delivery. More
than 220,000 Afghans are expected to return in 2016 alone.
Given the precarious security situation, low economic and
social absorption capacity and the scarcity of land and
shelter, forced displacement and the return of displaced
populations pose important humanitarian and poverty
challenges.

Reducing poverty will require a combination of improved
security, growth and more financing resources. Growth
alone will not be sufficient to restore welfare and liveli-
hoods, and there is a real risk that progress made in human
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Table: Afghanistan (annual percent change unless noted otherwise)

2013 2014 2015 2016 e 2017 f 2018 f
Real GDP growth, at constant market prices 20 13 08 05 18 50
Private Consumption 20 15 -0.2 09 21 2.3
Government Consumption 74 45 37 47 28 48
Gross Fixed Capital Investment 38 125 19 14 3l 5.7
Exports, Goods and Services 22] 6.8 48 34 6.9 16
Imports, Goods and Services 357 5.6 24 32 4.0 51
Real GDP growth, at constant factor prices 19 18 08 08 18 350
Agriculture 00 -01 5.7 50 25 35
Industry 18 24 4] 25 2.2 30
Services 26 2.2 16 20 14 29
Inflation (Consumer Price Index) 17 46 15 6.0 5.0 5.0
Current Account Balance (% of GDP) 14 8.0 5.0 3] 36 28
Financial and Capital Account (% of GDP) -05 -/l 5.0 3.7 3.6 28
Net Foreign Direct Investment (% of GDP) 05 06 09 0.3 1] 05
Fiscal Balance (% of GDP) @ 1] 17 -06 05 -04 -0.2
Primary Balance (% of GDP) © 1] 16 -05 -05 -04 -0.2
e AR
(@) Fiscal balance includes donor grants.
development outcomes and service delivery will be re- corruption and improve the investment climate. However,

versed. The Afghan population, which is already exposed reform implementation has yet to gain momentum.

to extraordinary high levels of risks, remains extremely Any setback in reform implementation would further

vulnerable to the ongoing security challenges. slowdown the pace of human capital accumulation in
Afghanistan and reduce future prospects of growth and

The National Unity Government presented an ambitious poverty reduction.

reform agenda in 2014 to revitalize the economy, tackle
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Bangladesh

Growth remained robust despite internal and external 2015

headwinds. Overall inflation has moderated. Interest
rates decline continued while foreign exchange reserves
are adequate. The fiscal deficit remained contained
despite a revenue shortfall and monetary policy was
accommodative. Near term macroeconomic outlook

is stable. Security, trade and financial sector shocks

Population, million 161.0
GDP current US$ billion 195.2
GDP per capita, current US$ 1212

Sources: World Bank WDI and Macro Poverty Outlook.

are the main risks. Boosting productivity and private
investment by reforming business regulations, mitigating
infrastructure deficiencies and addressing financial
sector weaknesses remain the central challenges.
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Recent Developments

Growth has remained robust. Provisional estimates of
GDP growth for FY16 indicated strong recovery despite
a declining private investment rate, driven by windfalls
from public sector wage increases. Bangladesh needs
to translate the macroeconomic stability into higher
investment and growth. Bangladesh will also need to
prioritize development strategies and policies in light of
the Sustainable Development Goals. Stagnating private
investment, decline in agricultural growth, appreciation of
the real effective exchange rate, weak public sector bank-
ing performance, and low efficiency of capital spending
threaten to undermine the development prospects.

Moderation in headline inflation continued. Driven by a
decline in food inflation to 4.9%, FY16 ended with an overall
inflation rate of 5.9%, the lowest in last 12 years. Nonfood

inflation rose from 6% in FY15 to 75% in FY16. Falling
international commodity prices and good rice harvests
propelled the decline in food inflation. In the non-food
category, apart from a rise in demand enabled by sustained
political stability, the uptick likely reflects pay increases for
public employees and hikes in electricity and gas tariffs.

Increased external surplus boosted foreign exchange
holdings. Foreign exchange reserves have grown fast to
surpass $30 billion, equivalent to almost 8 months' im-
ports, by end-June 2016. Large current account surpluses
signify some sluggishness in the domestic economy.
Subdued price levels in global commodity markets con-
tributed to keeping import growth low in FY16 despite a
significant rise in import intensive exports. Combined with
a continued large surplus in the financial account, this led
to accumulation of foreign exchange holdings by the
Bangladesh Bank and the commercial banks.

Macroeconomic management is challenged by revenue
shortfall and a weak banking sector. The FY16 budget
deficit was within the 5% of GDP target, despite significant
downward revision of the revenue target. As usual, the rev-
enue shortfall was more than offset by lower than targeted
public expenditure. Deficit financing was characterized by
low net intake from foreign sources and increased reliance
on domestic non-bank financing. Booming sales of high
yielding national savings certificates (with administered
interest rates) led to significant undershooting of bank
borrowing target in FY16. Tax collections underperformed
due to a decline in import prices and weaknesses in tax
policy and administration. Weak demand for bank credit
contributed to sustained high liquidity in the banking sys-
tem and declining short-term interest rates. Overall credit
risk exposure of the banking sector increased in 2015.
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Outlook

The near term outlook is stable. Real GDP is projected
to grow at 6.8% in FY17, reflecting relatively weaker
growth in private consumption (5%) and government
consumption (10.4%) than the preliminary estimates for
FY16. Growth is projected to fall to 6.2% in FY18, driven
by slower consumption growth and somewhat slower
export growth. Without boosting TFP growth and
private investment relative to GDP, Bangladesh may
not reach 7% growth target. Delivering the necessary
energy, infrastructural, and regulatory improvements
remain critically important to ensure sustained and in-
clusive GDP growth with strong employment creation
capacity.

Inflation may edge up in FY17-18 on account of higher
public sector wages, a one-off effect from the introduc-
tion of the new VAT, and overheating, with actual output
exceeding the potential. The current account surplus is
projected to turn into deficit over the medium term. Fiscal
deficit is projected to remain below 5% of GDP. Macro-
economic policies in the near-term need to focus on safe-
guarding stability. Counter-cyclical fiscal policy responses
would be needed in response to large temporary shocks.
The exchange rate should be allowed to depreciate if the
shocks are protracted.

