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Abstract 

The Government of India had cancelled the legal tender character of high denominations bank notes of 

Rs 500 and Rs 1000 denominations with effect from the expiry of the 8th November, 2016. New Series 

bank notes of Rs.500/- and Rs.2, 000/- denominations were introduced for circulation from November 

10, 2016. No other country in recent times has removed more than 86 % of its currency (Rs14,180 

billion out of Rs16,415 billion) constituting more than 12 % of GDP. It is not easy to predict precisely 

the impact of such an unprecedented event with far reaching implications.  

 

 Persons with large stashes of unaccounted cash are going to take a hit. Second, the costs of 

demonetization are the short run adjustment costs caused by a liquidity crunch during the transition 

period in which old notes are swapped for new notes. Withdrawal of currency is essentially a liquidity 

shock, a sudden reduction in currency availability. The intensity of impact clearly depends upon the 

period of liquidly shock. The process of demonetization consequent to monetization would involve 

some short-term pain as households and small businesses struggle to cope with the liquidity squeeze. 

Some sectors will face deeper challenges, but these should be viewed as teething troubles. 

 

Moreover, real estate, which has been a safe haven for black money, will experience a squeeze. 

Although property values do not enter the consumption basket, its benign impact will come through 

decline in rental values and transmission of that into the general price level. Government finances will 

improve as tax is levied and collected on the disclosed wealth which is reckoned as unaccounted. This 

paper attempts to look at present demonetization impact on overall the banking system of India 

particularly on NPA  and  also  on the past episodes of demonetization in India and experiences of 

some other countries in this regard. 

Key Words: Demonetization, NPA, GDP, IMF RBI; 

 

 



IJEBR / August, 2017/ Volume -IV /Issue – 2/ Research Article –5 / 79-129                                  ISSN:2395-2237  

International Journal of Economics Review & Business Research 

www.ijebr.com 80 

 

 

Introduction 

 

The Government of India has cancelled the legal tender character of high denominations bank 

notes of Rs 500 and Rs 1000 denominations with effect from the expiry of the 8th November, 

2016. New Series bank notes of Rs.500/- and Rs.2, 000/- denominations were introduced for 

circulation from November 10, 2016. These new series bank notes are distinctly different from 

the old ones in terms of look, design, size and color. The surprise announcement is justified by 

the fact that any forewarning or advance intimation would have rendered ineffective the very 

intent of the measure, giving hoarders of unaccounted cash enough time to launder the money. 

With no precedent for such a policy intervention, it is not easy to pronounce outcome.  

 

The public will have 50 days between November 10, 2016 and December 30, 2016 to deposit 

old notes of Rs.500 and Rs1,000 after showing a proof of identity. Those unable to deposit 

Rs500 and Rs1,000 notes by December 30 for some reason, can change them until March 31, 

2017 by furnishing ID proof. A pertinent point is neither the Government nor the RBI have 

actually used the term ‗demonetization‘. The press release issued by the Government talks 

only about ‗cancelling the legal tender character‘ of the high denomination notes. It needs to 

be noted that on 8
th

 November notification of the Department of Economic Affairs to 

cancel the legal tender character of the Specified Bank Notes (SBN) of Rs.500 and 

Rs.1000 denominations issued by Reserve Bank of India (RBI) does not tantamount to 

demonetization as the notification does not end the liability of the RBI. The central bank 

must still accept these notes. The liability of the RBI will only end if the government brings in 

legislation to demonetize these notes.  

