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Abstract
Demonetization is a radical monetary step in which a currency unit’s status as a legal tender

is declared invalid. This is usually done whenever there is a change of national currency, replacing
the old unit with a new one. In an important move, the Government of India declared that the five
hundred and one thousand rupee notes will no longer be legal tender from midnight, 8th November
2016. The RBI will issue Two thousand rupee notes and new notes of Five hundred rupees which will
be placed in circulation from 10th November 2016. Notes of one hundred, fifty, twenty, ten, five,
two and one rupee will remain legal tender and will remain unaffected by this decision. Since our
economy is heavely depend on cash, as only less then half the population users banking system for
monetary truncations Demonetization hit trade and consumption hard with the people scrambling for
cash to pay for goods and service
Keywords: RBI, demonetization, Key Sectors, Indian economy, parallel economy

Introduction
The historic demonetization move by the government is seen as a war on parallel

economy, corruption, money laundering and to stop financing aid enjoyed by the terrorists.
We expect this to have a direct impact on parallel economy and cash transactions. Along
with the introduction of GST (expected by April 2017) this constitutes a far reaching reset
of the Indian economy. The size of high denomination notes: As on Mar-16, Rs 500 and Rs
1000 notes accounted for 85.2% of total notes which is nearly Rs. 15 trn worth currency in
the economy. As such, potentially a maximum of Rs 15 trn worth currency could be
deposited into banks until Mar-17. Estimating the size of ‘parallel economy’: Conservatively
assuming current parallel economy to be 25% of India’s GDP (World Bank estimated parallel
economy to be 23.7% of India’s GDP in 2007), we estimate that the total size of
unaccounted economy in cash would be around Rs 35-40 trn. Impact on Markets: We believe
government’s move to demonetize higher denomination currency would have a far-reaching
impact on Indian economy. It might have short-term pain but sure long-term gains. Apart
from flushing liquidity in the banking system, demonetization could create short-term
disruption in consumption and lead to behavioral changes in household’s saving and
consumption demand.

Current Scenario of the Demonetization Impact on Key Sectors
Demonetization is a generations’ memorable experience and is going to be one of

the economic events of our time. Its impact is felt by every Indian citizen. Demonetization
affects the economy through the liquidity side. Its effect will be a telling one because
nearly 86% of currency value in circulation was withdrawn without replacing bulk of it. As a
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result of the withdrawal of Rs 500 and Rs 1000 notes, there occurred huge gap in the
currency composition as after Rs 100; Rs 2000 is the only denomination.

Absence of intermediate denominations like Rs 500 and Rs 1000 will reduce the
utility of Rs 2000. Effectively, this will make Rs 2000 less useful as a transaction currency
though it can be a store value denomination.

Demonetization technically is a liquidity shock; a sudden stop in terms of currency
availability. It creates a situation where lack of currencies jams consumption, investment,
production, employment etc. In this context, the exercise may produce following short
term/long term/, consumption/investment, welfare/growth impacts on Indian economy.
The intensity of demonetization effects clearly depends upon the duration of the liquidity
shocks.

Following are the Main Impacts
Demonetization is not a big disaster like global banking sector crisis of 2007; but at

the same time, it will act as a liquidity shock that disturbs economic activities.
1. Liquidity crunch (short term effect): liquidity shock means people are not able

to get sufficient volume of popular denomination especially Rs 500. This currency unit is
the favourable denomination in daily life. It constituted to nearly 49% of the previous
currency supply in terms of value. Higher the time required to resupply Rs 500 notes, higher
will be the duration of the liquidity crunch. Current reports indicate that all security
printing press can print only 2000 million units of RS 500 notes by the end of this year.
Nearly 16000 mn Rs 500 notes were in circulation as on end March 2016. Some portion of
this were filled by the new Rs 2000 notes. Towards end of March approximately 10000 mn
units will be printed and replaced. All these indicate that currency crunch will be in our
economy for the next four months.

2. Welfare loss for the currency using population: Most active segments of the
population who constitute the ‘base of the pyramid’ uses currency to meet their
transactions. The daily wage earners, other labourers, small traders etc. who reside out of
the formal economy uses cash frequently. These sections will lose income in the absence of
liquid cash. Cash stringency will compel firms to reduce labour cost and thus reduces
income to the poor working class. There will be a trickle up effect of the liquidity chaos to
the higher income people with time.