Risks and Challenges

Security, financial and trade shocks are the main risks.
Escalation of terrorist attacks in recent months has height-
ened security concerns and created new types of uncer-
tainties that could adversely impact investment, growth,
and inflation. Security shocks could damage investment
and consumer confidence. Continued weakness in the
state-owned banks could undermine growth prospects
and affect fiscal sustainability, as would further delay in
launching the new VAT. On the external side, a protracted
slowdown in the European Union due to Brexit related
uncertainties could hurt exports. Remittances remain vul-
nerable as persistent low oil prices could further worsen
investment and employment in GCC countries.

The challenge is to boost productivity and private invest-
ment by reforming business regulations, overcoming
infrastructure and energy deficiency and increasing in-
termediation efficiency. Disabling regulations and bottle-
necks in energy and transport, have become more bind-
ing in recent years as the economy expanded. These stem
from low public investment and inadequate infrastructure
maintenance. Weak bank balance sheets and governance
in the financial sector limit lending capacity, divert credit
away from productive investment, and impose large fiscal
recapitalization costs.

Table: Bangladesh (annual percent change unless indicated otherwise)

2013 2014 2015 2016 e 2017 f 2018 f
Real GDP growth, at constant market prices 6.0 6] 6.6 7l 6.8 6.2
Private Consumption 5] 40 58 5.3 5.0 43
Government Consumption 58 79 8.8 10.7 104 16
Gross Fixed Capital Investment 54 99 71 89 19 13
Exports, Goods and Services 25 3.2 -28 -0.3 8.6 12.9
Imports, Goods and Services 1.2 1.2 3.2 -89 121 15.0
Real GDP growth, at constant factor prices 6] 6] 6.5 Al 6.8 6.2
Agriculture 25 44 33 26 29 30
Industry 9.6 8.2 9.7 10] 93 838
Services 55 5.6 58 6.7 6.5 5.6
Inflation (Consumer Price Index) 6.8 13 6.4 59 6] 6.2
Current Account Balance (% of GDP) 16 08 15 1.7 0.0 -04
Financial and Capital Account (% of GDP) 23 19 12 09 2.2 2.2
Net Foreign Direct Investment (% of GDP) 12 08 09 09 08 07
Fiscal Balance (% of GDP) -39 3.6 -39 -43 -44 47
Debt (% of GDP) 44 39 336 44 44 48
Primary Balance (% of GDP) 19 15 18 2.3 -3 -2.9

Sources: World Bank, Macroeconomics and Fiscal Management Global Practice
Notes: € = estimate, f = forecast.
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Bhutan

Bhutan has maintained a solid macroeconomic 2015
performance in 2016. Hydropower projects, supportive Population, million 08
fiscal and monetary policy have contributed to growth. ;

Low inflation, a stable exchange rate and accumulating GDP, current USS billion 2.0
international reserves attest macroeconomic stability. GDP per capita, current US$ %53

Steady growth with stability is likely to continue, which

should result in poverty reduction. However, structural SOurcs Word Bank WD ad Moo oty Outook

challenges remain: large current account deficits,
an underdeveloped private sector and high youth
unemployment. To address these, the Government
is revising the Economic Development Policy and
has started preparation on the 12th five-year plan.

Percent Contributions to GDP Growth
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Source: National Statistical Bureau, Royal Monetary Authority, Ministry of Finance, World Bank

Recent Developments

Bhutan's economy has been steadily recovering from the
aftermath of the shortage of the Indian Rupee of 2012.
GDP growth revived from a low of 2.1 percent in 2013
to about 6 percent (estimated) in 2015. The recovery
has been sustained by a combination of accelerated
investments in hydropower, good agriculture harvests,
and supportive fiscal and monetary policy to boost the
implementation of the five-year-plan. On the demand
side, private consumption has been supported by a
resumption of credit (20 percent y/y as of June 2016),
with services, automobiles and personal loans showing
strong growth. Investments remained robust in hydro-
power through construction and services. The improved
growth performance has been accompanied with mac-
roeconomic stability. Inflation has been below 5 percent,
the exchange rate has marginally depreciated, and

international reserves covered 11 months of goods and
services imports in the first half of 2016. Although there
have been high current account deficits (higher than 25
percent of GDP), these are related to hydropower proj-
ects and thus are mostly financed by loans from India.

Outlook

Growth is expected to accelerate over the 2016-2018
period. Construction will start at three hydropower proj-
ects in the next three years and two hydropower dams
will become operational in 2018. Macroeconomic stabil-
ity would allow fiscal and monetary policy flexibility to
keep supporting economic activities. Given the close
economic relationship with its southern neighbor, a
positive economic outlook in India will also help Bhutan's
growth to accelerate. Low global commodity prices and
the pegged exchange rate against the Indian Rupee are
expected to anchor a stable inflation rate. While high
current deficits are likely to continue due to imports
associated with hydropower constructions, these are
expected to be covered by secured financing sources.
Projections based on GDP growth indicate steady and
continuous poverty reduction since 2012, the last year
for which survey-based estimates are available. Poverty
headcount rate is projected to fall to 10.9 percent by
2015 and 6.0 percent by 2018 at the US$3.10 a day line.

Risks and Challenges

Bhutan's main challenge is how to manage the hydro-
power projects and impacts of the projects on the
economy. The construction and commissioning of
hydropower projects is likely to stimulate domestic de-
mand, which would result in additional pressure on the
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Table: Bhutan (annual percent change unless indicated otherwise)

2013 2014 2015 2016 2017 f 2018 f
Real GDP growth, at constant market prices 2] 55 6] 13 98 1.6
Private Consumption 131 18.0 A 75 10 6.5
Government Consumption 101 24 101 54 18 0.2
Gross Fixed Capital Investment -35.71 83 6l 1.7 1.0 135
Exports, Goods and Services 39 -6.0 0.2 20 6.0 8.0
Imports, Goods and Services 18 -35 43 55 32 33
Real GDP growth, at constant factor prices 2] 55 6] 13 98 1.6
Agriculture 24 24 30 34 35 36
Indlustry 39 3l X 85 140 170
Services 16 8.2 8l 8.2 83 84
Inflation (Consumer Price Index) 88 8.3 5.2 46 43 40
Current Account Balance (% of GDP) 231 -24.6 -30.0 -294 5.1 157
Fiscal Balance (% of GDP) -0.2 21 -0.7 -4.2 30 41
Debt (% of GDP) 91 96.4 98.2 1021 103.2 977
Primary Balance (% of GDP) 20 44 08 28 19 6.2