 

Transactions in high denomination notes make it easier to evade taxes and detection by law 

enforcement agencies. High denomination notes do not foster greater economic activity but 

help in the accumulation of unaccounted wealth. Persons with large stashes of unaccounted 

cash are going to take a hit in the short run, and it will take a period of months if not years for 

an equivalent stock of black money in the newly printed currency notes to be built up. Second, 

the costs of demonetization are the short run adjustment costs caused by a liquidity crunch 

during the transition period in which old notes are swapped for new notes.  
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History of  Demonetization 

Demonetization International Experience:- 

 

There have been several episodes of demonetization across the world in the past. This has 

taken place in: (a) countries that have experienced hyperinflation where inflation rates are 

measured per week or per month rather than per annum—such as Germany in 1923 or 

Argentina thrice in the 20th century; (b) countries on the verge of economic collapse, such as 

Zimbabwe in 2015; and (c) countries in deep economic or political crises, such as Ghana in 

1982, Nigeria in 1984, Myanmar in 1987, Zaire in 1993 and the USSR in 1991. In most, 

outcomes were not satisfactory. In contrast, the situation in India is completely different from 

what it was in these countries at the time of demonetization. The economy is characterized by 

rapid growth and price stability. 

 

In January 1960 the French franc was revalued, with 100 existing francs making one nouveau 

franc due to devaluation in the 1940s and 1950s. It was a painless form of demonetization 

implemented by France, when one new ‗heavy‘ franc was exchanged for 1,000 old francs and 

prices, wages, exchange rates, etc, were all correspondingly adjusted. Such a measure is 

completely neutral in its real effect, though it may make a psychological impact in an 

inflationary situation. 

 

The Deutsche Mark was officially introduced on June 20, 1948. The reform replaced the old 

money with the new Deutsche Mark at the rate of one new per ten old. This wiped out 90% of 

government and private debt, as well as private savings. Prices were decontrolled. Since the 

1930s, prices and wages had been controlled in Germany, but money had been plentiful. That 

meant that people had accumulated large paper assets, and that official prices and wages did 

not reflect reality, as the black market dominated the economy and more than half of all 

transactions were taking place unofficially. 

 

Demonetization had been tried in several countries with hyper inflation problem: Russia in 

1991, Zaire in the early 1990s, and Brazil in 1994. Brazil changed its currency — from peso 

to real — in 1994; its inflation rate in 1993 was 1,830 per cent. Demonetization in Myanmar 

(formerly Burma) was first resorted to in 1964, and the later on in 1985. The aim was to curb 

illegal transactions outside the realm of the formal economy. Cash holdings above a certain 
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limit could be exchanged for legal tender for a fixed time period, but beyond that, tax and 

investigative measures were imposed to weed out black-marketers. So, such entities used 

proxies to exchange the money on their behalf and this led to a further round of 

demonetization by Myanmar in 1987. 

India’s Past Experience with Demonetization:- 

 

Demonetization of currency is not unheard of in India, albeit a rare occurrence. This is the 

third such instance, after 1946 and 1978, when large value currency notes were taken out of 

circulation. In 1978 episode the 10,000, 5,000 and 1,000 rupee notes were demonetized. The 

current withdrawal of SBNs (called demonetization in popular parlance) is the third in row.  

 

The first demonetization happened in India in January 1946, when Rs 1,000, Rs 5,000, and Rs 

10,000 notes were taken out of circulation. These higher denomination banknotes were 

reintroduced in 1954, and were again demonetized in January 1978. In 1978, demonetisation 

was brought into effect through an Ordinance, High Denomination Bank Notes 

(Demonetisation) Ordinance on January 16,1978, demonetizing the Rs.1,000, Rs.5,000 and 

Rs.10,000 currency notes with the objective of eliminating ―the possible use of such notes for 

financing illegal transactions‖ (RBI 1977–78: 77). Ordinance was latter passed into law called 

the High Denomination Bank Notes (Demonetization) Act, 1978.   

 

In 1978, demonetisation received limited public attention and had little impact on the daily 

lives of people. 

