
DEMONETISATION AND ITS EFFECT ON THE INDIAN 

ECONOMY: A CRITICAL ANALYSIS 

        Dr. Nityananda Patra , Associate Professor, Dept. of Economics , Bankura 

Zilla Saradamani Mahila Mahavidyapith, Natunchati, Bankura 722101, West 

Bengal, India. 

ABSTRACT 

Announcement of the scrapping of high-value banknotes amounted to 86% of currency in 

circulation on  8th  November  2016 by the BJP Government  perhaps  was  the  distinctive 

economic adventurism  that  affected  every  single  person  of  India  be  it  a  politician,  

businessman,  bureaucrat, laborer, housewife, child, etc. Demonetisation was adopted by 

our honorable Prime Minister  Narendra  Modi last  year  with a  very good  intention  to 

reduce  corruption  and  black  money , bring  transparency  and  greater  formalization  in  

the  economy.  This single most decision shook the economy for a while, and everybody 

started guessing and  debating   its impact on the Indian economy, be it business or on  

different sectors of the Indian  economy. Now the economy has come out of that sudden 

jerk of cash crunch and trying to be stabilized, so it is a pretty good time to have a relook 

at the effects of this demonetization on our economy. Though it will take at least 5-6 years to 

get the complete results of this demonetization some short-term effects are quite visible. 
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INTRODUCTION 

Today Indian economy is termed as the one of the fastest growing economies in the world 

even by surpassing the Chinese economy. However the emerging Indian economy seems 

to have slowed down after demonetization event. Recent released figures from Central 

Statistical Office hints at a slowdown in the Indian economy. Demonetization is a counter 

attack to eradicate corruption, terrorism and black money in the country.  

The term demonetization is not a new thing to Indian economy. According to Reserve 

bank of India demonetization was introduced first time in the year 1946 and again in 1978. 

According to data less than 5% of population of India has access to such currency. The 

decision was taken to reduce the illegal use of high denomination currency. However with 
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demonetisation effect more than 80 percentage of India currency was nullified which was 

mainly aimed at  to wash off black market and arrest  cash supply to black market and 

finally made counterfeit notes out of the economy. In order to reduce sudden setbacks in 

the economy, 50 days' time periods  were given to exchange their cancelled cash for new 

currency. Cash is the most preferred mode of transaction in India. Only not more than half 

of the population uses banking system for monetary transactions. After demonetisation 

there was continuous increase in use of banking system for monetary and financial 

transactions. 

Pros on Demonetisation 

One of the biggest benefits of demonetisation is that it is going to drastically affect the 

corrupt practices and people holding black money. Because now they will not be able to 

exchange these old high denomination notes as they would be in fear of penalties by the 

Indian government.  

Banking system will be getting a boost as entire black money would be flooding into the 

system and it will also result  in increasing use of banking system. This will result in 

reducing the risk of cash handling as  money is safer than hard money. The old currency 

will become worthless for those people who won‟t disclose their actual income through 

filing of income tax returns.  

It will also result in reducing tax avoidance cases. Authorities will keep track of major 

cash deposited or exchanged during the demonetisation period especially sectors like 

jewellery and real estate. Search and seizure activities of the income tax department will 

rise to stop malpractices. 

Cons of demonetisation 

Demonetization will result in negative impact across the certain sectors with high level of 

cash transaction like restaurants, jewellery, retailing, logistics, consumer durable and 

luxury brands. All the companies with high level of debt will face more pressure.  

One of the main cons of demonetization is the replacement cost of currency. New currency 

notes has been introduced into the system which cost a major amount to the government 

exchequer in order to print the same. We cannot ignore the increased cost of operating and 
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maintenance of ATM as it will be huge burden on the banks. During initial months 

of demonetization it would be very difficult to make cash transactions of higher amount.  

LITERATURE REVIEW 

Various qualitative and quantitative research have been done in last one year on the impact 

of demonetization on Indian economy, general public and various sectors of the economy. 

Dr. Arun Mittal (Mittal, 2017) in his qualitative research survey from general public 

during the days of demonetization found out that the people faced liquidity problem in 

early days. He also  found that  all possible methods of cashless transactions even helped 

each other with small currency notes besides changing their behavior pattern in spending 

like curtailing their expenses and saving cash for urgent needs.  

A study done on effects of demonetization on GDP of India (Sachin, 2017) found adverse 

effects of demonetization on GDP, small traders, small and marginal enterprises (SMEs) 

and agriculture sector both in last two quarters of 2016- 17 and first two quarters of 2017. 

Sharma and Gupta (Gupta, 2017) studied the impact of demonetization on medium scale 

enterprises (MSE)  and found that MSE sector was hardly hit by demonetisation due to 

their greater dependence on hard cash. Construction sector and roadside vendors seem to 

be the worst hit.  