Sources: World Bank, Macroeconomics and Fiscal Management Global Practice
Notes: € = estimate, = forecast.

overall balance of payments. To measure these risks, credit
growth and international reserves will have to be carefully
monitored. Increasing foreign direct investment (FDI) and
remittances will be more important to finance the cur-
rent account deficits. The impact of the slowdown of the
global economy on Bhutan's economy is expected to be
modest due to the country’s limited linkage with the rest
of the world other than India. Nevertheless, deceleration
of the global economy will be felt through its effect on
the Indian economy or the tourism sector. The latest debt
sustainability analysis (DSA) in mid-2016 concluded that
Bhutan's external debt risk is moderate, as much of the
external debt is linked to the India hydropower project

loans. Besides the challenges related to hydropower, a
large current account deficit, underdeveloped private
sector and high youth unemployment are the other ma-
jor challenges. The implementation of the new Economic
Development Policy is expected improve the business
climate, which in turn would be expected to create jobs
especially for the youth. Bhutan remains largely rural, with
an estimated 61 percent of population living in rural areas
in 2015. The country is therefore in urgent need of private
sector development to diversify its economy, building on
the foundation created by the hydropower industry. The
development of the private sector will also help curtail its
urban youth unemployment.



INndia
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Economic growth in India remained robust, which, 2015

as in the past, is expected to support continued
poverty reduction. This year is expected to see
some convergence in rural and urban economies,
supported by stimulating policies, such as passage
of GST and civil pay revisions, along with good
monsoons. Re-balancing of growth drivers will in

Population, million 1308.2
GDP current US billion 2189.7
GDP per capita, current US$ 1674

Sources: World Bank WDI and Macro Poverty Outlook

turn support the sustainability and inclusiveness of
GDP and household income growth going forward.

Percent
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Recent Developments

Economic growth remains robust. GDP growth acceler-
ated to 7.5 percent y/y in the four quarters ending June
2016 from average of 6.5 percent in the previous twelve
quarters. This acceleration has been led by urban con-
sumption and public infrastructure investments. Rural
consumption has been constrained by two successive
drought-years and subdued growth in rural wages. Sus-
tained growth in manufacturing and modern services,
as well as growth in personal credit have underpinned
urban consumption. Investment momentum remained
subdued despite concerted growth in public spending,
largely due to global excess capacity and deleveraging of
corporate and bank balance sheets. Nevertheless, early
signs of recovery in private investments have emerged
in Q1 FY17, with capital formation growing by 6.1 percent
saar, despite a moderation in public investments.

Manufacturing remained an important growth driver. While
services continued to be the largest contributor to growth

H Gross Fixed Capital Formation
m [mport of Goods and Services

201601 201602 201603 201604 201701
Change in Stocks = Valuables
B Discrepancies == GDP at Market Prices

in gross value added, manufacturing gained prominence in
FY16, registering 9 percent y/y growth in the four quarters
ending June 2016. External demand remained subdued, but
exports showed signs of pick-up in mid-2016, driven by ser-
vices. In volume terms export growth turned positive after 5
quarters in Q1 FY17 at 3.2 percent y/y. Partly reflecting weak
investment, import growth remained firmly in the negative
territory, pulling down trade deficit to its lowest-ever level at
0.1 of GDPin Q1 FY17.

Outlook
Economic activity is expected to accelerate gradually.
GDP is projected to expand by 7.6 percent in FY17, before
accelerating to 7.8 percent by FY19. Initially, growth will be
driven by a rebound in agriculture due to normal mon-
soons, which along with civil service pay revisions will
support broad-based consumption growth and offset
continued weakness in exports and private investment.
In later years, growth will be underpinned by a recovery
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in private investments, as the recent push to accelerate
infrastructure spending and a better investment climate
(due in part to the passage of the GST and Bankruptcy
Code) ‘crowd in" the private sector. International trade
conditions are expected to recover, but at a subdued
pace.

Inflationary pressures are likely to remain muted in the
near term on account of stable commodity prices. The
Government amended the RBI act to reflect an inflation
target of 4 (+/-2) percent and establish a monetary policy
committee. These measures boost the credibility of the
central bank, enhancing its ability to meet the medium-
term inflation target. The normal monsoons, which also
replenish India’s reservoirs, will further support a stabiliza-
tion in prices over the coming year.

Risks and Challenges

There are significant downside risks in the near term.
First, continued uncertainties in the global environ-
ment, volatility in commodity prices, broader spillovers
from Brexit on world trade, and a further slowdown of
the Chinese economy, could further delay a recovery
of external demand. Second, the government has set
ambitious targets for raising revenues from divestments

and spectrum auctions. If these are not met, there is a risk
that growth-enhancing capital and social spending may
be cut to meet fiscal targets, or that fiscal targets may be
missed, undermining the credibility of fiscal policy. Third,
the expected boost to rural consumption from favorable
monsoons could be dampened by deleveraging of debt
incurred by farmers over the previous two drought years.
Fourth, private investment also faces several domestic im-
pediments in the form of corporate debt overhang, stress
in the financial sector, and regulatory and policy chal-
lenges. If these bottlenecks are not alleviated, subdued
private investment would create downside pressures on
India’s potential growth.

Optimism on the growth front needs to be balanced with
caution when translating to broad-based poverty reduc-
tion. Despite the recent success in poverty reduction, gains
have been uneven, with greater progress in states and
social groups that were already better-off. India faces the
challenge of further accelerating the responsiveness of
poverty reduction to growth, enforcing inclusion of pres-
ently excluded groups (such as women and scheduled
tribes), and extending gains to a broader range of human
development outcomes related to health, nutrition, edu-
cation and gender, where the country continues to rank
poorly.

