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Abstract :  The argument posited in favour of demonetisation is 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. While the facts are not available to 

anybody, it would be foolhardy to argue that this is the only possibility. Therefore, it is imperative to evaluate the short run and medium-

term impacts that such a shock is expected to have on the economy. Further, the impact of such a move would vary depending on the 

extent to which the government decides to remonetise. This paper elucidates the impact of such a move on the availability of credit, 

spending, level of activity and government finances. 
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I. INTRODUCTION 

The government has implemented a major change in the economic environment by demonetising the high value currency notes – of Rs 

500 and Rs 1000 denomination. These ceased to be legal tender from the midnight of 8th of November 2016. People have been given up to 

December 30, 2016 to exchange the notes held by them. 

 The proposal by the government involves the elimination of these existing notes from circulation and a gradual replacement with a 

new set of notes. In the short term, it is intended that the cash in circulation would be substantially squeezed since there are limits 

placed on the amount that individuals can withdraw. In the months to come, this squeeze may be relaxed somewhat. The reasons 

offered for demonetisation are two-fold: one, to control counterfeit notes that could be contributing to terrorism, in other words a 

national security concern and second, to undermine or eliminate the “black economy”.  

 There are potentially two ways in which the pre-demonetisation money supply will stand altered in the new regime: one, there 

would be agents in the economy who are holding cash which they cannot explain and hence they cannot deposit in the banking 

system. This part of the currency will be extinguished since it would not be replaced in any manner. Second, the government might 

choose to replace only a part of the currency which was in circulation as cash. In the other words, the rest would be available only 

as electronic money. This could be a mechanism used to force a transition to cashless medium of exchange. The empirical extent of 

these two components will be unravelled only over the next six months. These two would have different effects on the economy in 

the short term and in the medium term, as will be explored below.  

 To understand the effects of these dimensions, it is important to first understand what is it that cash does in the economy? There are 

broadly four kinds of transactions in the economy: accounted transactions, unaccounted transactions, those that belong to the 

informal sector and illegal transactions. 

  The first two categories relate to whether transactions and the corresponding incomes are reported for tax purposes or not. The third 

category would consist largely of agents who earn incomes below the exemption threshold and therefore do not have any tax 

liabilities. The uses that cash is put to for these various segments of the economy can be summarised in the form of Table 1. Finally, 

there would be demand for cash for illegal purposes like bribes in elections, spending over sanctioned limits, dealings in crime and 

corruption. If one takes a snapshot of the location of cash at any given point of time, it is difficult to predict what the breakup of the 

cash according to these categories would be, but it would be safe to say that each of these components would be represented in that 

snapshot.  

 

EFFECTS OF DEMONETISATION, 

 The first major and sustained effect of demonetisation would follow from the extent to which the currency is extinguished and what 

this currency was being used for. It is being assumed that all currency which will potentially be extinguished would be currency 

being used as a store of value in the first and second category of transactions in the table above.  

 If this assumption is correct, then the impact of extinguishing this currency would be limited. On the other hand, if the currency is 

used for any of the other transactions in the economy, either as a store of value or more importantly, as a medium of exchange, then 

the impact on the economy and the agents in the economy could be substantial.  

 

 If, for instance, the extinguished cash was used as a medium of exchange in financing unaccounted income generation or income in 

the informal sector, demonetisation would result in these activities closing down and a corresponding reduction in the incomes and 

employment associated with these activities.  

 The spill over effect would be felt by the organised sector as well since the consumption from the incomes generated would extend 

to the formal sector as well. The next question to ask would be: would these activities/agents choose to come within the folds of the 

formal sector as a result of the changed economic environment or would they remain outside or worsen the activities and would be 

extinguished along with the losses generated from the cash that was extinguished.  