After the 1978 demonetisation, Rs 100 notes remained the highest denomination in circulation 

for about a decade. The current situation is different, the demonetised Rs.500 and Rs.1,000 

notes constitute over 85% of total notes in circulation by value. In October 1987, the RBI 

issued Rs500 banknotes, apparently with a view to meeting higher transaction needs arising 

from inflation. Later, the Rs1,000 note was reintroduced in November 2000. The other 

difference between 1978 demonetisation and 2016 demonetisation is the definition of what 

constitutes ―high notes‖ chosen to be demonetised. A 1,000 Rupee note of 1978 vintage would 

not be less than Rs 14,000 in 2016 irrespective of the deflator one uses. To put the numbers in 

perspective, the net per capita nominal national income in 1978–79 was Rs, 491.7. In 2015–

16, the corresponding figure is Rs 93,293.  
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Objectives of the Study 

1. To study the impact of Demonetisation on Indian economy 

2. To study the impact of the demonetization of the NPA of Banking Sector. 

 

Research Methodology:  

Exploratory research design was used to perform the study. Analysis of the secondary sources 

of information was reviewed and data were collected from Newspapers, Magazine, Journals 

and internet. Data from various sources was collected and compiled. Percentage is used to 

interpret the information. 

 

Limitation of the Study: 

1- It is too early to analyzed the impact of demonetization. Only a quick estimate is taken.  

2- Secondary source of information is used. Limitation of secondary sources of data is 

applicable to this study. 

 

Analysis & Findings 

 

Overall Impact of Banking Industry 

 After three long years of slowdown, the banking sector had been pinning its hopes on 

recovery of sorts. With balance sheet repair underway, post the RBI‘s asset quality reviews, 

banks were just about prepping the pitch for the next leg of lending.  

But the joker in the pack---demonetization—has once again roiled the picture. In the second 

half of this fiscal, gains from a sharp fall in cost of funds and strong treasury income, will be 

offset by the marked slowdown in credit growth, steep lending rate cuts, risk of higher 

delinquencies and surge in costs. We can understand that it would have a pretty bad impact on 

SMEs small traders, real state , transport sectors, consumer durable goods industry, not only 

these sector but it would major affect the rural areas business as over there, majority of 

transactions are made in cash. 

But short term disruption aside, structural recovery in the sector is now under a cloud. While it 

is still early days to gauge the full impact of demonetization, new loan growth---key to the 
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revival of the sector—will take a knock, pushing recovery down several quarters. We remain 

cautious and recommend investors to be selective while stock-picking.  

Here are four trends and their likely impact on banks‘ performance in the 2018 fiscal.  

Surge in deposits  

Demonetization has indisputably aided banks on one front—high accretion of deposits. The 

withdrawal of legal tender character of old Rs 500/1000 notes from November 9, and 

subsequent caps on drawing out money from banks and ATMs, have left banks flush with 

deposits over the past two months.  

Sample this. Between October 28, 2016 and December 23 2016, banks‘ deposits have shot up 

from around Rs 107 lakh crore to 112.6 lakh crore---an increase of about Rs 5.5 lakh crore in 

two months. This is nearly twice the amount of deposits that flowed into banks between April 

and October 2016.  

But how much of this increased liquidity will stay on in the banking system, once currency 

flow normalizes and various caps on withdrawal are lifted?  

Fall in cost of funds:  

Over the past two months, with bank deposits swelling, deposit rates have fallen by substantial 

50-75 basis points across banks and tenures. While such a steep fall is unlikely again, banks 

retaining a portion of the deposits (in the form of CASA and term deposits), will continue to 

trim deposit rates. This should lead to reduction in banks‘ cost of funds through the next fiscal 

(2018). The uptick in deposits will be commensurate with the market share of banks. PSU 

Banks that command a lion‘s share (over 70 per cent) of the deposits will be the biggest 

gainers of the rise in deposits, leading to lower cost of funds.  