Table: India (annual percent change unless noted otherwise)

2013 2014 2015 2016 e 2017 f 2018 f
Real GDP growth, at constant market prices 6.6 12 16 16 11 18
Private Consumption 6.8 6.2 74 11 76 74
Government Consumption 04 12.8 2.2 8.6 90 88
Gross Fixed Capital Investment 34 49 39 17 98 10.2
Exports, Goods and Services 18 17 5.2 6.2 58 69
Imports, Goods and Services 8.2 08 28 55 16 8.0
Real GDP growth, at constant factor prices 6.3 7] 12 75 11 11
Agriculture 42 -0.2 1.2 3l 25 25
Indlustry 5.0 59 14 12 16 16
Services 18 10.3 89 9.0 9l 9]
Inflation (Consumer Price Index) 94 59 49 5.0 40 40
Current Account Balance (% of GDP) -6.0 28 2.3 17 18 17
Financial and Capital Account (% of GDP) 5.6 13 1.7 12 13 13
Net Foreign Direct Investment (% of GDP) 1] 1] 14 15 15 14
Fiscal Balance (% of GDP) -65 -1 -65 6.6 -65 6.3
Debt (% of GDP) 64.7 65.2 6/] 66.9 66.4 65.7
Primary Balance (% of GDP) 19 -3 1.6 18 1.7 16

Sources: World Bank, Macroeconomics and Fiscal Management Global Practice
Notes: € = estimate, = forecast.
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Maldives

Construction has taken over tourism as the main driver of 205
growth since late 2014, the latter affected by a decline

in tourist arrivals from Russia and China. The medium- Population, million 0.4
term fiscal plan is anchored by large multi-year public

investment projects. Given the lag between infrastructure GDP.current USS bilion L
spending and its growth impact, public debt situation GDP per capita, current US$ 7630.9
is expected to deteriorate in the medium-term—raising Sources: World Bank WDI and Macro Poverty Qutlook.

the risk of external debt distress to high. A more
gradual fiscal expansion and prioritization of investment
projects are needed to lift growth to a moderate
level while maintaining macroeconomic stability.

Contributions to GDP Growth
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Sources: Ministry of Finance, World Bank staff calculations, Joint Bank-Fund Debt Sustainability Analysis
Recent Developments food (mainly fish) prices, housing, water, electricity, gas

After peaking at 6.5 percent in 2014, growth is expected to and other fuel prices and transport prices.

decelerate to 1.9 percent, dragged down by a slowdown

in tourist arrivals, especially from Russia and China. While Maldives” high levels of fiscal deficits and public debt pose
tourism is still the single largest sector, construction has a significant risk, as the country is structurally spending

overtaken tourism as the most important driver of growth, beyond its means. Even though the high costs of public
fueled by a surge in both public and private investments. service delivery is inevitable in a multi-island country with

scattered population, high levels of public spending in
Following the global decline in commodity prices, CPI recent years have been primarily driven by the country’s

inflation has trended downward since 2013, and became redistributive model, including the high public sector

negative in April 2016 (year-on-year), dragged down by wage bill, pensions, universal health insurance and subsi-
dies for food and electricity, and transfers to state-owned
enterprises.

1 Staff projections. The official final macroeconomic numbers for 2015 are not yet available. The Based on current treﬂds, Staﬁ: eStimateS that revenue and
Maldives Monetary Authority monthly bulletin of August 2016 published preliminary estimates pUblIC Spending have mcreased to 36 and 44 percent Of

for GDP growth, the fiscal deficit and the current account deficit for 2015. Until these numbers

are final, staff estimates for 2015 are used in this analysis. GDP reSpeCtiVely in 2015, reSUlting ina ﬁscal deﬁC|t Of 84
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percent of GDP. While, net external financing has been
negative in 2014 and 2015, heavy reliance of domestic
sources of financing has increased the exposure of the
domestic banking system to sovereign risk. In response
to fast rising domestic interest rates, Treasury bill auctions
were replaced by a “tap system” fixing interest rates at low
levels in mid-2014.

2016 fiscal policy is expansionary with large public invest-
ment projects. Staff projects revenue to reach 35.6 percent
of GDP and expenditure 489 percent of GDP. Wages are
projected to be frozen in nominal terms, while the budget
foresees significant reduction in electricity and food sub-
sidies. The budget includes a number of large multi-year
investment projects: airport expansion, a bridge between
the capital Malé and Hulhumalé Island and housing con-
struction in Hulhumalé island.

The slowdown in tourism in 2015 has led to a decline in
net service exports. While the import bill of petroleum
products declined thanks to low global commodity prices,
it was partially offset by increased imports of transport
equipment and building materials driven by the construc-
tion boom. The current account deficit is estimated at 8.8
percent of GDP, financed by strong FDI inflows into the

tourism sector. Gross official reserves reached USD 623
million by July 2016, although usable reserves? are only
USD 209 million—equivalent to 1.2 months of imports
of goods and services. But this is less of a concern than it
may appear, since the tourism industry has been able to
supply sufficient quantities of foreign exchange at a stable
premium over the de facto fixed exchange rate of 154
rufiyaa per dollar.

Outlook

In the near term, growth is expected to be driven by con-
struction, fueled by both private sector construction and
large public investment projects, while tourism growth
is likely to remain subdued because of a slowdown in
China, the recession in Russia, the appreciation of the
MVR (pegged against the USD) against major currencies.
Inflation is projected to remain subdued as long as global
commodity prices remain low, with positive impacts on
the current and fiscal accounts.

2 Net of short-term foreign liabilities of the central bank to the banking sector.

Table: Maldives (annual percent change unless noted otherwise)

2013 2014 2015p 215e 2016 f 2017 f 2018

Real GDP growth, at constant market prices 47 65 21 19 35 39 46

Private Consumption

Government Consumption

@Gross Fixed Capital Investment

Exports, Goods and Services

Imports, Goods and Services
Real GDP growth, at constant factor prices 47 59 35

Agriculture 51 0.2 -29

Industry -16 129 26

Services 6.4 5 0]
Inflation (Consumer Price Index) 2.3 2] 1.0 04 13 25 28
Current Account Balance (% of GDP) -46 -39 8.8 8.0 -17 .7 -14.6
Financial and Capital Account (% of GDP) 26 178 14 6.7 97 16.8 177

Net Foreign Direct Investment (% of GDP) 13.0 10.9 96 10.6 10.0 109 10.8
Fiscal Balance (% of GDP) -14 9] -6.9 -85 130 138 119
Debt (% of GDP) 648 66.6 639 72] 819 91.0 96.9
Primary Balance (% of GDP) -49 6.3 -44 55 105 -10.5 -1]

Source: Maldives Monetary Authority, Ministry of Finance and Treasury, World Bank staff estimates for 2015 and forecasts for 2016-2018.

Note: p = preliminary estimate published in MMA bulletin, e = World Bank estimate, f = World Bank forecast



The planned large increase in front-loaded capital invest-
ment has increased the risk of external debt distress to
high according to the most recent Debt Sustainability
Analysis.> A more gradual implementation could mitigate
this risk but without additional expenditure and revenue
measures this could still lead to fiscal deficit of close to
14 percent of GDP with the public debt-to-GDP ratio ap-
proaching 100 percent.

