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SECTOR ASSESSMENT (SUMMARY): PUBLIC SECTOR MANAGEMENT, PRIVATE 
SECTOR DEVELOPMENT, AND CLIMATE CHANGE 

 
1. Bhutan continues to rely on hydropower as a key driver of growth. However, dependence 
on hydropower has created macroeconomic vulnerabilities, which are now exacerbated by the 
impact of the coronavirus disease (COVID-19) and have contributed to a pro-cyclical fiscal policy 
stance. The private sector is still nascent and creates few quality jobs. Non-hydro sectors, facing 
constraints related to the challenging investment climate, including high trade costs and a small 
domestic market, remain less competitive. Bhutan is vulnerable to natural disasters and climate-
related risks. Tackling these constraints will require reforms to fiscal policy, public financial 
management (PFM), private sector competitiveness, and investments in human capital. Reforms 
are needed to make the policy framework environmentally sustainable and inclusive. 
 
A. Sector Performance, Problems, and Opportunities 
 

1. Public Financial Management 
 
2. Bhutan shows a moderate overall fiduciary risk based on the status of PFM systems and 
the foreign exchange control environment. While challenges remain, the core elements of 
adequate PFM are in place, including the publication of the budget. The 2016 Public Expenditure 
and Financial Accountability (PEFA) update confirms that Bhutan has good fiscal discipline 
through comprehensive coverage of the budget, orderly execution, good control over expenditure 
commitments and fiscal risks, timely and reliable financial reporting, and improved audit and 
legislative scrutiny.1 Bhutan continues to exhibit strong commitment to implementing reforms to 
strengthen PFM. The PFM Reform Strategy and Action Plan 2017 developed based on the 
findings of the PEFA Report 2016 continues to be the road map for PFM reforms. 
 
3. Domestic resource mobilization. Bhutan needs to strengthen domestic revenue 
mobilization (DRM), especially from non-hydro sources. Total revenues are estimated at about 
26.1% of gross domestic product (GDP) in FY2019. Income tax, indirect taxes, and duties 
constituted about 60% of total revenues (15.6% of GDP) during FY2019, with the remainder 
coming from nontax revenues, including dividends, interest on loans from corporations, and 
others. Hydropower-related revenue inflows are highly volatile, for instance, contributing only 
4.4% of GDP in FY2019 but increasing to 6.3% of GDP in FY2020 as the profit transfers from the 
Mangdechhu hydro project were realized. One-off profit transfers from the recent commissioning 
of the Mangdechhu power plant have provided some cushion against the COVID-19 crisis’ 
negative impact on overall revenues in FY2021. Tax revenues, however, are expected to 
decrease to 9.7% of GDP in FY2020/21, their lowest level since FY2007, significantly lower than 
the average of upper-middle-income and South Asian countries, which both stood at about 12% 
of GDP in 2018 (the latest year for which data are available). Reliance on hydropower revenue, 
which accounted for 37% of domestic revenue in FY2020, has increased fiscal volatility, as 
temporary one-off profit transfers have resulted in large revenue spikes that drove up current 
spending. Delays in the completion of large hydropower projects could potentially lead to foregone 
revenues estimated at 2% of GDP. The discontinuation of excise duty refunds from India has 
reduced the government’s resource envelope. Ensuring macroeconomic stability thus hinges on 
strengthening and diversifying revenue toward domestic non-hydropower sources.2 

 
1 World Bank. 2016. Bhutan Public Financial Management Performance Report: Based on Public Expenditure and 

Financial Accountability 2016 Framework. Washington, DC. 
2 World Bank. 2020. The Kingdom of Bhutan for the Third Programmatic Strengthening Fiscal Management and Private 

Sector Employment Opportunities Development Policy Credit. Washington, DC. 