 The second change as discussed above, from demonetisation would arise if only a part of the currency deposited in the banks is 

returned to circulation as cash. This change, if it is executed, would dramatically change the economic environment in the country 

by forcing agents to move from using cash as a medium of exchange to using cash substitutes. This appears to be a real possibility 

given that the Finance Minister as well as the Governor of the Reserve Bank of India have repeatedly emphasised that agents should 

be moving to the use of cashless medium where there are no problems in comparison to the cash based medium.  

http://www.jetir.org/


© 2018 JETIR September 2018, Volume 5, Issue 9                                                   www.jetir.org  (ISSN-2349-5162)  
 

JETIR1809348 Journal of Emerging Technologies and Innovative Research (JETIR) www.jetir.org 259 
 

 For instance, The Hindu reported that “Reserve Bank of India (RBI) has urged citizens to switch to alternative modes of payments 

such as pre-paid cards, credit and debit cards, mobile banking, and Internet banking.” In a press conference on November 12, the 

Union Finance Minister too said that “Those in businesses should start using digital payment gateways, cards and banking system. 

Life will become simpler in the new financial system that is the only viable option. 

  The effect of this change too would be felt differently across the different segments of the economy – agents operating within the 

formal sector and agents who are familiar with the modern technology would be placed on different footing compared to other 

agents who need to make the transition.  

 In what follows, an attempt is made to present a discussion of the likely effects classified into very short term as in the next two 

months, the short term as in a six months to a year and the rest as medium term. Within these, an attempt is made to distinguish 

between the effects if there is full remonetisation to the extent of deposits made in banks and a scenario of partial remonetisation.  

 

SHORT-TERM AND MEDIUM-TERM IMPACTS 

Very short-term impact  

 The demonetisation, by removing 86 per cent of the currency in circulation, has resulted in a very severe contraction in money 

supply in the economy. This contraction, by wiping out cash balances in the economy, will eliminate a number of transactions for a while, 

since there is no or not enough of a medium of exchange available. Since income and consumption are intrinsically related to transactions in 

the economy, the above would mean a severe contraction in income and consumption in the economy. This effect would be more severe on 

individuals who earn incomes in cash and spend it in cash. 

 To a lesser extent it would also affect individuals who earn incomes in non-cash forms but need to withdraw in cash for 

consumption purposes, since a number of sectors in the economy still work predominantly with cash.  

In terms of the sectors in the economy, the sectors to be adversely affected are all those sectors where demand is usually backed by cash, 

especially those not within the organised retailing. For instance, transport services, fruits and vegetables and all other perishables, would face 

compression in demand which is backed by purchasing power. This in turn can have two effects: while it is expected that supply exceeds 

demand, there would be a fall in prices, however, if supply too gets curtailed for want of a medium of exchange, prices might, in fact, rise. 

Thus, while generally people seem to expect prices to fall, it is quite possible that prices would instead rise.  

 Alternatively, to keep the flows going, people might take recourse to credit - both the retailers and other agents in the economy 

might make supplies on credit in the hope that when the liquidity status is corrected, the payments can be realised. In these cases, the price of 

commodities might rise instead of falling. In other words, the impact of an incremental reduction in money supply where the demand and the 

supply chain remain unaffected would be different from a case where there is a drastic reduction in money supply and outputs might adjust 

rather than the adjustment being in prices. In other words, the expectation that inflation would decline might be belied.  

 A further impact would be a compression of the demand for non-essentials by all the agents in the economy in the face of 

uncertainty in the availability of cash. The demand from segments which have access to digital medium of exchange would remain 

unaffected, but that from the rest of the economy would get compressed. This would transmit the effect to the rest of the sectors in the 

economy as well.  

 Another sector where one expects to see effects in the very short run is the real estate space. With contraction in demand from one 

set of agents – say agents who have earned unaccounted incomes and placed them within the real estate space – either prices within this 

segment would fall or transactions would cease to happen. While of itself, this would be considered a positive development and evidence of 

a correction in the unaccounted incomes, it could lead to a compression in investments in the construction sector which can have adverse 

income and employment consequences for the economy.  

