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ABSTRACT

In one of the boldest decisions taken by the government in the history of Independent India, it had stripped INR 500 and INR 1000 notes’ status as legal tender, with
a short four-hour notice on 8" November, 2016. The research paper aims to analyze both the short and long term implications of the decision on macro-economic
variables like Gross Domestic Product (GDP), interest rates, foreign exchange, Foreign Direct Investment (FDI) and Foreign Institutional Investors (Fll). The study
will also focus on the impact of the decision on various sectors, such as FMCG, Manufacturing, Oil and Gas and its implications for the Government, RBI and the
banking industry. The researchers would attempt to build a model through which the implementation process can be refined based on the current problems being
faced by the citizens at large, thereby focusing on the tools for rolling out the scheme. Based on the assessment, conclusions would be drawn that would throw
light on the fact whether such a move would prove to be a success or a failure for the Indian economy. Secondary sources of data (magazines, newspapers, Bloom-
berg Terminal) will be used to analyse the information available.

KEYWORDS

RBI, de-monetization, economy, impact, macro variables.

INTRODUCTION
emonetization is the process of stripping a currency of its status as a legal tender. It involves declaring a currency invalid as a medium of exchange. India
% witnessed its third demonetization initiative through an announcement by the Prime minister, Mr. Narendra Modi on 8" November 2016. It involved the
discontinuance of the old Rs 500 and Rs 1000 currency notes and replacing them with new Rs 500 and Rs 2000 currency denominations. The three fold
objective of this initiative was to:

1.  Curb the menace of corruption. By encouraging the citizens to go cashless, illegal usage of cash can be contained. The cash less transactions provide a big
facility to the investigating agencies, that they can check and recheck the transactions and find the wrong/ illegal financial deals. This will bring about an
element of transparency in the system and reduce corruption in the economy.

2. Manage black money in the economy and- By putting restrictions on the deposit of the demonetized currency, the government tried to ensure that around
one lakh thirty-eight thousand and six hundred crores worth of currency goes out of circulation. Similar initiatives would also be taken to identify non cash
assets like gold, silver and real estate.

3. Eliminate the usage of counterfeit currency used to fund terror based activities. A major objective of the demonetization was to stop the usage of counterfeit
and fake currency to fund terrorist activities in India. With the old Rs 500 and Rs 1000 denominated currencies going out of the system, it would act as a
crackdown on these activities.

Various experts have expressed their views on the prime minister’s masterstroke. Mr. Narayan Murthy, founder Infosys stated that, “The dishonest will have to

suffer, absolutely that is the right thing." Chanda Kochhar, MD and CEO of ICICI Bank,” this move will definitely bring about a whole amount of transition to no

cash or low cash kind of transactions (Kumar, 2016)

WORLD EXPERIENCE

Demonetisation is not a new phenomenon. It has been tried and tested world over, witnessing some successes and some failures. The European Union is a classic
example of the successful implementation of demonetisation.

EURO

Twelve EU countries introduced their single currency, the euro, on January 1, 2002. The European Central Bank prepared for almost three years with everyone
fully knowing about the changeover on a particular day. Printing new notes and minting of new coins had already started in mid-1998. Frontloading banks with
new notes and coins started almost three months in advance. By December 31, 2001, banks were already frontloaded with almost two-thirds of the cash needed
in the next few weeks. About 96% of coins in value terms were also already in banks. All ATMs were preloaded with new cassettes and were activated at midnight.
Most ATMs were designed to provide maximum 10 and 20 euro notes, as it was thought that large denominations would create a change shortage during
the changeover. Despite all these preparations, many countries still permitted their legacy currency to remain in circulation for almost two months. The European
example shows that how much advance preparation is required if we were looking for the successful and convenient changeover to new currency notes (Sachdeva,
2016)

In 2015, the Zimbabwean government demonetized the Zimbabwean dollar in order to fight the country’s hyperinflation that was recorded at 231,000,000%.