A real time survey done during demonetization days in Ghaziabad city on retail sector by 

Dimpal Vij and Arora (Vij, 2017) found that demonetization impacted retail sector very 

badly especially the small vendors (Rehdiwala) totally depended on cash. Demonetization 

has impacted e-business a lot and it will prove huge boom for digital payment market. 

Even small vendors have introduced cashless payment methods. Post- demonetization the 

people have finally started believing in the power of the plastic money in the form of 

credit card/debit card, and other channels of electronic payments.  

Online banking has gained prominence due to unavailability of enough cash in the market. 

Shailey Gupta (Gupta, 2017) , Vandana Munjal et. al (Vandana Munjal, 2017) in their 

primary survey on towards using of e-transactions and cashless methods in National 

Capital Region (NCR) found out that people in India are sufficiently aware about e-

payment methods but use of these methods depend on various factors including 

demographic conditions. Economic Survey (Vol I ,2017) comprehensively analyses the 

case of demonetization by stating it a radical governance-cum-social engineering measure 
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because it was done amidst normal economic and political conditions when Indian 

economy was growing at the fastest clip in the world on the back of stable macroeconomic 

and impressive set of reforms. It states that it has had short term costs but will provide the 

basis for long term benefits.  

Short term costs have taken in the form of inconvenience and hardships for those who lost 

their income and employment being in the informal and cash incentive sectors. Long term 

benefits in terms of reduced corruption, greater digitization of the economy, increased 

flow of financial savings and greater formalization of the economy all of which will 

ultimately lead to it towards higher GDP growth, better tax compliance and higher tax 

revenues. 

DEMONETIZATION: STILL HAUNTS INDIAN ECONOMY 

The Demonetization was announced as a surprise in the night on November 8, 2016.  The 

Economic Survey of India which was released just before the presentation of General 

Budget 2018 in Parliament emphasized that all the negative impact of Demonetization of 

Rs.500/- and Rs.1000/- currency notes has ended. However, the analysis in India and 

abroad has claimed that demonetization of November 2016 has failed to do what it was 

intended to do and its impact has turned out to be more protracted than initially it was 

thought of or expected by the policy makers. 

Experts think that even from the point of view of promoting digital money, there was no 

need for the government to have put 86 per cent of all currency out of circulation. Studies 

have pointed out that very little black money was arrested or flushed out. On August 30, 

2017, the Reserve Bank of India released its report on Demonetisation. The report said 99 

per cent of the banned notes came back into the banking system. This belies the 

Government claims that the Demonetization would flush out the black money and 

counterfeit currency. Claiming the Demonetization as a wrong decision, as 99 per cent 

currency was back in the system, it points to one of the two things - either the black money 

held in cash was very low, or the government could not implement the demonetization 

efficiently due to which all the black money held in Rs. 500 and Rs. 1000 bank notes 

laundered back to the banking system.  
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Demonetization: Positive Impacts on Indian Economy Claimed 

Economic Survey after careful review of Demonetization which was announced one and a 

half year back, has found that the cash-to-GDP ratio has stabilized. It suggests a return to 

equilibrium: 

● The Economic Survey says that India's GDP is set to grow at 7 to 7.5 percent in 2018-

19. This is better performance from its prediction of 6.75 per ent growth predicted in 

this fiscal year. 

● The Economic Survey has cited exports and imports data to claim that the 

demonetisation effect was now over. It claims that re-acceleration of export growth to 

13.6 percent in the third quarter of Financial Year 2018 and deceleration of import 

growth to 13.1 percent is in line with global trends. This suggests that the 

demonetization and GST effects are receding. Services export and private remittances 

are also rebounding 

● According to the statistics released in the Survey, the Demonetization had led to Rs 

2.8 lakh crores less cash (Equivalent to 1.8% of GDP) and Rs 3.8 lakh crores less high 

denomination notes (Equivalent to 2.5% of GDP) in the Indian economy. 

● The Economic Survey has also clarified that income tax collections have touched new 

high with demonetization and introduction of GST, “From about 2 percent of GDP 

between 2013-14 and 2015-16, they are likely to rise to 2.3 percent of GDP in 2017-

18, a historic high.” 

Demonetization: Back ground and key facts 

● On November 8, 2016, the Prime Minister of India, Narendra Modi announced 

the Demonetization of all Rs.500 and Rs. 1,000 denomination banknotes of 

the Mahatma Gandhi Series. 

● The demonetization announcement made the use of Rs.500 and Rs.1000 banknotes 

invalid past midnight of November 8. 

● It was also announced that the new Rs.500 and Rs.2000 banknotes of the Mahatma 

Gandhi new series would be introduced in exchange for the old banknotes. 