There are likely to be two spin-offs from this change – one, there would be some increase in tax collections in the short term, and 

second; various IOUs could emerge as currency substitutes. To the extent people attempt to get rid of unaccounted cash balances through 

purchase of goods and services and/or payment of property taxes, one should witness a spurt in tax collections in indirect taxes as well as 

property tax in the month after demonetisation which would disappear thereafter. There is evidence already that property tax collections in 

some cities are higher than last year. Similarly, in the case of currency substitutes, at MCD tax collection centres at the border, people are 

being given IOUs in lieu of the balance they were entitled to, which would be valid for six months.  

Short-term effect with complete replacement:  

 The short-term effect on the economy would depend on the speed with which and the extent to which the cash is replaced by the 

authorities. If the entire cash is replaced within a short duration of time, the effects beyond the very short term of 1-2 months might be little. 

But a few sectors are likely to be seriously affected. To give an example from two sectors which are supposed to have large employment 

effect on the economy, we can talk about agriculture, automobiles and construction.  

 This is the sowing season for the Rabi crop in some parts of the country and the harvesting season for the Kharif crop. Most of the 

purchases and sales in this segment of the economy are carried out through cash. With the elimination of cash from the economy, sale of 

kharif crop would be difficult unless the crop is sold on the promise of payment in future. Given the limited bargaining power of the farmer, 

the price they can realise for the crop can be adversely affected. On the other hand, in the sowing activity, people would not get access to the 

inputs required since most of the inputs are now purchased from the market unless they seek access to credit from the supplier. In other 

words, with demonetisation, there would be a significant strengthening of the informal sector credit market in the rural economy. Further, if 

there are agents who do not get access to credit from the informal sector agents, their sowing activity and hence their incomes in the next 

season would be adversely affected. Thus, in spite of a good monsoon in large parts of the country, the farmer might not get the benefits.  

 

Medium-term effects:  

 In the medium term, the effects would be related to the extent to which the currency is not replaced within the economy. If the 

entire currency is replaced, there would not be any major effects on the economy. However, it is to be expected that the entire currency 

would not be replaced – to the extent currency is extinguished and to the extent some of the currency remains as bank deposits, there would 

be some impact on the economy. The first effect would be a compression of the economy to the extent the extinguished currency was 

working as a medium of exchange. The currency that is placed inthe banks but not withdrawn, it is argued, would generate an expansion in 

deposits in the economy. In the discussions on demonetisation, there is a consistent reference to the resultant increase in credit creation in the 

economy. Like Finance Minister Arun Jaitley says, “Bank deposits will increase and they will have more capacity to support the economy.”4 
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The total cumulative credit that can potentially be generated is defined in terms of the reserve ratio. Total credit potential = incremental 

deposit generate. 

 In India, the cash reserve ratio is 4 per cent while there is a statutory liquidity ratio of 22 per cent5. In determining the credit 

creation, it is important to take into account only the CRR and the additional credit creation can be 25 times the amount of money deposited 

in the banks as a result of the proposed demonetisation.6 This amount however, will be generated only if there exists an equivalent demand 

for credit in the economy. 

Clearly, the additional deposits appear to be capable of stimulating a significant increase in the potential credit that can be created in 

the economy. All these changes imply some transitions for the consumers and the banking system and can have some serious implications 

for consumer behaviour and the macro-economy which are discussed below.  

 

CONCLUSIONS  

 The demonetisation undertaken by the government is a large shock to the economy. 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, this argument is based on impressions rather than on facts. While 

the facts are not available to anybody, it would be foolhardy to argue that this is the only possibility. As argued above, it is possible that these 

cash balances were used as a medium of exchange. In other words, while the cash was mediating in legitimate economic activity, if this 

currency is extinguished there would be a contraction of economic activity in the economy and that is a cost that needs to be factored in 

while assessing the impact of the demonetisation on the economy and its agents.  
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