In 1996, Australia replaced its paper-based notes with polymer bank notes. The first plastic currency in the country was introduced in 1992 and by 1996 all the
banknotes were polymer-based. Since the purpose was to replace paper with plastic and only the material changed, it did not have any side-effects on the economy
(December, 2016)

The other countries which have successfully been able to demonetize their currency include Pakistan (2015, 2016), United Kingdom (1971) and Philippines (2015).
FAILURES

While demonetization was successful in some countries, for other economies it was not able to achieve the objectives for which it was initiated. Examples include
Ghana (1982), Myanmar (1987), Soviet Union (1991), Zaire (1993) and North Korea (2010) to name a few.

Majority of these countries expected demonetization to curb the menace of black money but instead the governments were faced with stiff opposition from the
masses, political turmoil and people lost faith in their respective governments. Hence, the move came to an end (BS Web Team, 2016)
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HISTORY OF DEMONETIZATION IN INDIA

India is not unfamiliar with the mechanism of demonetization. In 946, the Government of India phased out the Rs 10,000 notes. These were again brought into
circulation in 1954 but demonetized in 1978. The other denominations which met with the same fate in 1978 were Rs 1000 and 5000. The Rs 1,000 note made a
comeback in November 2000. Rs 500 note came into circulation in October 1987. The move was then justified as attempt to contain the volume of banknotes in
circulation due to inflation [5].

OBIJECTIVES OF THE STUDY

1.  Tostudy the impact of demonetization on the various macroeconomic variables

2.  Tostudy the impact of demonetization on various sectors of the economy.

3. Tosuggest measures for effective implementation of the demonetization initiative.

ANALYSIS

OBJECTIVE-1 IMPACT OF DEMONETIZATION ON MACROECONOMIC VARIABLES

1. GDP

On 6h January, 2017, the Indian Central Statistics Office released the numbers of the advance estimates of GDP growth rate for the ongoing fiscal year. The
estimates stood lower by 0.5% at 7.1% as compared the earlier estimates of 7.6%.

Although, the estimates have reduced by only half a percentage, the effects of demonetization might dent the GDP growth by over 1.5%. This argument originates
from the fact that the numbers released are based on the data captured till October 2016, which is prior to the demonetization policy being announced.

The advance estimates however, can be used as a benchmark against the actuals to be published during the budget session. Upon comparison, the quantitative
impact of the policy on the overall economic growth can be inferred.

Even though it is necessary to assess the possible effects of the proposed policy on the GDP estimates, it might be a challenging task to accomplish. Although, it is
quiet premature to estimate the quantum of effects that the demonetization policy has caused, however, accompanied with global slow-down and subdued
demand it has further impacted the demand trend negatively which might take the GDP growth southwards for the year.

There are a multitude of things that would get affected in the entire shift. There is an evident continuous flow of money into bank accounts which has ultimately
led banks to lower the interest rates. With the existing deposit rates and the lending rates slashed, banks might face immense pressure to generate appropriate
Net Interest Income which might lead to a subdued profit and growth figure. Although, the lower interest rates on borrowings might push the credit growth, the
likely impact on the overall profit and loss account seems to remain under pressure. On the other hand, the budget deficit is expected to go down as the govern-
ment will acquire tax revenues which will ultimately reduce inflation (Inflation reduction also have to be supported by an accommodative monetary policy stance).
The GDP is also largely affected by the money supply in the economy. The effects of all these factors shall also be taken into consideration but it seems like a
challenging task for the economy to pick up in a period of 2-3 quarters.

2. MONEY SUPPLY

There are 4 measures of money supply in India denoted by M1, M2, M3 and M4. Comparing the two extreme connotations, i.e., M1, which is known as the narrow
money and M4, which is known as the broad money, narrow money comprises of cash and demand deposits, while M4 is M1 multiplied by the velocity of money
and the actions of the banking system.

The velocity of money existing in the formal economy can be gauged with certainty, but the velocity of money existing in the informal sector is difficult to predict.
It can be both more or less than that existing in the formal economy. If we work on the assumption that black money hoarders churn it as quickly as possible to
make maximum possible gains, then the velocity would be high. While on the other hand, if we assume that people hoard money and keep hold of it for longer
periods of time, then the velocity would be less.

