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Abstract

The government has implemented a major change in the economic environment
by demonetizing 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.1 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 demonetization 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”.
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Introduction:

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telling one because nearly 86% of currency value in circulation was withdrawn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 result of the withdrawal of Rs 500 and Rs 1000
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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.

Impact of demonetization:

The intensity of demonetization effects clearly depends upon the duration of the
liquidity shocks. Following are the main impacts.

1. 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.

2. 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.

3. 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.

4. Consumption will be hit: When liquidity shortage strikes, it is consumption
that is going to be adversely affected first.
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5. 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.

6. 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 banksis 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.

7. 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.

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

9. Effects on government finances:

The effects of demonetization on government finances can be divided into three
categories: the impact through RBI’s finances, the impact through taxes and the
impact through credit available to finance deficits.

i) Through RBI’s finances: The RBI earns seignior age through the printing of
currency. In the demonetization, a part of the currency will be extinguished. For
this part of the currency, the RBI can print the notes given the assets on its books,
but there would be no takers. In other words, this part of the currency would be
like new money that can be introduced into the economy and hence yields
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seignior age to the RBI once again when released into circulation. RBI, however,
cannot lend this to the government since that would involve additional liability
buildup on its balance sheet. So, this currency can only be released when foreign
exchange is being converted to rupees for instance and not sterilized thereafter.
At this point there would accrue some dividends to the government as well.
However, to the extent the government and the RBI seek to move the economy
towards digital instruments, this option might not be exercised and the dividend
might not accrue.

ii) Impact through taxes: There are multiple channels through which taxes will
be affected:

e At the point of transition to the new regime, people have attempted to
convert cash balances into commodities like gold or luxuries. On these
transactions the governments would have a spurt of taxes. This would
however not last beyond the transition phase.

¢ In the subsequent period, the impact on indirect taxes would be negative
because of the compression in demand.

e On property taxes, some local bodies have given people a window of
opportunity to pay old as well as current taxes in the scrapped notes. This
would result in an increase in revenue collections in property tax. 16

¢ On income tax there can be two potential effects: first, with compression
in the economy, there could be a reduction in the tax collection. In the
unlikely event of people choosing to deposit unaccounted balances in the
bank and pay taxes and penalty on the same, or if the tax department
through investigation finds that some of the deposits are not explained
income tax collections would increase. For any individual depositing
balances above Rs 10 lakhs, the tax and penalty together would absorb
the over 90 per cent of the deposited amount. This would serve as a
disincentive for people with large balances to come and deposit the same
into accounts. In other words, the government cannot expect to get major
collections in terms of the tax and penalty on unaccounted incomes
revealed.

iii) Through financing of fiscal deficit: The generation of additional deposits
and credit, as a result of the SLR requirements can make more credit available to
governments. Given the FRBM (Fiscal Responsibility and Budget Management)
limitations, the amount of borrowing that governments can take on may be
limited and the additional supply can mean a decline in the interest rate that
governments pay on their debt. This could be a positive spin-off for the
governments.
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Conclusion:

The demonetization 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 demonetization on the economy
and its agents.

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
activities will be dampened in the short term. But the immeasurable benefits of
having more transparency and reduced volume of black money activities can be
pointed as long term benefits.
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