Risks and Challenges

The immediate macroeconomic challenge is to address
the fiscal and external imbalances driven by high and
rising public spending. The projected fiscal path is not
enough to bring public debt-to-GDP trajectory on a de-
clining path. Restoring debt sustainability would require
significant fiscal consolidation by raising revenue and re-
ducing expenditure. Limited international reserves, a high
level of public debt and the short maturity of domestic
debt adds additional vulnerability.

Meanwhile, political risks and a slowdown in countries
important for tourism could lead to further reductions in
tourism visits, which will put pressure on growth, revenue
and the balance of payments.

There are limited investment opportunities in the private
sector outside tourism, and banks prefer to park their avail-
able assets at the central bank and abroad. .

3 Joint World Bank-IMF Debt Sustainability Analysis, included in the IMF Article IV report of May
2016.
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Nepal

After registering the weakest growth in 14 years
during FY2016, economic activity is recovering in
Nepal. Agriculture and construction are expected to
improve on the account of a good monsoon as well as
increased disbursements of housing reconstruction
grants. Coupled with increased government spending,
this is expected to push FY2017 growth to 5 percent
and to remain in line with potential thereafter.

Percent

2015
Population, million 28.5
GDP current US$ billion n4
GDP per capita, current US$ 186

Sources: World Bank WDI and Macro Poverty Qutlook.
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Recent Developments

Nepal experienced its slowest growth in 14 years. Real GDP
growth, which had already fallen to 2.7 percent in FY2015
on account of a devastating earthquake, was dragged
further down to 0.6 percent in FY2016, on account of
the sluggish post-earthquake reconstruction activities
and disruption in cross-border trade with India. An earlier
estimate suggests that the earthquake pushed as much
as 1 million people back into poverty. However, economic
activity is recovering in Nepal.

Following two years of sub-par rainfall, the current mon-
soon is progressing well with precipitation averaging be-
tween 90-110 percent of the long-term average. Expected
rice production is forecasted to be 4.8 million tons, up
from 4.2 million tons a year ago, giving a much needed
boost to incomes of the 60 percent of the population
that works in agriculture. Post-earthquake reconstruction
activities are picking up speed after a slow start, with
over half a million households been determined eligible

= Government Consumption

H Investment

GDP Growth Rate (percent change, y-0-y)

for the rural household reconstruction grant, of which
430,000 households have signed the grant agreement
and 350,000 households have received the first of the
three tranches.

Imports have rebounded fast following the end of trade
disruptions and have recovered to the same level as
last year (down 0.7 percent y/y in NPR terms). Exports,
however, are yet to recover to their pre-disruptions level
and have contracted 24 percent for the year as whole.
Consequently, trade deficit for FY2016 has increased to
around 30 percent of GDP. While the growth rate of remit-
tances has slowed to 7 percent for the year—lowest in 5
years—these are still at a record level of 29.6 percent of
GDP, helping offset the trade deficit.

Despite normalization in imports and favorable external
environment (i.e. low food and oil prices and moderat-
ing inflation in India), inflation in Nepal continues to be
elevated at 104 percent (y/y) in July. Sharp uptick in rental



prices of housing following the earthquake is the largest
contributor to headline inflation.

In contrast with other economic activities, government
revenues performed well. Driven by surging imports in the
last six months of the FY, as well as one-off improvement
in collection of outstanding taxes, revenues increased to
23.2 percent of GDP, up from 20.9 percent in the previous
year. Expenditure, driven in part by higher spending on
reconstruction activities, increased as well to 229 percent
of GDP, up from 219 percent from a year ago, resulting in a
surplus of 0.3 percent.

Outlook

Growth in FY2017 is expected to recover to 5 percent
after two years of sub-par growth and remain in line with
potential thereafter. The rebound in growth is on the back
of a normal monsoon that will boost agricultural output
and supported by increased investment (both public and
private) as the political process stabilizes and earthquake
recovery gathers speed. Manufacturing in particular is
expected to get some boost starting from FY2017 with
the apparels and garment industry getting a duty free
access in the US market. The high inflation induced by the
trade disruptions is expected to remain elevated owing to
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persistent supply-side bottlenecks during the forecast pe-
riod and continue to affect the poor and the vulnerable.

Fiscal deficit is expected to widen during the forecast, but
to remain within manageable limits. Budget for FY2017 calls
for an expenditure increase of nearly 10 percent of GDP.
However, as in the previous years, significant underspend-
ing of the budget is likely. Nonetheless, government'’s
recurrent expenditure is expected to grow substantially
in FY2017 owing to increase in earthquake related cash
assistance as well as measures introduced to increase civil
servants’ compensations, pensions and social protection.
Overall, fiscal deficit is expected to widen in the forecast
period. Similarly, current account surplus is expected to
narrow and turn into a deficit as imports pick-up, driven by
reconstruction efforts and slower growth in remittances.

Risks and Challenges

Domestic risks predominate and are on the downside.
Political environment remains fluid as coalition govern-
ments have changed, on average, once a year since 2007.
Latest government was sworn in in July and its term is
already announced to last nine months as a part of the
power sharing agreement among the coalition partners.
The new constitution adopted last year stipulates a series

Table: Nepal (annual percent change unless noted otherwise)

2013 2014 2015 2016 e 017 f 2018 f
Real GDP growth, at constant market prices 4] 6.0 2.7 0.6 50 48
Private Consumption 29 4] 29 -0.6 50 45
Government Consumption -6.6 101 13 54 1.0 1.0
Gross Fixed Capital Investment 16.8 14 19.6 122 12.6 6.0
Exports, Goods and Services 10.3 184 75 3.2 13.6 89
Imports, Goods and Services 14.2 2.0 95 35 101 59
Real GDP growth, at constant factor prices 38 5.7 24 0.6 50 48
Agriculture 1] 45 08 13 35 30
Industry 27 A 15 -6.3 40 40
Services 6.2 6.0 38 23 6.3 6.2
Inflation (Consumer Price Index) 99 91 12 99 9.0 8.0
Current Account Balance (% of GDP) 3l 48 38 4] 0.3 1.6
Fiscal Balance (% of GDP) 05 06 18 0.3 11 14
Debt (% of GDP) 3.2 285 256 251 59 263
Primary Balance (% of GDP) 24 24 15 24 00 -04

Sources: World Bank, Macroeconomics and Fiscal Management Global Practice
Notes: e = estimate, = forecast.
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of elections (local, provincial, federal) by the beginning of
2018, which will further add to policy uncertainty.