Accordingly, the money supply can increase as well as decrease. If the velocity of money in the informal sector is lower, it would lead to a flow of money into the
formal banking channels thus, having a stimulatory effect and increasing the money supply. While on the other hand, if it is higher, the demonetization policy will
significantly reduce the monetary base having a contractionary effect. Thus, it is difficult to predict the overall direction with certainty.

3.  INTEREST RATES

According to estimates released on 5% January, 2017, approximately INR 15 lakh crore has already been injected into the banking system since 8" November,
2016, when the demonetization scheme was announced. Taking a short term standpoint, the banks are experiencing additional deposits of a tremendous quantum.
In order to reduce the pressure on the net interest income generation, the banks cannot simply sit on the mounds of cash being deposited. Therefore, in order to
facilitate credit creation, the lending rates have been reduced. While on the other hand, to support the profitability and growth motive of the banks, the deposit
rates have too moved southwards.

In the long term, the banks might not have these additional funds. The demonetization policy has forced the citizens of the country to deposit their savings into
bank accounts. A majority of such deposits are involuntary savings which have been made simply for the sake of exchanging the old notes and not with the
intention of earing an interest income. It will be converted into liquidity by the depositors when the full-fledged new currency supply takes place. It means that
the savings with the banks are transitory in nature. Therefore, banks can reduce their rates in the short or medium term. But they cannot afford to maintain such
a stance in the longer term.

4. REPO RATE

On 4t October, 2016, the newly formed Monetary Policy Committee sliced down the country’s repo rate by 25 basis points aggregating to a 50 basis points cut for
the entire year. A change in this rate affects the rates of commercial banks, other rates such as the reverse repo rate and marginal standing facility along with a
significant impact on the movement of rupee.

As a result of the recent demonetization policy announcement, there has been a significant fall in the number of cash transactions which is an indicator of de-
creased consumption due to which the inflation is likely to go down. Therefore, in order to boost economic activity and consumption and to bring back the
temporarily derailed economy back on track, the RBI will likely undertake more rate cuts in the upcoming monetary policy reviews.

5.  INFLATION

The proposed policy has till now negatively affected the inflation numbers and has kept them moving south. Consumer spending has reduced drastically as con-
sumers are refraining from making any purchases except for essentials like consumer staples and health care. The real estate sector seems to be the worst hit as
it remained a hot spot for cash and undocumented transactions.

A shortfall is expected in the money supply in the short term due to inadequate infrastructure for the printing and circulation of new notes. This will have a
deflationary impact on the economy. Nonetheless, whether the impact of the decreased money supply will lead to deflation or contraction in demand or a mix of
both will differ from sector to sector contingent to the nature of goods & services.

6. FOREIGN TRADE

The growth rate of any economy can be accelerated or decelerated based upon the health of its foreign trade, i.e., imports and exports. Post demonetization, the
exports have backed off because of cash crunch. Instability in the exports of a country might lead to inflation and hence, erodes the internal purchasing power
leading to an unstable economy. However, on the other hand a decline in the consumption expenditure highlights a downward trend in the imports. A stable
exchange rate could be an idle situation for the economy as volatility vitiates the trade for India.
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OBJECTIVE-2: IMPACT OF DEMONETIZATION ON VARIOUS SECTORS

1. FMCG

Consumers have drastically cut down on discretionary spending. Majority of the households have restricted their spending to essentials only. The wholesale
businesses along with the traditional kirana stores have been hit hard where majority of the transactions are in cash. According to estimates, this segment has
experienced a 20-25% fall in the sales on a year-on-year basis. Sales in the rural areas have been affected more.

Although, on the other hand, sales via organized retail stores have picked up due to their ability of accepting non cash payments. A change in the nature of
purchases has been witnessed. Consumers are willing to buy essentials such as sugar, flour, etc. from such outlets.

2. MANUFACTURING

The PMI in November 2016 fell to 52.3 from October 2016’s 22-months high of 54.4. Cash shortage has hampered the growth of new work flows, buying activity
and production, while passive inflationary pressure may prompt the RBI to cut down key policy rates. A growth in demand from both domestic as well as external
entities has been witnessed, though it has been hampered by the prevailing cash crunch.

