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Introduction 

In 1974, the Ngultrum (Nu.) was introduced as Bhutan’s national currency and it was 

pegged to the Indian Rupee so that the external value of the Ngultrum is at par to the 

Indian Rupee. The pegged exchange rate preserved the external value of the Ngultrum 

against international currencies as well as provided much-needed stability in 

commodity prices to facilitate trade with neighboring India, Bhutan’s dominant trading 

partner. Since 1974, the Indian Rupee assumed the status of a de-facto legal tender 

and had been circulating freely with the Ngultrum within Bhutan.  

Free and unlimited access to the Indian Rupee was considered a necessary exchange 

arrangement measure to support overall development by Royal Monetary Authority of 

Bhutan (RMA). The freedom of the Bhutanese public to enjoy unlimited convertibility 

between the two currencies to import goods and services necessary for consumption, 

investment, and growth caused a dent in the Rupee reserves in the country. 

 

The Problem 

It was primarily seen that rupee crisis arise mainly due to mismanagement of funds 

borrowed and grants received from Indian Government and the State Bank of India. 

Due to the Bhutan Government spending ambitiously in the hydro power projects and 

growing standard of living and lavish spending habits of Bhutanese people, the growth 

in imports did not match with corresponding growth in the export. This caused a rise 

in aggregate demand and supply side constraints. On demand side, it includes factors 

like growth in domestic credit (housing, manufacturing and in service sector) and also 

expenditures on education, health, pilgrimage, remittance by the Indian expatriates in 

Bhutan. On the supply side, there was limited and slower growth in exports limited 

FDIs. 

 

 Since the local economy is not able to support its development, the economy continue 

to depend heavily on the external sector, fuelling large imports related to raw 

materials, consumption as well as investment goods. Government expenditures were 

funded through external grants which impacted rupee reserves. During 9th - 10th Five 

Year Plans, Government expenditure had been steadily growing on an annual average 

of 10.6% and 14.5%. Lack of a domestic technological base and skill based capacity 

and existing informal operational structure across India-Bhutan border towns for 

importing and exporting goods, for example, trade practices often use under-invoicing, 

i.e., quoting a price less than what is actually paid in order to evade tax is also 

responsible for the rupee crisis. These causes are shown in the figure below. 
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The reports pointed out that government expenditure increased from Nu 9.8 billion in 

the 2002-03 to Nu 38 billion in the 2011-12. Further,   it was noticed that 60 per cent 

of government expenditure directly translated into imports from India. It was 

estimated that while in 2002 the total number of vehicles imported from India 

were1,103 (costing Nu. 309.83 million), it increased to 6,893 (costing Nu. 3.6 billion) 

in 2011.  

According to the World Bank economic update (September 2011), the share of 

agriculture in Bhutan’s gross domestic product (GDP) had declined from 25 per cent 

in FY 2002-03 to 14 per cent in FY 2010-11. A liquidity crunch had been haunting 

Bhutan for the past few years, but it was managed with Indian intervention. For 

instance, in March 2009, India extended a standby credit facility of Rs. 300 crores to 

help Bhutan overcome the rupee crunch. In 2011, this limit was increased to Rs. 600 

crores. Similarly, in June 2012, in the wake of the rupee crunch crisis, India offered 

Bhutan a Rs. 10 billion credit line with an interest rate of 5 per cent per annum. 
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Spill over Effects of rupee crisis 

1. Impact on industrial sector 

Industrial sector of Bhutan contributes about 34.2% to the country’s GDP and this 

sector holistically depends on import of raw materials and other supplies from India. 

This sector faced issues with remittance related to supplies and wages to Indian 

workers causing major attrition and hindering business operations. This resulted in 

losses and closure of some companies. 

 

2. Impact on Small & Medium Enterprises (SMEs) 

RMA in association with the Ministry of Finance temporarily freeze commercial bank 

loans and Government banned the import of vehicles until further notice. This step 

adversely affected automobile dealers like State Trading Corporation of Bhutan 

Limited, Zimdra Motors, Daejung Honda Motors, Samdem Vehicle, etc causing heavy 

losses and closure of some of them. The existing SMEs faced operational risks and 

incurred business losses. 

 

3. Impact on infrastructure construction 

As the commercial banks were restricted in increasing any more credit flow in the 

market, the ongoing construction of houses and infrastructure across the country 

came to a halt due to unavailability of funds.  

