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Abstract 

Demonetization refers to Withdrawal of a particular form of currency from 

circulation. Demonetization is necessary whenever there is a change of national 

currency. The old unit of currency must be removed and substituted with a new 

currency unit. The currency was demonetized first time in 1946 and second time 

in 1978. On Nov. 2016 the currency is demonetized third time by the present 

Indian government. This is the bold step taken by the govt. for the betterment of 

the economy and country. India has amongst the highest level of currencies in 

circulation at 12.1% of GDP. Of this cash, 87% is in the form of Rs 500 and Rs 

1,000 notes or roughly Rs 14 lakh crore ($190 billion).Scrapping the higher 

denomination money would either result in these being brought into the system 

or the money just disappearing. The present paper highlights the probable 

consequences of this decision on various economic variables and entities. 
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Introduction 

Demonetization for us means that Reserve Bank of India has withdrawn the old 

Rs 500 and Rs 1000 notes as an official mode of payment. Demonetization is 

the act of stripping a currency unit of its status as legal tender. On 28 October 

2016, the total currency in circulation in India was Rs. 17.77 lakh crore 

(US$260 billion). In terms of value, the annual report of Reserve Bank of India 

of 31 March 2016 stated that total bank notes in circulation valued to Rs.16.42 

lakh crore (US$240 billion) of which nearly 86% (i.e. Rs. 14.18 lakh crore 
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(US$210 billion)) was 500 and 1000 rupee notes. In terms of volume, the report 

stated that 24% (i.e. 2,203 crore) of the total 9,026.6 crore banknotes were in 

circulation. 

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. This measure 

has been taken by the PM in an attempt to address the resolve against 

corruption, black money and counterfeit notes. This move is expected to cleanse 

the formal economic system and discard black money from the same. The 

probable reasons of it are as under: 

 

1. Black Money: 

           Black money stored in the form of ₹500 and ₹1000 notes will be taken out of 

our system. As predicted by ICICI Securities Primary Dealership the 

government's plan to scrap ₹500 and ₹1,000 notes will uncover up to ₹4.6 

lakh crore in black money. 

2. Terror Funding:  

Fake Indian Currency Notes (FICN) network will be dismantled by the 

demonetisation measures. Taking out 500 and 1000 rupee notes out of 
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circulation will have a lasting impact on the syndicates producing FICN's, thus 

affecting the funding of terror networks in Jammu and Kashmir, North-eastern 

states and Naxalite hit states. 

3. Moving towards digital payments: 

Demonetization will likely be result in people adopting virtual wallets such as 

Paytm, Ola Money etc. This behavioural change could be a game changer for 

India. Govt. is also introducing schemes of discounts for digital transactions. 

E.g.: Fuel stations/Railway tickets/Life Insurance etc. 

4. Tax:  

Having closed the voluntary disclosure window for undisclosed money, it has 

been reported that government will keep a close watch on deposits over Rs 2 

lakh in cash. This would mean increased tax net, higher tax collection and a 

better tax to GDP ratio. Philips Capital in a report says that the extent of parallel 

economy, which was 23.2% of GDP, is now around 25-30% of GDP. As the 

money gets accounted and more taxes are collected, government might be 

tempted to reduce tax rates going forward. 

5. Interest rates:  

One of the biggest impacts of demonetisation would be high value transactions, 

especially land and gold. This would result in lower inflation, tempting the 

central bank to reduce interest rates. But the bigger impact on interest rates will 

be the liquidity with which banks will be flushed. CLSA’s points out that banks 

would benefit with higher CASA (current account savings account) growth as a 
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part of the $ 190 billion cash pile gets deposited with them. Higher deposit 

growth and continuing weak credit growth would create opportunities for 

lending rate cuts and investment activities to pick-up. 

6. Liquidity: 

Movement of goods and money will be hit in the short. A Bank of America 

Merrill Lynch note says that wholesale channel forms over 40% of the sales for 

the Indian consumer firms. This channel works mainly on cash transactions and 

will likely witness liquidity constraints in the near term. This could disrupt the 

supply chain and impact growth in the December quarter. The report further 

adds that consumer firms typically provide tight credit terms to the distributors 

in the near term. 

7. GST: 

Demonetization comes at an important as the country heads to a new tax regime 

with the implementation of GST. Demonetization would increase the tax net 

and along with GST result in reduction of black money generation. Along with 

GST, demonetization will lead to a higher tax/GDP ratio, says CLSA. 

8. Financial Assets: 

As money lying idle comes in the main economy it would move to higher 

yielding and liquid assets. Money is likely to move to financial assets from 

gold, precious metals, real estate and plain cash. Equities might reflect the panic 

in the economy in the short term, but the move is will be beneficial in the long 

run say most of the broker’s report and expert comments. 
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9. Effect on parallel economy:  

The removal of these 500 and 1000 notes and replacement of the same with new 

500 and 2000 Rupee Notes is expected to - remove black money from the 

economy as they will be blocked since the owners will not be in a position to 

deposit the same in the banks, - Temporarily stall the circulation of large 

volume of counterfeit currency and - curb the funding for anti-social elements 

like smuggling, terrorism, espionage, etc. 

10. Effect on Various Economic Entities: 

With cash transaction lowering in the short run, until the new notes are spread 

widely into circulation, certain sections of the society could face short term 

disruptions in facilitation of their transactions. These sections are: Agriculture 

and related sector  

 Small traders    SME   Services Sector    Households   Political Parties  

 Professionals like doctor, carpenter, utility service providers, etc. 

 Retail outlets   Economics 

 Economic consequences of demonetization of 500 and 1000 Rupee Note. The 

nature, frequency and amounts of the commercial transactions involved with 

these sections of the economy necessitate cash transactions on more frequent 

basis. Thus, these segments are expected to have the most significant impact 

post this demonetization process and the introduction of new notes in 

circulation. 

Suraj Punj Journal For Multidisciplinary Research

Volume 9, Issue 1, 2019

ISSN NO: 2394-2886

Page No: 36



11. Effect on GDP: 

The GDP formation could be impacted by this measure, with reduction in the 

consumption demand. However with the recent rise in festival demand is 

expected to offset this fall in overall impact. Moreover, this expected impact on 

GDP may not be significant as some of this demand will only be deferred and 

re-enter the stream once the cash situation becomes normal. 

 

CONCLUSION 

 If the money disappears, as some hoarders would not like to be seen with their 

cash pile, the economy will not benefit. On the other hand if the money finds its 

way in the economy it could have a meaningful impact. However experiences 

from different countries shows that the move was one of the series that failed to 

fix a debt-burdened and inflation-ridden economy. 
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