http://www.adb.org/Documents/LinkedDocs/?id=56010-001-ConceptPaper
https://openknowledge.worldbank.org/bitstream/handle/10986/25722/110293-PER-P116874-PUBLIC-WB-Bhutan-Report-15-11-16.pdf?sequence=1&isAllowed=y
https://openknowledge.worldbank.org/bitstream/handle/10986/25722/110293-PER-P116874-PUBLIC-WB-Bhutan-Report-15-11-16.pdf?sequence=1&isAllowed=y
https://documents1.worldbank.org/curated/en/303231587952842423/pdf/Bhutan-Third-Programmatic-Strengthening-Fiscal-Management-and-Private-Sector-Employment-Opportunities-Development-Policy-Credit.pdf
https://documents1.worldbank.org/curated/en/303231587952842423/pdf/Bhutan-Third-Programmatic-Strengthening-Fiscal-Management-and-Private-Sector-Employment-Opportunities-Development-Policy-Credit.pdf
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4. To increase non-hydro revenue collections, the government has been encouraged to 
introduce a goods and services tax (GST), a tax on value added by taxing domestic and imported 
consumption of goods and services and allowing producers to claim input tax credits. The share 
of consumption (public and private) in GDP averaged 73% from FY2015 to FY 2020, indicating 
the potential space for GST to raise tax revenues. GST is a less distortionary tax instrument than 
the existing sales tax. GST operationalization is expected to boost domestic non-hydropower 
resource mobilization, which will help strengthen fiscal resilience by diversifying the public 
resource envelope. The government has submitted additional fiscal policy measures to 
Parliament to provide tax relief to lower-income people and reduce the burden of the GST. 
 
5. The on-streaming of a large hydropower project generates significant spikes in revenue 
that have resulted in spikes in recurrent spending, leading to pro-cyclical fiscal policy and 
fluctuations in aggregate demand. For example, the commissioning of the Tala hydropower plant 
in 2007 resulted in doubling of government revenues, in turn elevating current expenditure and 
leading to a 27% year-on-year growth in spending in that fiscal year. These windfalls have, 
however, not contributed to a lasting fiscal surplus. Historically, the commissioning of hydropower 
has enabled a fiscal surplus for 1 or 2 years before deficits reemerge. The recent and planned 
completion of three large hydro projects (Mangdechu in 2019, and Puna 1 and 2 by 2025) will 
generate significant cash flows for the government that need to be managed.  
 
6. Although hydropower investments have caused a large external deficit, external debt is 
still sustainable (footnote 1). To manage public debt, the government adopted the 2016 Debt 
Policy, which sets ceilings for various debt indicators; its approval was a major step forward in 
ensuring debt sustainability. The ceiling for non-hydro debt is set at 35% of GDP as a 5-year 
average. The government mandated the formulation of the Medium-Term Debt Management 
Strategy and regular analyses of debt sustainability. Debt transparency and management are a 
precondition for resilient and fiscally sustainable recovery from COVID-19. The Royal Monetary 
Authority publishes quarterly debt statistics on external public and publicly guaranteed debt, but 
no information is available on domestic debt. While Bhutan has improved its debt management, 
underpinned by the 2016 Public Debt Policy, risk assessments and public debt monitoring need 
to be strengthened. Publication of high-frequency fiscal and debt data and the debt management 
strategy are expected to increase debt transparency. 
 

2. Private Sector Development 
 
7. Dependence on state-led hydropower and Bhutan’s unique geography have resulted in a 
weak private sector. The country’s small population and land area, landlocked geography, and 
mountainous topography inhibit the exploitation of economies of scale and gains from 
merchandise trade. The net foreign direct investment (FDI) inflows to Bhutan fluctuated because 
of large hydropower investment in certain years. In the 2010s, net FDI inflows kept declining and 
were lower than the averages of South Asia and middle-income countries. Despite government 
efforts to provide a more enabling environment, the underdeveloped private sector is dominated 
by small and micro firms, primarily operating informally.3 Bhutan has implemented a range of 
regulatory and business environment reforms, but it has only a handful of large companies, and 
many small firms are struggling to grow. As of June 2017, there were 43,505 industrial 
establishments, the overwhelming majority in services (14,528) and trade (22,972). Only 2,125 
were in manufacturing. Of the 20,000 licensed establishments, more than 95% are sole 

 
3  Estimates of the size of the informal sector are not reliable but the figure is expected to be high given the 

predominance of micro firms. 



