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This letter provides the IMF staff’s assessment of Bhutan’s macroeconomic conditions,
prospects and policies. The assessment has been requested in relation to the proposed
Development Policy Loan.

Growth has slowed recently due to efforts to moderate aggregate demand and
ameliorate overheating pressures, but external imbalances persist.

® Growth has averaged 8 percent during 2008-12, driven by the hydropower sector,
but is projected to have slowed to about 5 percent in FY 2013, due to policy efforts
to moderate credit growth to contain overheating pressures. Bans imposed on credit
for construction and vehicle imports in March 2012 led to a decline in services,
mining and construction sector growth. With the removal of these bans in
September 2014 and continued development of the hydropower sector, growth is
projected to pick up over the medium term.

. Headline inflation declined to 8.6 percent in June 2014 from 11.3 percent in
December 2013, mainly due to lower non-food inflation. Inflation is projected to
decline over the medium term in line with the moderation in India’s inflation and
the fall in global commodity prices.

. The current account deficit remains sizable and is financed through substantial aid
inflows. The deficit widened to 22.7 percent of GDP in FY 2013 from 15 percent of
GDP on average over the 10th Five Year Plan. In addition to hydropower related
imports, a consumption and housing boom added to the rapid increase in imports.
Robust aid inflows resulted in a positive overall balance of payments position,
enabling the continued accumulation of international reserves, which stood at US$
1197 million (about 12 months of import cover) in November 2014. However, even
though about 60 percent of total external debt is denominated in Indian rupees and
more than two thirds of trade is with India, rupee reserves have constituted less than
3 percent of reserves on average during the past 5 years.

o Downside risks to macroeconomic stability stem from high debt levels and possible
financial sector valnerabilities following a prolonged period of rapid credit growth.
There is also a risk of renewed extemal pressures, inchiding on rupee reserves, if
macroeconomic policies remain expansionary and credit growth rebounds strongly.
Another external risk stems from renewed surges in global financial market
volatility, which may adversely affect India, Bhutan’s main trade and development
partner.

The main near-term policy challenge is to support growth while ensuring that
external pressures do not intensify.

® Fiscal policy should be tightened while preserving social and productive

expenditure. Revenue reforms, including broadening the tax base by reducing the
number of zero-sales tax-rated goods and taxing domestic value added more
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extensively, would help in the near term. Over the medium term, consideration
should be given to introducing a value-added tax.

On monetary policy, external inflows should be fully sterilized and liquidity should
be tightened to prevent credit growth from rebounding too strongly. Over the
medium-term, there is a need to further improve the monetary transmission
mechanism and deepen the financial system. In particular, it is essential to develop
a formal interbank market and further develop the government bond market by
greater and more regular issuance of T-bills and T-bonds. Interest rate spreads with
India need to be narrowed and better reflect market conditions.

International reserves have to be managed carefully to contain recurrent pressures
on Indian rupee reserves, including by aligning the currency composition of
reserves with that of the structure of rupee-denominated external liabilities and
trade.

Further financial deepening should be balanced with maintaining financial stability.
Risks to stability necessitate continued vigilance, given past rapid private credit
growth. Supervision and regulation need to be strengthened to monitor and
safeguard banks’ asset quality and limit systemic risk, including by use of macro
prudential measures.

Bhutan is on a 24-month consultation cycle. The 2014 Article IV consultation was
concluded by the Executive Board on June 20, 2014.
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Table 1. Bhutan: Selected Economic Indicators, 2009/10-2014/15 1/

Credit to private sector
Interest rates (end of period, in percent)
Deposits (fess than1 year)
Lending
Extemal sector

Current account balance
(In percent of GDF)
Trade balance
Exports (goods)
(Percent change)
Imports (goods)
(Percent change)
Grants (cument transfer)
Capital account balance
Loars (net)
Emors and omissions
Ovenall balance
(in percent of GDP)
Gross official reserves
(in months of goods and services imports)
External debt (in percent of GDP)
Ngultrum per US. dollar (period average)
Memorandum items:

GDP at market prices (in billions of Bhutanese Nguitrum)

GDP at market prices (in millions of US. dollars)

Electricity exports (in percent of total goods exports)

Unemployment rate (in percent) 3/
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Sources: Bhutanese authorities; and IMF staff estimates and projections.

1/ Fiscal year begins July 1.

2/Public and publicly guaranteed debt, includi
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