The external environment is likely to be less favorable as
well. With remittances comprising nearly 30 percent of
GDP, the Nepalese economy is extremely dependent on
these flows. Qil-exporting Gulf Co-operation Countries
and Malaysia, which represent almost 97 percent of total
Nepali migrants excluding India, are a key source of remit-
tances. As oil prices in particular, and commodity prices
in general, are likely to remain at present levels during the
forecast period, the possibility of a slowdown in remit-
tances has increased.

Nepal faces several simultaneous and daunting chal-
lenges: From completion of political transition and setting
up of a new federal structure to successfully leveraging
its endowments (hydropower potential, human capital)
to achieve rapid growth, faster poverty reduction and
expanding economic opportunities for its citizens. Re-
gaining investors' confidence, particularly for hydropower
development, is an added challenge after series of shocks
for a country that does not have a favorable track-record in
mobilizing large-scale private investment.




Pakistan

Pakistan maintained macroeconomic stability with
government’s better economic management under the
recently concluded International Monetary Fund program.
Economic growth, though gradual, continues to recover.
Poverty has also shown a steady decline over the past

15 years. Increasing remittances have likely helped the
pace of poverty reduction in recent years. Sustainable
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2015
Population, million 188.9
GDP current US$ billion 24
GDP per capita, current US$ 1431

Sources: World Bank WDI and Macro Poverty Qutlook.

and inclusive growth and poverty reduction, however,
will require greater private sector investment and the
development of infrastructure, as well as a continued
focus on fiscal consolidation and structural reforms.

Contributions to GDP Growth
Percent
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Recent Developments

The onset of FY2017 saw government conclude the 12th
and final review of a three year Extended Fund Facility
(EFF) program with the International Monetary Fund (IMF).
During these three years, the economy has achieved mac-
roeconomic stability primarily on the back of fiscal discipline
shown by the government and a reduction in the current
account deficit due to falling global commodity prices and
buoyant remittances. This stability has set the stage for the
government to further implement structural reforms to help
unlock sustained and inclusive growth in the medium term.

Despite experiencing negative growth in the agriculture
sector, overall economic growth in FY2016 experienced
moderate acceleration compared to FY2015. Industrial
sector recorded significant growth due to the better per-
formance of cement, fertilizer and automobile industries,
compensating the adverse impact of contraction in

commodity production. Improved industrial performance
can be attributed to rise in construction activities, greater
availability of credit and electricity, and continued improve-
ment in the business environment. The services sector,
which is the largest contributor to the national economy;,
continued to exhibit strong economic growth. On the
demand side, GDP growth was primarily led by an increase
in public and private consumption. Investment growth
was below expectations considering the increase in public
investment and private sector credit in FY2015/16.

Pakistan's current account deficit continued to shrinkin FY2016
despite widening of the trade deficit. Exports exhibited fur-
ther contraction, however continuous fall in global oil prices,
coupled with robust growth in remittances, assisted in curtail-
ing the current account deficit. The capital and financial flows
received during the year were more than adequate to finance
the current account deficit, resulting in an accumulation of
foreign exchange reserves which stood at US$181 billion at
the end of FY2016. Government's continuous efforts of mobi-
lizing revenues resulted in surpassing the tax revenue target
in FY2016, which assisted in reducing the fiscal deficit. This
allowed the government to continue with fiscal consolidation
efforts without curtailing government’s investment spending.

Continuous improvement in domestic and external imbal-
ances and declining global commodity prices also kept
CPI inflation (y-o-y) at single digit levels and created space
for the central bank to continue the process of monetary
easing. The monetary policy rate saw a cumulative reduc-
tion of 75 bps during FY2016.

Outlook
Pakistan's economic growth is expected to increase
gradually, and the economy is projected to grow by
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Table: Pakistan (annual percent change unless noted otherwise)

2013 2014 2015 2016 e 2017 f 2018 f
Real GDP growth, at constant market prices 44 47 47 57 50 54
Private Consumption 2] 56 3.2 70 44 47
Government Consumption 101 15 8] 15] 89 104
@Gross Fixed Capital Investment 26 25 141 57 8.2 6.9
Exports, Goods and Services 136 15 -6.3 -48 0.7 36
Imports, Goods and Services 18 03 16 124 45 55
Real GDP growth, at constant factor prices 31 4] 40 47 50 54
Agriculture 2] 25 15 -0.2 2.7 26
Industry 08 45 48 6.8 5.7 6.0
Services 51 45 43 5.7 5.6 6]
Inflation (Consumer Price Index) 74 8.6 45 29 46 50
Current Account Balance (% of GDP) ] 13 1.0 -09 17 -24
Financial and Capital Account (% of GDP) 04 30 20 18 17 24
Net Foreign Direct Investment (% of GDP) 05 06 0.3 04 08 09
Fiscal Balance (% of GDP) -84 -49 -5.2 -4.4 -4.2 -4.0
Debt (% of GDP) 64.1 64.4 641 66.] 63.2 60.2
Primary Balance (% of GDP) -39 03 -05 01 05 0.0

Sources: World Bank, Macroeconomics and Fiscal Management Global Practice.
Notes: € = estimate, = forecast.

5 percent in FY2017 and 54 percent in FY2018. Eco-
nomic growth is primarily driven by public and private
consumption, however some rebalancing in growth
components is expected due to a rise in investments.
This will primarily be driven by infrastructure projects
under the China Pakistan Economic Corridor (CPEC) and
public investment. These projects are expected to ac-
celerate growth in the domestic construction industry
and increase electricity generation. Improved electricity
availability will support growth in the industry and ser-
vices sectors.

The current account deficit is expected to widen during
FY2017 and FY2018. The key contributor to this will be a
widening trade deficit due to moderate growth in exports
and rapid growth in CPEC related imports. However, con-
tinuous growth in remittances and financial flows will help
in financing the current account deficit. The fiscal deficit is
projected to be 4.2 percent in FY2017 and 4.0 percent in
FY2018. This improvement in fiscal accounts hinges upon
the government’s will to persist with the fiscal consolida-
tion through revenue mobilization efforts and expenditure

rationalization. Increased economic activity, and marginal
rise in global oil prices are expected to increase domestic
prices, with inflation projected to increase from 2.9 percent
in FY2016 to 4.6 percent in FY2017 and 5.0 percent by
FY2018.