Good appetite for government bonds:  

After the sharp rise in funds post demonetization, banks began lending such surplus to the RBI 

under the reverse repo option. PSU Banks, in particular, aggressively deployed excess funds in 

government bonds too. The fall in bond yields is likely to add 15-20 per cent kicker to banks‘ 

earnings in FY17.  
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As withdrawal caps are lifted, and banks are able to gauge liquidity scenario better, parking 

huge sums under the reverse repo window will likely halt. Banks instead will look to deploy 

these funds for a longer term. Given the slackness in credit growth, particularly in PSU Banks, 

a large portion of excess funds will continue to find its way into the government bond market. 

This should bump up banks‘ treasury income in FY18 and aid earnings to some extent. But 

after the sharp rally in bonds last year, treasury gains will likely moderate in FY18.  

In the month of November, PSU Banks have been net buyers in government securities to the 

tune of about Rs 25,900 crore. Private Banks too bought (net) around 20,000 crore in 

November. In the month of December, the buying spree continued for PSU Banks, who made 

net purchases of a whopping Rs 61,000 crore, even as private banks turned net sellers.  

Slackness in lending  

Banks flush with liquidity, in a falling interest rate scenario, is a perfect recipe for boosting 

lending. But tepid borrowing appetite by highly-leveraged corporate and banks‘ reluctance to 

lend, has failed to spur loan growth, even after a substantial fall in lending rates over the past 

year. Even before demonetization, credit growth had slipped to 8 per cent levels in the 

beginning of November. According to the RBI‘s latest figures (as on December 23), credit 

growth has fallen to a meager 5.1 per cent, down from 10-odd per cent levels last year. The 

growth had already fallen to 5 per cent levels in November, as credit to industry (corporate) 

shrunk by 3 per cent.  

Margin pressure  

The new marginal cost of funds based lending rate (MCLR) structure has forced banks‘ hands 

to pass on the benefit to new borrowers at a faster pace. Effective January most banks have 

slashed their MCLR by a sharp 75-90 basis points. The price war will put pressure on yields 

on advances and hence margins, thus offsetting gains of lower cost of funds.  

Other costs  

The biggest setback in terms of costs for banks due to demonetization has been on account of 

recalibration of ATMs and logistics costs involved in transporting currency, in a short period 

of time. Also, post demonetization, between November 9 and December 30, banks had to 
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waive off ATM charges for all transactions (irrespective of the number) and merchant 

discount rate for debit card transactions etc. These will have short term impact on costs.  

However over the long run, the sector as a whole will benefit from increased use of digital 

modes of transactions, which will improve operational efficiency.  

Asset quality woes yet to bottom out  

Four quarters after the RBI‘s asset quality review (in the December 2015 quarter), the NPA 

problem still loomed as a key risk to banks‘ earnings. Despite the massive clean-up, between 

March and September 2016, gross NPAs went up from 7.8 per cent to 9.1 per cent of total 

advances.  

Mixed bag  

Post demonetisation, there are fresh set of risks to banks‘ asset quality-- supply chain 

disruption for large corporates, possible increase in delinquencies in the SME and LAP 

portfolio (loan against property) due to cash crunch in the short-term and general slowdown in 

the economy. But there are also other factors that are likely to balance out some of these risks.  

For one, the biggest benefit from demonetization has been the accelerated fall in lending rates, 

which should help improve the debt servicing ability of corporates thus easing up asset quality 

pressure.  

Two, large corporate have been deleveraging---paying off debt, by selling off assets. Asset 

sales can accelerate, with steep fall in borrowing costs for the acquiring company.  

Three, the RBI has relaxed NPA recognition norms by 60 days, for payments due between 1 

November and 31 December on loans up to Rs 1 crore. This should keep asset quality steady 

for the SME segment. The RBI has also offered similar dispensation to famers, for prompt 

repayment incentive of 3 per cent on crop loans.  