3. Consumption will be hit: When liquidity shortage strikes, it is consumption that
is going to be adversely affected first.
Consumption ↓→ Production ↓→ Employment ↓→ Growth ↓→ Tax revenue ↓

4. Loss of Growth momentum- India risks its position of being the fastest growing
largest economy: reduced consumption, income, investment etc. may reduce India’s GDP
growth as the liquidity impact itself may last three -four months.
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5. Impact on bank deposits and interest rate: Deposit in the short term may rise,
but in the long term, its effect will come down. The savings with the banks are actually
liquid cash people stored. It is difficult to assume that such ready cash once stored in their
hands will be put into savings for a long term. They saved this money into banks just to
convert the old notes into new notes. These are not voluntary savings aimed to get
interest. It will be converted into active liquidity by the savers when full-fledged new
currency supply take place. This means that new savings with banks is only transitory or
short-term deposit. It may be encashed by the savers at the appropriate time. It is not
necessary that demonetization will produce big savings in the banking system in the
medium term. Most of the savings are obtained by biggie public sector banks like the SBI.
They may reduce interest rate in the short/medium term. But they can't follow it in the
long term.

6. Impact on black money: Only a small portion of black money is actually stored
in the form of cash. Usually, black income is kept in the form of physical assets like gold,
land, buildings etc. Hence the amount of black money countered by demonetization depend
upon the amount of black money held in the form of cash and it will be smaller than
expected. But more than anything else, demonetization has a big propaganda effect.
People are now much convinced about the need to fight black income. Such a nationwide
awareness and urge will encourage government to come out with even strong measures.

7. Impact on counterfeit currency: the real impact will be on counterfeit/fake
currency as its circulation will be checked after this exercise.

Demonetization as a cleaning exercise may produce several good things in the
economy. At the same time, it creates unavoidable income and welfare losses to the poor
sections of the society who gets income based on their daily work and those who doesn’t
have the digital transaction culture. Overall economic actives will be dampened in the
short term. But the unmeasurable benefits of having more transparency and reduced
volume of black money activities can be pointed as long term benefits.

Impact on Key Sectors
India’s Economic Growth

Growth in the Indian economy remained solid in the quarter from April to June 2016
(the latest available). In India, a financial year begins in April and ends in March of the
following year. The previously mentioned quarter is the first quarter of fiscal 2016–2017.
During that period, the GDP (gross domestic product) rose 7.1%, while the GVA (gross value
added) rose 7.3%. The relationship between the GDP and GVA is:
GDP = GVA + taxes on products – subsidies on products

The base year for calculating the GVA is 2011–2012.
The fall in economic activity due to demonetization could last from two to three

quarters. As a result, GDP and GVA growth in the quarters from September to December
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2016 and January to March 2017 could be significantly lower than previous years. Some
bounce back should be seen in the first quarter of fiscal 2017–2018. In the medium term,
the Indian economy can grow considerably after curbing the debilitation caused by
counterfeit money and an increase in economic activity.

Impact India’s Inflation
The demonetization that has been in effect since November 9 is expected to have a

negative impact on inflation. Consumer spending activity fell to a near halt. Consumers are
refraining from making any purchases except essential items from the consumer staples,
healthcare, and energy segments. Activity in the real estate sector, which includes a lot of
cash and undocumented transactions, slowed down significantly, Metropolitan and Tier
1 cities reported up to a 30% fall in house prices. Food item inflation, measured by changes
in the Consumer Food Price Index, accounts for 47.3% of the overall CPI. Due to 86.4% of
the value of the currency notes in circulation going out of the financial system and
re-monetization being slow, the supply and demand of food items fell. It will exert more
downward pressure on inflation.

India’s Financial Markets Fell Due to Demonetization
Equities Fall, but Prospects are Better

Indian equity markets have been on a near secular falling trend since the
government demonetized the 500 rupee and 1,000 rupee currency notes after midnight on
November 8, 2016. The two benchmark equity indices—the Nifty 50 and the S&P BSE
Sensex—fell on each trading day since the demonetization except for November 10 and
November 22. While the Nifty 50 fell 6.3% from November 8 until November 22, the S&P BSE
Sensex fell 5.9% during the same period. Due to the rise in the US dollar, the dollar
equivalents of the Sensex and the Nifty fell more than 8% each.

Conclusion
The demonetization undertaken by the government is a large shock to the

economy. It is a major decision and it impacts all the citizens of the country because
overnight all the money you have become a piece of paper which has no value if you do not
exchange it with new currency units or deposit it in the banks. The impact of the shock in
the medium term is a function of how much of the currency will be replaced at the end of
the replacement process and the extent to which currency in circulation is extinguished.
While it has been argued that the cash that would be extinguished would be “black money”
and hence, should be rightfully extinguished to set right the perverse incentive structure in
the economy, the government has to re-consider the Demonetization policy and take
appropriate measures for the welfare of the citizen of India
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