Risks and Challenges

The gradual growth trend is underpinned by increased
public investment supported by CPEC. A delay in the
completion of CPEC projects, as evident from the first year
performance, and inability of government to mobilize rev-
enues and rationalize expenditures, can affect investment
and hurt economic growth during the projection period.
Pakistan's external and fiscal balance continues to ben-
efit from low global oil prices, however a sudden upward
shock to these prices can disrupt this stability. Remittances
are projected to grow moderately but a further slowdown
in public spending in Gulf Cooperation Council (GCC)
economies could affect remittances growth negatively
and widen the current account deficit and slow down the
pace of poverty reduction.



Sri Lanka

Sri Lanka is faced with a challenging macroeconomic
environment characterized by high fiscal deficit, elevated
public debt; and relatively weak external buffers. Recent
policy measures along with the IMF supported program
are expected to restore macroeconomic stability in the
short-run. However, it is imperative to expedite high
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2015
Population, million 21.0
GDP current US$ billion 823
GDP per capita, current US$ 3924

Sources: World Bank WDI and Macro Poverty Outlook.

priority structural reforms to raise competitiveness,
improve governance and consolidate fiscal situation in
order to ensure sustained growth and development.
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Recent Developments

Sri Lanka's macroeconomic performance deteriorated
in 2015. Net outflows from the government securities
market and sluggish FDI inflows presented a challenging
external landscape despite low oil prices and increased
tourism. Domestically, a large fiscal deficit and an ac-
commodative monetary policy led to an increase in con-
sumption and non-oil imports. Although swap facilities
from India and new Eurobonds partially negated resul-
tant balance of payments pressures, the external buffers
deteriorated and the currency depreciated by 10 percent
against the US dollar. Public debt increased on account
of high primary deficit, currency depreciation and rising
real interest rates.

The authorities took policy measures to arrest the situation
in 2016. After passing the budget for 2016, which had a
deficit target of 5.9 percent of GDP, a fresh set of proposals
on income tax and Value Added Tax (VAT) were passed by

the Cabinet in order to reduce the deficit to 54 percent of
GDP. Monetary policy was tightened in the first quarter,
which was followed by a rate hike in July to tame the stub-
bornly high credit growth and rising inflation.

The policy measures were followed by a new International
Monetary Fund program. The 36-month Extended Fund
Facility (EFF) for about USS$ 1.5 billion is aiming to offer a
policy anchor for macroeconomic stability and struc-
tural reforms. Complementing the EFF, the World Bank
approved a USD 100 million Development Policy Financ-
ing (DPF) operation, supporting the government to carry
out reforms in competitiveness, transparency and public
sector and fiscal management.

In the first quarter 2016, the economy grew by 5.5 per-
cent, year-on-year, with main contributions from industry
and service sectors. The year-on-year inflation in the
Colombo Consumer Price Index jumped to 4.0 percent
in August while core inflation, computed excluding
fresh food and energy, remained high at 4.1 percent.
The increase reflects the impact of base effect, floods
in the month of May and underlying demand pressures
amid high credit growth. The fiscal deficit in the first five
months marginally improved on account of increased
tax collection. However, a Supreme Court ruling halted
the implementation of new VAT proposals in July, one
month after they were introduced. The external current
account improved in the first quarter thanks to a reduced
oil bill and increased tourism. Although FDI continued to
underperform, net inflows to the government securities
market have turned positive since April. Gross official
reserves, which deteriorated in the first half due to debt
repayment and currency defense, received a boost in
July with the issuance of new Eurobonds. However, the
reserve cover in months of imports at 3.5 still remains
below the end-2015 level of 3.8.
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Monetary tightening and enhanced currency flexibility
have contributed to improving short-term stability. The
IMF program will add to the confidence while supporting
fiscal sustainability. Structural reforms supported by the
DPF will yield benefits in the medium term.

Growth is expected to remain unchanged in 2016 and
grow marginally over 50 percent beyond, driven by
private consumption and postponed FDI in 2015. The re-
duced drag from imports on low commodity prices along
with recent policy measures will contribute to the increase
in growth. The impact of past currency depreciation and
the increase of the VAT rate will increase inflation in 2016
and 2017 despite downward pressure from low interna-
tional commodity prices. The external current account is
projected to improve in 2016 with reduced imports and
increased tourism. The fiscal deficit is projected at 5.7
percent of GDP for 2016 after considering delays in imple-
mentation of revenue measures.

Risks and Challenges

The immediate challenge is to increase 2016 revenue
amid legal obstacles on VAT. Structural challenges include
increasing fiscal revenue in the medium term to meet the
requirements of a middle income country; and narrowing

a persistent current account deficit linked to structural
competitiveness issues. With the country approaching up-
per middle income status, borrowing terms are becoming
more commercial, affecting affordability. Finally, with limited
national savings compared to national investment, more FDI
is needed into manufacturing and export sectors to sustain
a high growth path. Key risks include a growth slowdown,
which would lead to fast rising public debt. While the direct
impact of a slowdown in China and the Brexit would be lim-
ited, continued economic woes in the Middle East, the EU
and Russia could adversely affect exports and remittances.
Tightening global financial conditions could elevate capital
outflows and make borrowing more expensive.

It is important that fiscal consolidation is designed to
minimize the impact on the poor. Removing VAT exemp-
tions, which tend to disproportionately benefit wealthier
households, would constitute a positive first step. How-
ever, personal income tax and transfer spending are
much more progressive than VAT. A recent assessment of
the distributional impact found that the fiscal policy has
become more progressive since 2009, largely because of
an increase in direct transfers, but personal income tax
revenue remains small. Ongoing reforms to implement
criteria to select beneficiaries of Samurdhi, the main cash
transfer program for the poor, will be crucial to assist the
poor and maintain political support for reforms.