3 
 

 
 

proprietorships. Enterprise survey results show that only 3.4% of businesses export at least 
10.0% of their sales directly, significantly less than the South Asian average of 7.3% (footnote 1). 
 
8. Several demand- and supply-side factors have constrained private sector development, 
including skills shortages, the small domestic market and limited access to foreign markets, and 
the lack of competition.4 The inadequacy of domestic supply chains is evident from the weak 
domestic production linkages.5 Access to finance is a repeated challenge voiced by the private 
sector.6 Skills shortages are caused by low levels of education, the disproportionate recruitment 
of skilled workers to the public sector, and immigration restrictions on the employment of foreign 
workers.  
 
9. Bhutan relies heavily on state-owned enterprises (SOEs) to provide essential goods and 
services because the domestic market is small and the private sector embryonic. There are 15 
socially-oriented SOEs under MOF, and another 21 commercially-oriented under Druk Holding 
and Investments (DHI). The combined asset value of SOEs is equivalent to 143% of GDP. The 
presence of SOEs may have crowded out private firms in some commercial sectors. SOEs are 
present in banking, insurance, telecoms, airlines, manufacturing, cement, and mining, where the 
private sector could play a more active role. The rationale for having SOEs in manufacturing, 
agriculture, and real estate is not clear.7 The profitability of most SOEs is largely driven by those 
in energy and finance and by the lack of competition.8 Despite the government’s role as regulator, 
it has reduced competition by granting SOEs subsidies, preferential tax treatment, and 
exemptions; in-kind benefits; and concessional financing and guarantees.  
 
10. The government and SOEs have created most of the jobs for educated workers in urban 
areas, providing attractive compensation packages. However, the public sector and SOEs can no 
longer fully absorb the expanding and increasingly educated labor force. SOEs have limited 
competition and can no longer secure rapid economic growth through innovation and exploitation 
of new markets. Hydropower still has growth potential but is capital intensive and creates few jobs. 
The potential for the private sector to create jobs is likely to be highest in forestry, tourism, and 
commercial agriculture, based on Bhutan’s competitive advantage in vast natural resources and 
the potential impact on poverty reduction. Information and communication technology-enabled 
services have significant potential to support regional trade and integration. 
 

3. Climate Change 
 
11. Bhutan is highly vulnerable to hydro-meteorological and seismic hazards, including 
flooding, landslides, glacial lake outburst floods, earthquakes, cloudbursts, windstorms, and forest 
fires, a result of the country’s geographical location and varied topography. 9  Floods and 
landslides pose major threats to people’s lives, assets, and infrastructure every monsoon season. 
The risk of potential disasters induced by glacial lake outburst floods is pronounced, as the country 
is home to 700 glaciers and 2,674 glacial lakes, of which 17 are identified as potentially dangerous 

 
4 World Bank. 2017. Investment Climate Assessment of Bhutan. Washington, DC. 
5 Government of Bhutan, National Task Force. 2021. Pursuing Gross National Happiness in the 21st Century: A 

Dynamic, Prosperous, Inclusive, and Sustainable Economy 2030. Unpublished. 
6 ADB provided a financial market development program to Bhutan using a programmatic approach. It consisted of 

three subprograms designed to allow ADB to remain engaged and to help the government implement increasingly 
complex long-term finance sector reforms. 

7 For example, Bhutan Agro Industries Limited, an SOE established in 1993, develops, distributes, and markets value-
added (processed) agricultural goods. 

8 About 43.5% of combined SOE gross revenues in 2016 came from two companies: Druk Green Power Corporation 
and Bhutan Power Corporation. The financial sector contributed 21.2% of total SOE revenues. 

