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SECTOR ASSESSMENT (SUMMARY): PUBLIC SECTOR MANAGEMENT 

 
 1. Sector Performance, Problems, and Opportunities 

1. Bhutan’s economy performed well during the decade FY2001–2011, achieving an average 
8% growth rate. Accordingly, gross domestic product (GDP) per capita, measured in 2000 
constant dollars, trebled to $2,428 in 2011 from $778 in 2001. This high rate of economic and per 
capita income growth was driven mainly by the hydropower sector, which has changed the 
country’s macroeconomic structure and become its engine of growth.1 The hydropower sector has 
also become the main source of public revenue and contributes a quarter of Bhutan’s GDP.  
 
2. To maintain the high economic growth trajectory and to meet the government’s Vision 
2020, the economy needs to have efficient and reliable physical infrastructure, sound 
macroeconomic management, and a strong domestic revenue base. To this end, the government 
has prioritized, in addition to the construction of hydropower projects, its investments to improve 
and expand the national road network, feeder roads, telecommunication network, power 
transmission lines and grids, bridges and irrigation channels, and housing. At the same time, 
investment in health and education continued to be a priority in the Tenth Five–Year Development 
Plan.2    
 
3. This ambitious development expenditure has been financed largely by external assistance, 
reflecting the small size and geographic limitations of the economy and Bhutan’s limited domestic 
savings. As Bhutan is traditionally an agrarian society, the economy was largely based on a barter 
system within village communities before the modern banking system was introduced in 1968. 
Even since the introduction of the banking system, the savings rate has been extremely low, 
making the country heavily dependent on external assistance in the form of grants and highly 
concessional borrowing, in particular from India, its largest trading partner, which provides 75% of 
Bhutan’s imports and absorbs 90% of its exports. 
 
4. India has been the single largest donor to Bhutan, but its share of funding support for 
development expenditures has decreased over the years. Further, concessional terms from other 
development partners have hardened. The additional revenue generated from hydropower 
exports was quickly offset by the additional public expenditures, debt servicing, and rapidly 
growing social sector expenditures. Coupled with this, rapid domestic credit expansion fueled a 
surge in imports from India and a current account deficit. In FY2012, both the fiscal and current 
account deficits widened to 4.7% and 20.6% of GDP, respectively, from a fiscal surplus of 1.6% 
and a current account deficit of 10% in the previous year (Table 1). The net rupee balance held by 
the Royal Monetary Authority (RMA), the central bank, has steadily declined over the past few 
years starting from FY2005, standing at –Rs9.6 billion ($173.6 million) as of early June 2012. 
Widening domestic and external imbalances coupled with rising inflation and the rupee liquidity 
squeeze pose complex macroeconomic management challenges for the government and are 
clear symptoms of structural challenges in the economy that need to be addressed. 
 

 
 
 
 

                                                           
1
 As part of its Vision 2020, the Government of Bhutan plans to add 10,000 megawatts of generating capacity by 2020. 

To this end, it entered into a bilateral agreement with the Government of India to develop 10 hydropower projects.      
2
  The Tenth Five–Year Development Plan covers from FY2009–FY2013. 



Table 1: Overall Balance of Payments 
(% of gross domestic product) 

 Particulars FY2011 
(Provisional) 

FY2012 
(Projection) 

FY2013 
(Projection) 

FY2014 
(Projection) 

FY2015 
(Projection) 

Trade balance (30.7) (27.7) (23.7) (26.1) (30.6) 
Current account (21.0) (21.5) (23.2) (31.9) (34.6) 
Capital and financial account 27.5 17.7 26.0 39.8 40.8 
Overall balance 5.8 (3.7) 2.8 7.9 6.2 

( ) = negative, FY = fiscal year. 
Source: Government of Bhutan. Ministry of Finance. 2012. National Budget Financial Year 2012–2013. Thimphu. 