 

4. Formation of illegal exchange market within the country and across the 

border 

In order to neutralize the situation, the RMA passed an order to the commercial banks 

to close all Indian merchant accounts which caused immense outflow of Ngultrum 

across the border. Indian merchants were ready to dispose of Ngultrum for Indian 

rupee at premium as high as 30%. This gave a lucrative avenue for people to make 

good money (100 x 0.3 = 130). RMA allowed Bhutanese a certain limit to exchange 

rupee for purpose of emergency, but the people exploited this option to make extra 

money. 
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5. Impact on country’s Foreign Exchange Reserves 

In order to neutralize the situation, RMA converted huge foreign reserves ($) to Indian 

rupee so that they could adjust against deficit balance of payments with India. Such 

initiatives can still be seen and this is depleting Bhutan’s foreign reserves. Hence, it 

poses a standing challenge for the government to maintain the 12 months of essential 

imports coverage of foreign reserve as mandated under Article 14, section 7 of the 

constitution of Bhutan. 

Impact on Bhutan’s economic trajectory as per Balance of Payments 

projections for (2011-12 to 2017-18): Steady decline in overall foreign exchange 

reserve levels from Nu. 40.6 billion in FY 2010-11 to Nu.12.1 billion in FY 2017-18 

(end of the 11th Five Year Plan) is expected. This anticipated fall in reserve levels is 

underpinned by sustained deterioration in Bhutan’s trade and current accounts. 

Bhutan’s trade deficit was forecasted to widen from 30.9% of GDP in FY 2010-11 to 

34.5% by the end of the 11th FYP, resulting in deterioration of the overall current 

account deficit from 21% of GDP in FY 2010-11 to 36.5% by FY 2017-18. Domestic 

supply was expected to continue to be outpaced by domestic demand, worsening the 

BOP with India. Therefore, the rupee shortfall was expected to worsen throughout the 

projection period (end of the 11FYP). The implication of the rupee shortage may pose 

serious macroeconomic problems because of continued surge in financial credit. The 

rupee shortage could lead to external debt servicing problem and Govt. resorting to cut 

down on socio-economic development plans and programs. If the Govt. opts to scale 

down its plans and programs, it will not only fail to achieve its development objectives 

but also other multilateral commitments such as the Millennium Development Goals. 

Article 14 Section 7 of the Constitution mandates that ‘a minimum foreign exchange 

reserve that is adequate to meet the cost of not less than one year’s essential import 

must be maintained’. However, definition for ‘Essential Imports’ prepared by the RMA 

showed that reserves shall only be sufficient to finance 14 to 15 months of essential 

merchandise imports until FY 2012-13.  

 

 

 

 Measures initited 

Although the rupee crunch had been going one for quite some time, measures were 

being introduced in 2012. During the first week of March, 2012, the central bank froze 
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housing and transport loans to curb rupee outflow and reduced the Rupee withdrawal 

limit to Rs. 15,000 a month per account.  

Second, since April 2012, the Ngultrum was designated the primary medium of 

exchange for all buyers and sellers in Bhutan. Even the then Prime Minister, Jigme Y. 

Thinley himself encouraged the Bhutanese people to buy local vegetables instead of 

looking to save few Ngultrums by purchasing from across the border. He discouraged 

the earlier practice of purchasing goods/products from the bordering towns in India so 

that it could boost the local economy and retain the money within the country.  

Third, according to Medha Bisht, a uniform accounting system (Bhutan Automated 

Customs System or BACS) software was also introduced. BACS records all the import 

and export exchanges within the country and all payments will have to be made 

through the bank. BACS captures the value of imports and exports as well as the 

names of traders and banks, and this information is automatically relayed to the Royal 

Monetary Authority. If the proceeds of a particular export do not reach the RMA within 

91 days, RMA will be alerted by the system and necessary steps will be undertaken.  

Fourth, a task force comprising of representatives from the Ministry of Finance, the 

RMA, the Ministry of Economic Affairs, National Statistics Bureau and a few other 

relevant agencies was formed to conduct an in-depth study on the INR shortage. The 

task force examined the Rupee shortage, its causes and ramifications and came up 

with recommendations for consideration of the Government. 