● The objective of demonetization as claimed by Government of India was to curtail the 

black money running as shadow economy and to stop the use of counterfeit cash to 

fund illegal activity and terrorism.  

● The sudden nature of the announcement—and the prolonged cash shortages in the 

weeks that followed—created significant disruption throughout the economy, 

threatening economic output.  
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● The demonetization move was heavily criticized as poorly planned and unfair, and 

was met with protests, litigation, and strikes. 

The announcement was sudden and unscheduled. It was a live television address at 

8PM on November 8, 2016.  In the days following the demonetisation, the country 

faced severe cash shortages with severe detrimental effects across the 

economy. People seeking to exchange their bank notes had to stand in lengthy queues, 

and several deaths were linked to the inconveniences caused due to the rush to 

exchange cash. As the cash shortages grew in the weeks following the move, the 

demonetization was heavily criticised by prominent economists and by world media. 

  

Merits-Demonetization Favoured India’s Economic Growth 

● Demonetization policy of the Government has been termed as the greatest financial 

reform that aimed to curb the black money, corruption and counterfeit currency notes. 

● All the people who are not involved in malpractices welcomed the demonetization as 

the right move. 

● Demonetization was done to help India to become corruption-free as it will be difficult 

now to keep the unaccounted cash. 

● Demonetization will help the government to track the black money and the 

unaccounted cash will now flow no more and the amount collected by means of tax 

can be better utilized for the public welfare and development schemes. 

● One of the biggest achievements of demonetization has been seen in the drastic curb 

of terrorist activities as it has stopped the funding the terrorism which used to get a 

boost due to inflow of unaccounted cash and fake currency in large volume.  

● Money laundering will eventually come to halt as the activity can easily be tracked 

and the money can be seized by the authorities. 

● Demonetization aimed to stop the running of parallel economy due to circulation of 

fake currency as the banning of Rs.500 and Rs. 1000 notes will eliminate their 

circulation. 

● The unaccounted cash could be deposited in the Pradhan Mantri Garib Kalyan Yojana 

after paying 50% tax. The money will remain deposited for 4 years with the bank 

without incurring any interest. However, after 4 years the amount will be returned. 

This amount can be utilized for social welfare schemes and making the life of low 

income groups better. 
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● The Public Sector Banks which were reeling under deposit crunch and were running 

short of funds have suddenly swelled with lot of money which can be used for future 

finances and loans after keeping a certain amount of reserve as per RBI guidelines. 

● The people who opened the Jan Dhan accounts will now use their accounts and 

become familiar with banking activitiy. The money deposited in these accounts can be 

used for the developmental activity of the country. 

● The tax collected due to launch of demonetization policy will be put to developmental 

activities in the country. 

● Demonetization has driven the country towards a cashless society. Lakhs of  people 

even in remote rural areas have started resorting to use the cashless transactions. The 

move has promoted banking activities. Now even the small transactions have started 

going through banking channels and the small savings have turned into a huge 

national asset. 

● The high rising price pattern and inflationary trends which the Indian economy was 

facing are taking a down turn making the living possible within low income group 

reach. 

Demerits-Blow to economic growth and inconvenience all around 

The very next day of announcing the demonetization, the BSE Sensex and NIFTY 

50 stock indices fell over 6%. The severe cash shortages brought detrimental impact on the 

economy. People trying to exchange their bank notes had to stand in lengthy queues 

causing many deaths due to inconvenience and rush. 

● The sudden announcement has made adverse impact on business and economy. 

Instead of a growing economy India became standstill and no growth economy. It is 

feared that a fall of 2-3% in the GDP growth will be recorded in the coming year. 

● India is an agriculture based economy. Due to the cash crunch, the farmers especially 

small and marginal who largely depend on cash to buy seeds, fertilizers and to pay for 

sowing, borrowing water for irrigation and for other related agriculture equipments 

remained worst affected and could not complete the crop related activity. 

● Since small branches of the banks were also not supplied with adequate cash within 

time of sowing season of the crop, farmers could not get their crop loans disbursed. 

This added to the woes of the farmers leading to a weak agriculture production in the 

coming year. 
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● Real Estate sector came to a stand still and is still gasping for buyers of the 

constructed and half constructed inventory without buyers. This has resulted in poor 

cash flow leading to a poor demand. 

● Demonetization has made the situation become chaotic. Tempers are running high 

among the masses as there is a delay in the circulation of new currency. 

● Due to the inability to pay cash to poor daily wage workers, the small employers have 

stopped their business activity. 

● The poor planning on the part of the government has also added to the woes of the 

common people with low incomes. The Rs.2000 currency note did  not find many 

takers as it was  difficult to get the balance back when buying daily needs like 

vegetables, milk, bread or paying for petty expenses like bus fare. While Rs.100 

currency notes were not available in sufficient number, Rs.500 note arrived in the 

market very late. 