Currency In Circulation In India:- 

 

Currency in circulation, as per the RBI, Annual Report, 2015-16 data, was Rs 16,415 billion 

of which 1000 and 500 rupee notes constitute 86.4 percent Rs14,180 billion. The break of 
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currency in circulation in terms of denomination is given in the Table:1. It may be noted that 

while the total number of bank notes in circulation rose by 40% between 2011 and 2016, the 

increase in number of notes of Rs.500/- denomination was 76% and for Rs.1,000/- 

denomination was 109% during this period (Press Release, M/o Finance). In its Annual 

Report for 2015-16, RBI has offered some possible reasons behind this spurt in cash – State 

elections, festival demand and a jewellers strike in April this year. What is surprising though 

is that unlike in the past, the currency did not revert to its trend level after the events. Even 

increase in e-transactions does not sufficiently explain this increase in demand for currency, 

suggesting that some other dynamic was at play. 

Table: 1 Bank Notes in Circulation as on end March 

Denomination 

(Rs) 

Volume (million of pieces) Value (Rs Billion) 

March,2014 March,2015 March,2016 March,2014 March,2015 March,2016 

2 and 5 11698          

(-15.1) 

11672                

(-13.9) 

11626                   

(-12.9) 

46                   

(0.4) 

46                  

(0.3) 

465                    

(0.3) 

10 26648                 

(-34.5) 

30304                  

(-36.3)  

32015                  

(-35.5) 

266                   

(2.1) 

303              

(2.1) 

320                     

(1.9) 

20 4285                

(-5.5) 

4350                

(-5.2) 

4924                     

(-5.4) 

86                    

(0.7) 

87                    

(0.6) 

98                 

(0.6) 

50 3448                     

(-4.5) 

3487            

(-4.2) 

3890                    

(-4.3) 

172                 

(1.3) 

174                

(1.2) 

194                     

(1.2) 

100 14765                      

(-19.1) 

15028                    

(-18) 

15778                     

(-17.5) 

1,476    

(11.5) 

1,503    

(10.5) 

1,578              

(9.6) 

500 11405                  

(-14.7) 

13128                   

(-15.7) 

15,707  

(17.4) 

5,702    

(44.4) 

6,564   

(46.0) 

7,854                

(47.8) 

1000 5081                 

(-6.6) 

5,612      

(6.7) 

6326                 

(-7) 

5,081    

(39.6) 

5,612   

(39.3) 

6,326              

(38.6) 

Total 77,330 83,579 90,266 12,829 14,289 16,415 

                 Note: Figures in parenthesis represent the percentage share in total       Source: Annual Report of RBI, 2015-16 



IJEBR / August, 2017/ Volume -IV /Issue – 2/ Research Article –5 / 79-129                                  ISSN:2395-2237  

International Journal of Economics Review & Business Research 

www.ijebr.com 88 

 

 

Cost Of Demonetization To The Economy:- 

 

 Former Finance Minister Shri P Chidambaram (Across the aisle: Monumental 

mismanagement, Indian Express, December 4, 2016) is of the view that the costs could be 

significant. His estimate is based on the assumption that GDP will drop by 1 per cent. 

According to the Budget papers, the size of the GDP at the end of 2016-17 will be about Rs 

150 lakh crore. One per cent of that will be Rs 1.5 lakh crore. The Centre for Monitoring 

Indian Economy has calculated the cost of demonetization for the 50-day period from 

November 8 to December 30 as Rs 1,28,000 crore:- 

a) Households (queuing, transaction cost): Rs 15,000 crore 

b) Government & RBI (printing): Rs 16,800 crore 

c) Business (loss of business, sales): Rs 61,500 crore 

d) Banks (staff cost): Rs 35,100 crore 

 

Challenges Of Going Cashless:- 

Banking infrastructure is rather sparse in the rural areas. In 2015, while there were about 8 

branches per 100,000 population in rural areas, the number was close to 19 per 100,000 

populations for urban areas. In India, just 53% of adults have bank accounts, but two-fifths of 

these accounts are dormant. And only 15% of existing bank accounts are used to make or 

receive payments. Bank penetration would have been far less but for the 250 million accounts 

that were opened under the PMJDY during 2014-16, of which 60 million accounts have zero 

balances even now. It is clear that almost half our population has no access to the banking 

system, and an even larger proportion does not use it. The government has not allowed 

cooperative banks across the country to accept deposits or exchange old currency notes after 

the first few days to prevent them from being misused by unscrupulous elements, depriving 

large chunk of rural population of any source of cash.  