Although, a disruption has been caused by the policy implementation, it is expected to ignite a growth pattern in the long run as unregulated entities may be
forced to exit the market space.

3. OILAND GAS

This sector will not be adversely impacted by the withdrawal of high denomination notes. Various components such as refining margins, production of petro
products, gas transmission, etc., will not be affected. This sector will largely remain unaffected due to the fact that factors such as capacity utilization, capacity
expansion, marketing margins and tariffs for gas utilities are independent of demand.

However, demand for petro products at retail outlets did pick up post the announcement of the policy as old currency notes were being accepted at petrol pumps.
As a result of reduction in wealth and liquid cash, the retail demand for petro products may take a hit.

4. TOURISM

The most challenging phase of dealing with the post traumatic effects of the demonetization policy has perfectly coincided with the busiest season for the tourism
industry. A sharp decline has been experienced in hotel bookings and other associated services sales. The premium hotels segment although remains largely
unaffected as majority of their bookings are in advance and are done online. The unorganized sector has been the worst hit. Offshore travel has gone southwards
as majority of the foreign exchange usage abroad is via cash.

5. AVIATION

Inbound travel has been majorly hit post the implementation of this policy. Airlines have experienced as large as a 16% fall in their bookings in the week following
the introduction of this policy as compared to the week prior to it. Discretionary travel has taken the worst hit. Chartered flights have also experienced cancellations
as majority of the payments are made via cash.

In order to cope up with the slump in sales, airlines have been forced to pre pone their airfare sales. Combined with the low oil prices, airlines have been able to
offer cheaper deals in order to attract customers.

6. REAL ESTATE

Real estate deals have backed off altogether as the consumers are not willing to invest in property in light of the recent demonetization policy introduced by the
Government of India. Land developers have delayed the launch of premium site projects as the prices of land and property are expected to decline further in the
upcoming months. The resale property market has also witnessed a significant decline in the number of deals going through.

It is an undeniable fact that the real estate segment has been the hot spot for money hoarders leading to the maximum number of cash transactions. Post the
introduction of the demonetization policy, the purchaser has to furnish a reasonable statement supporting the source of funds being utilized for the purchase of
the property, which in majority of the cases is almost an impossible task.

Although, in the light of expected rate cuts by the RBI, this sector is expected to get back on track in the coming months.

7. BANKS

Banks have been experiencing a huge quantum of low cost deposits being made in the short term. They have reduced their deposit rate which means lower cost
of funds and thus, better margins. As credit growth picks up, the increasing balance sheet size would also prove to be beneficial for them. Due to excess liquidity
in the market, the yields are likely to fall down which will accrue treasury gains for the banks.

But on the other hand, even though banks are making significant efforts to facilitate the credit generation process, they have not experienced sufficient demand.
With real estate deals on the slump and production estimates going south, the demand for credit has not been incremental. The asset quality of the banks could
also worsen due to an expected slowdown in the economy.

8. AUTOMOBILES

The demand for two wheelers may take a hit as majority of the payments are rendered in cash. But the sales for passenger vehicles will largely remain unaffected
as 70-80% of the sales are via external financing or cheque payments. Sales of commercial vehicles will be negatively impacted.

OBJECTIVE-3: IMPLEMENTATION STRATEGY

Developing a larger supply of new notes ahead of time would surely have maintained a strategic distance from a portion of the burden and the related cash
shortage. The late arrangements made for weddings and agriculturists, could have also been foreseen. The ministry of agriculture’s demand with respect to
exclusion for farmers procuring seeds and different contributions amid the sowing season, so as to avoid disruption in sowing, should have been tended to expe-
ditiously, as opposed to after numerous days.

The adaptability provides after issues surfaced is to be invited yet it could be expanded considerably further. For instance, old notes are permitted to be utilized
in public-sector hospitals yet not private healing facilities, and farmers are permitted to utilize them for buying of seeds from public sector organizations but not
private agencies. There is a decent case for permitting adaptability for buys from the private part too. The due date that has been taken into consideration for this
adaptability could have been protracted.

Although the most imperative adaptability is to permit cooperative banks to accept old notes. Their nearness in rural regions is much bigger than that of commercial
banks, and they are all governed by certain laws. On the off chance that enough currency does not exist at present to supply cooperative banks, they ought to be
permitted to accept the old notes and supply new ones later.