9 World Bank. 2021. Strengthening Risk Information for Disaster Resilience in Bhutan. Washington, DC. 

file:///C:/Users/apg/Downloads/120144-ICA-PUBLIC-P153221-Bhutan-Competitiveness-Policy-Note-Web.pdf
https://documents1.worldbank.org/curated/en/099314211272126641/pdf/P17508101bdd580e0bde80d68e3a47e2f0.pdf
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glacial lakes. 10  More than 70% of settlements with major socioeconomic infrastructure and 
facilities lie in river valleys along riverbanks, exposing them to risk of flooding, particularly riverine 
flooding caused by heavy monsoon rains and glacial melt. With the urban population projected to 
increase from 37.8% in 2017 to 56.8% by 2047,11 driven by rural–urban migration, people, assets, 
jobs, and economic potential will increasingly become more vulnerable to urban flooding. Climate 
change and environmental degradation represent systemic risks to the economy that may trigger 
a cycle that depresses revenues, increases spending, and exacerbates climate and nature 
vulnerabilities. 
 
12. The government has put in place a policy framework for integrating climate and disaster 
risk management in development activities, but the framework’s implementation has been 
constrained by limited data, technical capacity, and financing. Bhutan passed the Disaster 
Management Act in 2013 and has the National Disaster Risk Management Strategy (2017) and 
the Roadmap for Disaster Risk Management (2019), which are guided by 5-year plans prepared 
by the Department of Disaster Management. However, the implementation of the strategy and 
road map has been constrained by limited technical capacity, including lack of risk assessments, 
poor data management, weakness in coordination, and lack of integration of disaster risk 
information in decision-making of development activities. The situation arises from inadequate 
systems and tools that provide timely decision support using available local and global information. 
The technological advancement of many of the tools and systems are not aligned with institutional 
structures and capacity.  
 
13. Bhutan is considered exemplary in its forest management and forest carbon sequestration 
efforts, helping it maintain its carbon-negative status. However, given the scale of its vulnerability, 
a more concerted effort in strengthening adaptation is required. Of 181 countries, Bhutan is the 
32nd most vulnerable to climate change but 61st most ready in terms of adaptation.12 An effective 
medium-term climate change adaptation strategy will be key to building economic resilience and 
the foundation for green recovery. Bhutan could leverage its status as a net negative emitter, 
especially by expediting the development of green bond markets and exchanges. 
 
B. Government’s Sector Strategy 
 
14. The government program is articulated in the Twelfth Five-Year Plan, covering 
FY2018/19–FY2022/23. Its focus areas include (i) a just society through human and institutional 
development, (ii) a harmonious society through a focus on culture, (iii) a sustainable society by 
focusing on macroeconomic policy and the environment, and (iv) decentralization. Progress will 
be monitored through 17 national key result areas, which are closely aligned with the Sustainable 
Development Goals. The major strategic priorities as articulated in the Thirteenth Plan and 21st 
Century Economic Roadmap of the government include (i) building a strong and inclusive 
economy by promoting a dynamic and engaged private sector and improving the efficiency of 
SOEs, (ii) improving the regulatory environment through an effective bureaucracy, (iii) bridging 
the technological divide within Bhutan and between Bhutan and frontier economies, (iv) building 
a knowledge-based society through a strong education system and technology, (v) reaping the 
demographic dividend, and (vi) laying the foundation for a vibrant green economy.13 To achieve 
these priorities, the government’s reform approach focuses on (i) improving governance and the 

 
10 National Center for Hydrology and Meteorology. 2019. Reassessment of Potentially Dangerous Glacial Lakes in 

Bhutan. Thimphu. 
11 National Statistics Bureau. 2019. Population Projections Bhutan 2017–2047. Thimphu. 
12 University of Notre Dame. 2021. Notre Dame Global Adaptation Initiative (accessed 23 February 2022). 
13 Government of Bhutan. 2022. 13th Five-Year Plan (Concept Note). Thimphu; and ADB. 2019. Bhutan, 2019–2023–

Fostering Diversification and Reducing Disparities. Manila.  