 
5.  Due to the lack of trade with countries other than India, foreign exchange reserves, 
accumulated mainly through grants and loans bilaterally and multilaterally, have traditionally been 
kept in convertible currencies. Unless the convertible currencies are sold for rupees, the rupee 
shortage cannot be sorted out expeditiously. The RMA keeps rupee reserves at a minimum 
average of 3.8% of the total reserves (Table 2). This confines the ability of the RMA to proactively 
and effectively manage the reserves.  
 

Table 2: Reserve Position of RMA 
(Nu million) 

( ) = negative, FY = fiscal year. 
Sources: Government of Bhutan task force report in 2012 and ADB estimates. 

 
6.  Recognizing the seriousness of the issue, the Ministry of Finance and the RMA have 
worked together to address the rupee liquidity crunch and depleted rupee reserves toward 
improving macro-financial stability.3 The government has adopted three critical measures to 
strengthen economic stewardship. First, the RMA has correctly clarified that the rupee anchors 
the nominal value of the ngultrum and that there should be no presumption of unlimited 
convertibility. Continued dissemination of this important fact should be pursued. Second, the 
Ministry of Finance and the RMA have moved toward using the banking system to settle Indian 
rupee transactions in light of cross-border round-tripping concerns. This measure should have 
important spillovers in terms of promoting the banking system, expanding disclosure, and 
strengthening revenues. Third, the RMA has sought to improve liquidity management by 
introducing base and policy rates with the goal of keeping short-term interest rates within policy 
corridors and containing monetary aggregates to desired trajectories. Such monetary 
management should be complemented by a more robust macro-prudential regulatory system.4  

 
7. A closer look at the recent rupee liquidity crunch reveals both structural and cyclical 
causes that can be attributed largely to weak economic management. On the structural side, the 
economy of Bhutan continues to rely heavily on hydroelectricity exports to India, building on close 
bilateral agreements between the two countries. Under these agreements, the Government of 
India provides rupee financing—30% grants and 70% loans—to construct hydropower plants, and 

                                                           
3
  The government established a task force to review balance of payments with India. 

4
  ADB. 2012. Supporting Financial Stability in Bhutan and the Maldives. Manila (TA No. 8284-REG, approved on 10 

December 2012, will support parallel measures to strengthen liquidity management in Bhutan and introduce macro-
prudential reforms). 

  
 Particulars 

FY2007 
(Actual) 

FY2008 
(Actual) 

FY2009 
(Actual) 

FY2010 
(Actual) 

FY2011 
(Actual) 

FY2012 
(Budgeted) 

Total reserves 24,806 25,227 33,652 36,861 40,639 38,039 
Convertible reserves 24,036 24,369 33,024 35,482 39,864 42,317 
Rupee reserves 770 858 628 1,379 775 (4,278) 

% of rupee reserves 3.1 3.4 1.8 3.7 1.9 (11.2) 



the Government of Bhutan earns rupees from exports of electricity to India. This provides a 
natural foreign exchange hedge, as the ngultrum has been pegged at par to the Indian rupee 
since its inception in 1974 and is freely converted to the Indian rupee within Bhutan.5 Given the 
large and lumpy nature of imports of construction equipment and materials for building power 
plants, and the long gestation period between construction and operation, the trade balance with 
India can slip sharply into deficit.  
 
8.  In addition, increased earnings from hydroelectricity exports and rapid fiscal expansion 
have both contributed to increased household income. As most consumable goods in Bhutan are 
imported from India, rapidly increased household income has intensified pressure on the trade 
deficit with India. More recently, imports of vehicles, fuel, and construction materials including 
those for a housing boom have run up a large import bill from India. 
 
9.  The currency peg with India plays its own role when there is a pressure on rupee reserves. 
The fixed exchange rate prevents the functioning of the price discovery mechanism, which would 
automatically rebalance the trade deficit. Worse, the currency peg ties the hands of the 
government, which cannot employ monetary or fiscal policy tools, as the increased money supply, 
for instance, makes imported foreign goods relatively cheaper, contributing to the widening trade 
deficit. Limited avenues for monetary and liquidity management to stabilize inflation and avoid 
asset price escalation, and limited success in effectively applying macro-prudential regulations to 
address mounting macro-financial risks in the economy, exacerbate the problem. 
 