The government should have given more time to its citizens to adjust to the change thereby reducing the agony of being without cash or standing in long queues.
The ATMs should have been recalibrated in advance to meet the requirements of cash. The post office network should have been more optimally used due to its
greater penetration in the Indian economy. The new currency introduced in denomination of Rs. 2,000 has been rendered useless because the government has
failed to maintain a sufficient supply of smaller currency notes due to which people could not make change of the new currency.

CONCLUSION AND RECOMMENDATIONS

Taxation transparency, benami transactions, cash transaction dominant economy, unorganized sector etc. are some of the key challenges that the acting govern-

ment has been facing. With demonization, majority of the key issues are expected to be addressed. There have been declarations that more strides will be taken,

however these cover the ambit of benami properties and the undeclared foreign holdings. What are required are steps that will demoralize further creation of

unaccounted income.

The accompanying is a rundown of steps that can be taken, which will have a critical effect after some time.

1.  Reducing circumspection in both the Central and State governments by enabling transparency and accountability particularly in higher amount transactions.
The greatest range of prudence identifies with land, land utilization, real estate regulations & digitization of the transactions.

2. Reforming the system of tax administration, including revamping, reinforcing and modernizing the Central Board of Excise and Customs/Central Board of
Direct Taxes.
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3.

10.

Lowering tax rates and rearranging the assessment framework to enhance consistency. The goods and services tax (GST) to be presented shortly was a
perfect open door, yet the proposition at last endorsed by the GST committee has far too many rates and exemptions. Regardless of the possibility that this
can't be changed at this stage, the committee could announce a review of the multiplicity of rates with a view to converging on two rates plus a transgression
charge. It could likewise declare an expectation to incorporate liguor—a noteworthy wellspring of avoidance and black money—furthermore real estate in
the GST by 2020.

The government should also focus on enforcing the Real Estate Regulatory Bill in order to avoid embezzlement of funds & introduce transparency of trans-
actions in order to ensure that the real estate markets remains a buyer biased market in terms of the rules and regulations. The bill has been passed in Lok
Sabha and is waiting for the Rajya Sabha passing for it to transform into one of the most herculean laws governing the way real estate functions.

Lowering the corporate tax rate to 25% in equal tranches with exemptions eradicated in the following budget. The tranches can be of 1% each year. This
would definitely impact the fiscal deficit but if performed in tranches with the support of various other reforms in tax rates, export policies, import burdens
etc., the deficit should be in control.

Persuading states to radically bring down the stamp duty for land deals as high rates of stamp duty are a noteworthy motivating force to sustain land
exchanges in black money.

Pursuing some prominent debasement cases to an effective decision to make an impression on both business and the administration that corruption won't
go on without serious consequences. A specific approach in view of logical probabilistic analysis is more appropriate than broad-based action which only
creates fear in the business community.

Finally, it is significant to begin endeavouring at transforming the arrangement of electoral funding, incorporating transparency in gathering accounts which
has already been kick started with the current year’s budget. Business people routinely say that they are compelled to create black money to meet the
requests of the political framework furthermore, the demands of the bureaucracy which has self-assertive forces which can convey business to a stop.

The government must critically focus on delivering reforms by increasing the expenditure of income generating areas and reduce the extent of subsidies by
empowering increase in the income of the various low income groups. However, the task of reducing such subsidies can be challenging as the expenditure
route requires strong fiscal revenue for support.

The government must start imposing charges on the cash withdrawal/transactions and complement the same by reducing the charges on digital transactions
in the interim. This would help in discouraging the cash transactions.

Demonetization can only be a part of an extensive technique to handle corruption and generation of black income, and it is probably going to force considerable
agony due to the antagonistic impact on GDP and low-end employment. The government will hopefully implement the next set of reforms better than the demon-
etization implementation which caused extreme liquidity issues across the economy. The more essential part of the battle against corruption includes the other
arrangement of measures recorded previously. Advancement on these would make a genuine commitment to decreasing the long term advantage of lessening
the generation of black income over time.
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