 

 

 

How it can be resolved 

The following measures were recommended to curb the INR shortage:  

Monetary measures 

1. Better management of the convertible foreign currency:Bhutan’s foreign 
currency reserve maintained by the RMA was unnecessarily large given 

the population and GDP, according to the UN-DESA. The country was 
not benefiting by holding a huge USD reserve as it provides close to zero 

returns. The value of the USD dollar is also depreciating relative to 

emerging markets thereby giving negative returns.  
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Bhutan was borrowing  INR from the State bankk of IndIa (SBI) at an 

exorbitant interest rate of 10% to meet expenses while the USD reserves 
yielded zero returns. It was irrational economic policy to build or 

maintain reserves by borrowing at 10% interest rate. Both the USD 

reserves and debt were increasing. As of 2012, Bhutan’s dollar reserves 
stood at USD 702 million  after the sale of USD 200 million to buy INR 

10 billion which was used for the repayment of hydro power debts and 

replenishing commercial banks with INR.  

RMA was advised to reduce the USD reserves since countires like 
Maldives and other comparable countries maintain a fairly low level of 

GDP without facing any balance of payment setback. According to Senior 

Advisor for macroeconomic policy in the UN-DESA, Dr. Hamid Rashid, 

even if Bhutan has to liquidate about another 30% of its reserve, it will 
not lead to a negative balance of payment. The RMA should divert around 

30% its reserves towards INR to curb INR shortfalls.  

Since most imports are in Rupees, the RMA should focus on INR reserves 

to build a safe cushion against risk.  

2. Government should minimize deposits to financial institutions: A core 
responsibility of the RMA in conjunction with the government is the 

credit management. The excess liquidity in the banking system had 

fuelled the credit growth in the country.  A huge chunk of this liquidity 
are grants and hydro power revenue received by the government from 

other countries. 

For instance, the government receives an aid of INR 100mn meant for 

construction of a bridge. It may not be necessary to utilize the entire 
amount at once, so government resort to depositing it in commercial 

banks that earn very little or no interest. However, the banks use the 

deposits by lending it at high interest rates to various clients who avail 

the loans for imports. Therefore, there is a need to minimize the levels of 
short-term deposits and net government lending to the financial 

institutions. 

The government can resort to offering new savings instrument to the 

private sector through issuance of short term Ngultrum denominated 
bonds which shall reduce liquidity and enhance domestic savings rate. 

 

3. Credit regulation: The RMA should review the CRR and the SLR and 
introduce other demand management measures to control credit. 
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However, these ratios are already very high by regional and even 

international standards, and past interventions had not been so effective 
in reducing the credit expansion. RMA has the power to increase the 

reserve requirements upto 40%. The RMA should also institute 

mechanisms to monitor the compliance with the SLR stipulations.   
 

The RMA should exercise its authority and take measures to discourage 

excessive lending to non-productive sectors like housing through 
appropriate policy interventions and imposition of more stringent 

provisioning requirements. 

 
4. Exchange restriction:Bhutan maintains current and capital account 

restrictions for other convertible currency transactions but maintains full 

convertibility with India. The INR needs to be treated as an essential 

reserve currency and as such managed in line with regulations and 
exchange restrictions as applicable to other currencies. The RMA should 

frame and enforce appropriate rules and regulations in this respect.   

 
Fiscal measures 

  

1. Impose green tax on imports of vehicle and heavey earth moving 

equipment : The government should revise and increase the tax rates on 

imports of vehicle and heavey earth moving equipments. Import duty and 

sale tax in Bhutan is the lowest in the region which has partially fuelled 
the outflow of INR.  

2. Attracting Indian tourists: There is a need to develop strategies to attract 

high-end and middle income Indian tourists to the country.  The Tourism 
Council of Bhutan and travel agents should focus on marketing efforts in 

the metropolitan cities of India.   

 

3. Promote the use of local building materials and efficient use of forest 

resources: In the construction industry other than concrete and steel, all items 
are imported. The government should promote the use locally produced 
concrete and steel. With proper management, forest resources can be used to 
manufacture furniture and other forest products, effectively reducing the need 
to import many of these items which are currently imported. 

 

 
 

 

4. Establishment of private colleges and private hospitals by allowing FDI in 

these sectors: Bhutanese students studying in India puts an enormous 
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pressure on the INR currency for which, some estimates even put the 

cost at 1 billion annually. The Ministry of Education need to facilitate the 
development of private tertiary colleges in Bhutan.  The capacity of existing 

colleges in the country needs to be enhanced. The courses can also be 
diversified to absorb more students. Likewise, Bhutanese patients are going for 
treatment causing requirement of rupee. Opening up of these sectors can 
augment education and health facilities in Bhutan and thereby, saving INR for 
Bhutan. 
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