https://www.nchm.gov.bt/attachment/ckfinder/userfiles/files/Re-assessment%20of%20Potentailly%20Dangerous%20Glacial%20Lakes.pdf
https://www.nchm.gov.bt/attachment/ckfinder/userfiles/files/Re-assessment%20of%20Potentailly%20Dangerous%20Glacial%20Lakes.pdf
https://bhutan.unfpa.org/sites/default/files/pub-pdf/Bhu_Pop_proj.pdf
https://gain.nd.edu/our-work/country-index/
https://www.adb.org/sites/default/files/institutional-document/531466/chair-summary-13-september-2019.pdf
https://www.adb.org/sites/default/files/institutional-document/531466/chair-summary-13-september-2019.pdf
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enabling ecosystem, especially a conducive regulatory and policy framework, and the use of the 
electronic system; (ii) investing in physical and digital infrastructure; and (iii) developing human 
capital to boost productivity. The proposed program is designed to support the government’s 
medium- and long-term reform priorities. The program prioritizes strengthening DRM and PFM 
reforms so that the government has adequate fiscal headroom to allocate higher investment in 
climate-resilient physical and social infrastructure required to realize the economic vision, 
facilitating private sector development to diversify economic activities, and laying the foundation 
for a green economic recovery. 
 
C. ADB Sector Experience and Assistance Program 
 
15. The proposed program is anchored in the comprehensive assessment and priorities 
outlined in the long-term economic road map, ADB knowledge products,14 and learnings from 
past engagements. The reform priorities of the government were formulated in response to the 
Royal Vision articulated during the 112th National Day in 2019 and has buy-in from political parties, 
the private sector, and civil society. ADB closely engaged with the government during the 
preparation of the economic road map, which references ADB knowledge products. The proposed 
programmatic approach also builds on ADB’s past support for policy reforms. For instance, ADB 
supported an economic management program in 2015 that focused on improving effectiveness 
of public spending and revenue administration, and debt management.15 The proposed PBL 
complements the assistance in financial sector reforms and skills development.16 The proposed 
program will seek to ensure sustainability of reforms by (i) providing targeted technical assistance 
(TA) to help implement policy reforms; (ii) supporting the government through knowledge inputs; 
and (iii) engaging in policy dialogue with the government, the private sector, civil society, 
development partners, and other stakeholders. ADB is pooling its expertise and resources 
through the One ADB approach to help support and sustain policy reforms.17 ADB is closely 
coordinating with development partners, including the World Bank and the International Monetary 
Fund (IMF), to ensure complementarities and sequencing of policy reforms. Collaboration with 
IMF and World Bank staff is effective, with regular consultations on macroeconomic, debt 
management, and financial sector issues. The World Bank and ADB will coordinate on financial 
sector and private sector development, with ADB providing a variety of TA services. 

 
14 ADB. 2017. Bhutan: New Pathways to Growth. Manila. 
15 ADB. 2015. Completion Report: Strengthening Economic Management Program. Manila. 
16 ADB. 2021. Bhutan: Financial Market Development Program (Subprogram 3). Manila; and ADB. 2018. Skills Training 

and Education Pathways Upgradation Project. Manila. 
17 The South Asia Department will collaborate with the Office of the General Counsel to conduct a comprehensive 

review of laws, policies, and regulations affecting the private sector and consolidate them into a single regulation. 
Private sector regulatory bottlenecks in the financial sector will be reviewed and resolved in cooperation with the 
Private Sector Operations Department, DRM efforts will be coordinated through the DRM Trust Fund, and climate 
change adaptation measures will be coordinated and implemented with the Sustainable Development and Climate 
Change Department. 

https://www.adb.org/publications/bhutan-new-pathways-growth
https://www.adb.org/sites/default/files/project-document/171777/46371-001-pcr.pdf
https://www.adb.org/projects/51252-005/main
https://www.adb.org/projects/50296-002/main
https://www.adb.org/projects/50296-002/main
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PROBLEM ANALYSIS DIAGRAM 
 

 
 

Note: Shaded areas are covered by the program.  
Source: Asian Development Bank. 