● Demonetization is the two way sword in regard to incurring the public expenditure. 

On the one hand huge cost is to be incurred on printing the new currency and on the 

other hand managing the lakhs of crores of old currency volume has also become a big 

expenditure incurring item. 

● Many economists are of the view that Rs.2000 currency note will be much easier to 

hide and can be used to store black money in shorter space. 

● Entire opposition has stood against demonetization and has called this decision a 

draconian law. 

Demonetisation: Success points 

India has marched on the path of digital transactions at a much faster pace. 

 Key points describing success of demonetisation are: 

IMPACT OF DEMONETISATION ON THE INDIAN 

ECONOMY 

On Gross Domestic Product (GDP): The Indian economy is a cash-driven economy and 

demonetisation has largely affected its growth. The GDP growth rate of 8.01% in 2015-

2016 fell to 7.11% in 2016-2017 after demonetisation. This was largely due to less 

availability of cash in cash-intensive industries like manufacturing and construction. It has 
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also adversely impacted the primary function of banks to issue loans and has put pressure 

on them as current account holders demand large sums of cash. 

On Daily Wage Workers: A major portion of the Indian workforce is a part of the 

informal economy. They use cash to meet all their expenses and demonetisation has 

resulted in a lot of them losing their jobs due to unavailability of cash. According to 

CMIE‟s Consumer Pyramids Household Surveys (CPHS), approximately 1.5 million jobs 

were lost during the final quarter of the financial year 2016-17. The estimated employment 

during this period was 405 million as compared to 406.5 million during the previous four 

months. 

On Small Scale Industries: Businesses like the textile industry, salons, restaurants, and 

seasonal businesses are low capital enterprises and work on the basis of liquidity 

preference. Demonetisation gravely impacted their revenue collection and threatened their 

existence to an extent. 

On Black Money: Though only a small portion of black money is stored in the form of 

cash and majority is in the form of physical assets like gold, land, and building, 

demonetisation of the Rs. 500 and 1000 notes might take out a lot of black money from 

the economy. 

On the General Economic Situation: Till months after demonetisation the general 

economic situation was disturbed. The public had to queue up outside banks to exchange 

their old currency for new ones. Households lacked liquidity and could not do transactions 

for daily items. Small shopkeepers who only accepted cash went into losses and some 

even shut down. 

On Inflation: The Reserve Bank of India (RBI) considers the Wholesale price index 

(WPI) and the Consumer Price Index (CPI) to measure inflation. Demonetisation is 

expected to reduce inflation as consumers have cut down on spending and aggregate 

demand has considerably fallen. According to government press releases, the official WPI 

for „All Commodities‟ (Base: 2004-05=100) for the month of December, 2016 declined by 

0.2 percent to 182.8 (provisional) from 183.1 (provisional) for the previous month. The 

index started rising during the month of January and rose by 1.0 percent to 184.6 
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(provisional) from 182.8 (provisional) for the previous month. This may be correlated with 

the availability of cash with people which led to increased spending. 

On Terror Funding: Demonetisation was aimed as a clean-up of the economy where 

Fake Indian Currency Notes (FICN) would be checked. It is aimed at rendering all fake 

notes of rupees 500 and 1000 useless and thus drastically affecting illegal funding of terror 

groups in Jammu and Kashmir, states in the North-East, and Naxalism-influenced states. 

On Political Parties: Many Political Parties use large amounts of undeclared cash to 

campaign for elections and meet other requirements. Due to Demonetisation such acts 

might get restricted to an extent and parties will have to formulate new strategies. 

Towards a Digital Economy: Absence of liquid cash has led to people making 

transactions using cheques or account transfers. They have also switched to virtual wallets 

like Paytm which allows electronic transfer of money. All this might result in a digital 

economy where transactions are being recorded and the economy has more white money. 

This might increase the government‟s tax revenue. 

CONCLUSION 

The demonetisation of currency notes was supposed to be an attack on black money, on 

counterfeit notes, and projected as part of a broader push to promote digitization and non-

cash payments. Further property documents will be digitalised as well these digitalised 

documents will be used to identify individuals who have been registering assets on other 

peoples‟ name. These seized assets will ultimately   help poor people who don‟t have their 

own houses, thus this measure helps in moving country towards great future. One thing is 

very disturbing out of demonetisation is that the golden goose of mass-employment 

generation seems to have become collateral damage in the government‟s zeal to purge 

black money. A year later, progress on all these counts appears to be very modest, and 

should make us question whether this exercise was needed at all to fulfil its stated aims. 

For finding conclusive answer we need perhaps more time to verify its long term benefits 

to be experienced by the people.  
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