10. Bilateral and multilateral assistance for development projects add to rupee demand. As the 
economy depends largely on external assistance in the form of grants and concessional loans, 
and as the bulk of the external assistance is in convertible currencies, the inflow of such 
assistances increases the money supply in ngultrum at the equivalent amount through the 
banking system. This increased money supply translates into the domestic credit growth. 
Moreover, it was estimated that any typical development project takes more than 60% of the 
project costs in importing goods and services from India. 
 
11.  On the cyclical side, the timing has adversely affected Bhutan’s balance of payments. 
From a debt management perspective, on the demand for rupees, loan payments have spiked 
with a few lumpy payments having come due in early part of the year (1st of January in the case 
of Tala Power Project), which has led to further demand for rupees, whereas the supply of rupees 
from hydropower earnings has a strong seasonality with the bulk of the earnings concentrated 
during July–October, the summer rainy season. In December 2011, when external imbalance with 
India became huge, the RMA had to sell $200 million from gross international reserves to settle 
the rupee bills from India.6 From the perspective of fiscal management, heavy dependence on 
hydropower projects that will come on stream only over the medium-term and on grant support 
from development partners made uncertain by the global financial crisis worsened fiscal 
uncertainty and resource constraints. In addition, with Bhutan reaching middle-income status, its 
share of concessional lending is expected to decline. More recently, it has had to take on 
relatively costly borrowing from designated commercial financial institutions in India to acquire 
rupees, as required under the existing ngultrum–rupee currency peg arrangement. However, 
given the cyclical nature of electricity exports in the second half of the year, which accounts for a 

                                                           
5
 Though the rupee is not a legal tender in Bhutan, it was used widely as if it were, as no restrictions limited 

convertibility until recently.    
6
  According to a report by the Task Force on Balance of Payments with India and the Rupee Shortage, released in the 

second half of 2012, the sale of $200 million yielded Rs10,289 million, of which Rs7,894 million was used to liquidate 
a State Bank of India overdraft facility and Rs.1,724 million used to replenish domestic commercial banks obligations, 
leaving a balance of Rs669 million as of 1 December 2011.    



large share of annual exports, the expectation is that the tight rupee liquidity position may ease 
somewhat in the remainder of the year 2012. This cycle is likely to repeat during the next several 
years. 
 
 2. Government’s Sector Strategy 

12.  Thus, the key challenges for Bhutan are how to maintain growth rates over the coming 
years that are high, stable, and sustainable and how to keep concentrated construction work on 
hydropower projects from widening domestic and external economic imbalances. Three critical 
constraints need to be addressed when coping with these challenges: (i) excessive domestic 
credit growth continuously outpacing the nominal GDP growth rate by more than twofold, (ii) 
rapidly expanding public spending, and (iii) limited scope for liquidity management. If these 
constraints are not properly managed, the economy may be headed for a hard landing, potentially 
slashing economic activity and reversing gains in socioeconomic development. The government-
established Task Force on Balance of Payments with India and the Rupee Shortage has made 
many recommendations regarding monetary management, taxation, public expenditure 
management, and trade. Some of the recommendations are (i) closer surveillance of the finance 
sector and its credit expansion, (ii) streamlining access to and the use of Indian rupees, (iii) 
exchange restrictions, (iv) the introduction of base and policy rates, (v) import duties on certain 
goods, and (vi) restrictions on external borrowing. 
 
 3. ADB Sector Experience and Assistance Program 

13.  As of December 2011, ADB had provided four finance sector loans amounting $21 million 
to Bhutan through its Asian Development Fund resource windows, but no lending assistance has 
specifically targeted public sector management.7 The proposed Strengthening Economic 
Management Program loan will therefore be the first public sector management lending 
assistance from ADB to directly intervene in the sector. In terms of non-lending assistance, ADB 
has provided ongoing technical assistance to develop government capacity in public sector 
management, namely the projects Strengthening Public Management and Strengthening Audit 
Resource Management, and three forthcoming technical assistance projects, namely Capital 
Market Development, Supporting Financial Stability in Bhutan and the Maldives, and 
Strengthening Royal Monetary Authority's Regulatory Capacity for Nonbank Financial Institutions. 
These projects will help the Ministry of Finance, RMA, and RAA to implement various policy 
actions and are being implemented to reinforce good practice in revenue collection and audit in 
line with the needs of a maturing and more complex economy. 