Table: Sri Lanka (annual percent change unless noted otherwise)

2013 2014 2015 2016 e 2017 f 2018 f
Real GDP growth, at constant market prices 34 49 48 48 5.0 51
Private Consumption 78 5.7 65 44 5.0 51
Government Consumption 01 6] 103 2] 19 17
Gross Fixed Capital Investment 5.0 3.2 10 2] 14 9.7
Exports, Goods and Services 6.6 43 47 5.7 5.0 50
Imports, Goods and Services 15 96 10.6 07 84 70
Real GDP growth, at constant factor prices 38 47 46 48 5.0 51
Agriculture 32 49 55 15 35 35
Indlustry 4] 35 50 42 47 51
Services 58 5.2 5.3 55 5.3 5.3
Inflation (Consumer Price Index) 69 33 09 40 45 47
Current Account Balance (% of GDP) 34 -25 24 -0.6 -4 2]
Financial and Capital Account (% of GDP) 42 20 28 06 14 21
Net Foreign Direct Investment (% of GDP) 12 1.0 08 08 16 18
Fiscal Balance (% of GDP) 54 5.7 -14 57 -46 -44
Debt (% of GDP) 708 10.7 76.0 76. 749 154
Primary Balance (% of GDP) -08 15 -29 -1.0 -01 04

Source: World Bank, Macroeconomics and Fiscal Management Global Practice
Note: e = estimate, f = forecast
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Notes

est

(Y
FY

Sources

Real GDP Growth

Inflation (Consumer Price Index)
REER (CY)

Current Account Balance (% of GDP)
Trade Balance (% of GDP)

Import Growth (%, y-0-y)

Export Growth (%, y-0-y)

Foreign Reserves, months
of import cover (CY)

Remittances (US$ million) (CY)
Fiscal Balance (% of GDP)
Public Debt (% of GDP)

Private Consumption Growth (%, y-0-y)

@ross Fixed Capital Investment
Growth (%, y-0-y)

Estimate
Forecast

Series for Calendar Year
Series for Fiscal Year

World Bank MFM, World Bank DECPG, World Bank WDI, IMFWEQ, national authorities and Haver

Real GDP growth rates (percent change, y-0-y) at Market Prices, measured in Constant 2010 US$
Period average percent change in CPlinflation

January-September average for 2016 observation

Does not include grants unless otherwise stated

Net balance of gross trade in goods and non-factor services (GNFS) (% of GDP)

Annual (respective) fiscal year percent change of goods and non-factor services (GNFS) imports
Annual (respective) fiscal year percent change of goods and non-factor services (GNFS) exports

Gross reserves to number of months of import coverage, EOP

Personal remittances including personal transfers and compensation of employees in Current US$
Does not include grants unless otherwise stated

@Gross public debt stock including domestic and foreign liabilities, End of Period

Annual (respective) fiscal year percent change in gross consumption expenditure

Annual (respective) fiscal year percent change in gross fixed capital expenditure

Net Foreign Direct Investment (% of GDP) Net balance of Foreign Direct Investment assets and liabilities as a ratio to GDP

Portfolio Investment (US million)

Net balance of Foreign Portfolio Investment assets and liabilities in Current US$
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Afghanistan

Real GDP Growth figures for calendar year

Foreign Reserves, months of import cover (CY): World Bank WDI
Current Account Balance (% of GDP): Including donor grants
Fiscal Balance: Includes donor grants

Bangladesh

Fiscal Year runs from Jul-1 to Jun-30; for example; for 2016 observations 2015-2016 values are used
Inflation (Consumer Price Index) monthly data is End-of-Period values

Foreign Reserves, months of import cover (CY): World Bank DECPG

Quarterly Export Growth includes merchandise trade customs, in constant seasonally adjusted 2010 US$
Remittances (US$ million) (CY): Haver Analytics (National Sources)

Bhutan

Fiscal Year runs from Jul-1 to Jun-30; for example; for 2016 observations 2015-2016 values are used
Foreign Reserves, months of import cover (CY): World Bank WDI

Net Foreign Direct Investment (% of GDP): World Bank WD

India

Fiscal Year runs from Apr-1to Mar-31; for example; for 2016 observations 2015-2016 values are used
Quarterly Real GDP Growth: World Bank DECPG

Monthly Inflation (Consumer Price Index) uses nominal, seasonally adjusted data from World Bank DECPG
REER (CY): World Bank DECPG

Quarterly Export Growth includes merchandise trade customs, in constant seasonally adjusted 2010 US$
Foreign Reserves, months of import cover (CY):; World Bank DECPG

Remittances (US$ million) (CY): Haver Analytics (National Sources)

Maldives
Real GDP Growth figures for calendar year
Foreign Reserves, months of import cover (CY): World Bank WD

Nepal
Fiscal Year runs from Jul-16 to Jul-15; for example; for 2016 observations 2015-2016 values are used
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Foreign Reserves, months of import cover (CY):; World Bank WDI
Net Foreign Direct Investment (% of GDP); World Bank WDI

Pakistan

Fiscal Year runs from Jul-1 to Jun-30; for example: for 2016 observations 2015-2016 values are used

Real GDP growth reported at factor cost

Monthly Inflation (Consumer Price Index) uses nominal, seasonally adjusted data from World Bank DECPG
REER (CY): World Bank DECPG

Quarterly Export Growth includes merchandise trade customs, in constant seasonally adjusted 2010 US$
Foreign Reserves, months of import cover (CY): World Bank DECPG

Remittances (US$ million) (CY): Haver Analytics (National Sources)

Sri Lanka

Real GDP Growth figures for calendar year

Quarterly Real GDP Growth: World Bank DECPG

Quarterly Export Growth includes merchandise trade customs, in constant seasonally adjusted 2010 US$
Consumption and Investment:WB Staff Calculations

Foreign Reserves, months of import cover (CY): World Bank DECPG

Remittances (US$ million) (CY): Haver Analytics (National Sources)

Portfolio Investment (US$ million): Haver Analytics (IMF BoP)

SAR

Real GDP Growth figures for calendar year

Quarterly Real GDP Growth: World Bank DECPG

Inflation data is seasonally adjusted median weighted CPI percent change, y-0-y
Current Account Balance (% of GDP): WB Staff calculations

Import Growth (%, y-0-y): World Bank DECPG

Export Growth (%, y-0-y): World Bank DECPG

Foreign Reserves, months of import cover (CY): World Bank DECPG

Remittances: 2015 data does not include Afghanistan and India

Fiscal Balance (% of GDP): WB staff Calculations based on IMF WEQ data

Public Debt to GDP: WB staff Calculations based on IMF WEQ data

Private Consumption Growth (%, y-0-y): World Bank DECPG

Gross Fixed Capital Investment Growth (%, y-0-y): World Bank DECPG

Net Foreign Direct Investment (% of GDP): World Bank staff calculations based on World Bank WDI data
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