                                                           
7
  ADB. 2006. Report and Recommendation of the President to the Board of Directors: Proposed Loans and Technical 

Assistance Grant to the Kingdom of Bhutan for the Financial Sector Development Program. Manila (Loans 2279-BHU 
and 2280-BHU and TA 4885-BHU). 



 

PROBLEM TREE 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

MTEF = medium–term expenditure framework, RMA = Royal Monetary Authority, SOE = state-owned enterprise. 
Source: Asian Development Bank. 
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Sector Results Framework (Finance and Public Sector Management, 2012–2013)  

Country Sector Outcome Country Sector Outputs ADB Sector Operations 

Outcomes with 
ADB 

Contributions 

Indicators with 
Targets and 
Baselines 

Outputs with ADB 
Contributions 

Indicators with 
Incremental Targets 

(baselines zero) 

Planned and Ongoing ADB 
Interventions Main Outputs Expected from ADB Contributions 

More efficient 
financial 
intermediation 

 

 

 

 

 

 

 

 

Improved 
average 
banking 
performance by 
maintaining key 
performance 
indicators as 
follows:  

Capital 
adequacy ratio 
>10.0% (2011 
baseline 
12.4%),  

Non-performing 
loans <10.0% 
(9.5%), and  

Statutory 
liquidity 
requirements 
>20.0% (23.6%)  

 

 

 

 

 

Improved governance 
of finance sector 
performance 

 

 

 

Draft revised RMA Act; 
and regulations for the 
Financial Services Act 
and the banking, 
insurance, and 
securities markets 
completed to conform 
with international 
standards and issued  

Guidelines for 
corporate governance 
issued and enforced 
by 2016 

Anti-money laundering 
and combating the 
financing of terrorism  
regulations adopted by 
2016 

All financial institutions 
using Bhutanese 
generally accepted 
accounting principles 
and auditing standards 
by 2016    

Planned key activity areas 

Money markets: 2% 

Microfinance institutional 
development: 20% 

Long term (export credits): 
16% 

Pensions: 1% 

Finance sector policies and 
strategies: 61% 

Pipeline projects 

Strengthening Economic 
Management Program, 2013  
($35 million) 
 
Ongoing Projects 

1. TA for Strengthening 
Royal Monetary Authority’s 
Regulatory Capacity for 
Nonbank Financial 
Institutions ($525,000) 
2. SASEC Subregional 
Trade Facilitation Program, 
2012 ($11.66 million) 
3. TA for Capital Market 
Development, 2012 ($1.25 
million) 
 

Planned key activity areas, pipeline projects 

1. Enhanced capacity to manage short-term 
liquidity and debt 

2. Improved budget and debt management systems 
implemented 

3. Improved revenue effort and revenue 
management system implemented 

4. Improved macro-prudential management 
framework implemented 

5. Improved external and internal audit operations 
implemented 

6. Improved trade system and capacity 
7. A government-adopted capital market master 

plan 
8. Modern and efficient customs administration 
9. Streamlined and transparent trade regulations 

and procedures 
10. Faster transit and transshipment times 
11. Improved services and information for traders 

and investors 
 
Ongoing projects 

1. Improved regulation and supervision of the 
finance sector 

2. Strengthened corporate governance structure 
and operations of financial institutions 

3. Establishment of effective regimes on anti-money 
laundering and combating the financing of 
terrorism 

4. Development of national accounting and auditing 
policies and standards 

5. Strengthened information sharing 
6. Enhancement of business laws and regulations 
7. Increased access to market-based finance 
8. Strengthened business support infrastructure 

RMA = Royal Monetary Authority, SASEC = South Asia Subregional Economic Cooperation, TA = technical assistance.  
Source: Asian Development Bank. 

 