 

The ATMs have to be re-calibrated to stack and dispense the new 2000- and 500-rupee notes. 

Re-calibrating 2, 15,000 ATMs will need a month, perhaps more. Two-thirds of the 

commercial bank branches are located in metro, urban and semi-urban areas. Only about a 

third (47,443) are in rural areas and the distance to the nearest branch could be several 

kilometres. The number of ATMs in the country is placed at 2, 11,594 out of which 90 per 
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cent of all ATMs are located in 16 states and only 10 per cent of all ATMs (21,810) are 

located in 13 states and 7 Union Territories. The seven states in the Northeast have only 5,199 

ATMs, of which 3,645 are in Assam. The country had 24.5 million credit cards and 661.8 

million debit cards in operation as on end March 2016. It has been reported that given the 

capacity constraints at the two printing presses which can print the high-value notes (assuming 

three shift operations), it will take until May 2017 to replace all notes (Ahluwalia). It may not 

be necessary to replace all notes because (a) there will be some switching to digital payments, 

which is desirable, and (b) some of the cash hoards will be cancelled in any case on 30th 

December. Even so, the cash-availability situation is unlikely to ease very quickly. The 50-day 

horizon mentioned by the Prime Minister probably assumes that a substantial volume of 

outstanding notes will actually be cancelled on 30 December. If on the other hand, they are 

extensively laundered, the cash shortage and the disruption it causes in the informal sector 

may be prolonged. 

Estimates Of Black Money In India:- 

 

There is no uniform definition of black money in the literature or economic theory. Black 

money is a term used in common parlance to refer to money that is not fully legitimate in the 

hands of the owner. Black economy is the market based production of goods and services – 

legal or illegal that escapes capture in the official GDP statistics. The tax that the government 

forfeits on this activity circulates as black money. This could be for two possible reasons. The 

first is that the money may have been generated through illegitimate activities not permissible 

under the law, like crime, drug trade, terrorism, and corruption, all of which are punishable 

under the legal framework of the state. The second and perhaps more likely reason is that the 

wealth may have been generated and accumulated by failing to pay the dues to the public 

exchequer in one form or other.  

 

The study, however, gave a broader definition of ‗black‘ income and called it ‗unaccounted 

income‘ for purposes of clarity. As there was lack of sufficient data, the NIPFP study followed 

‗the minimum estimate approach‘. That is to say, not being able to ascertain the most probable 

degree of under-declaration or leakage, it used a degree of under-declaration which could 

safely be regarded as the minimum in the relevant sector.  

NIPFP report estimated the ‗black‘ economy (not counting smuggling and illegal activities). It 

may be useful to see how India compares with other countries in the world on estimates of 
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black money or black or shadow economy. The World Bank Development Research Group on 

Poverty and Inequality and Europe and Central Asia Region Human Development Economics 

Unit in July 2010 estimated ‗Shadow Economies‘ of 162 countries from 1999 to 2007 (Policy 

Research Working Paper 5356). It reported that the weighted average size of the shadow 

economy (as a percentage of ‗official‘ GDP) of these 162 countries in 2007 was 31 per cent as 

compared to 34 per cent in 1999. For India, these figures were 20.7 per cent and 23.2 per cent 

respectively, comparing favorably with the world average. Shadow economy for the purposes 

of the study was defined to include all market-based legal production of goods and services 

that are deliberately concealed from public authorities for any of the following reasons:- 

 

a) To avoid payment of income, value added or other taxes; 

b) To avoid payment of social security contributions, 

c) To avoid having to meet certain legal labour market standards, such as minimum 

wages, maximum working hours, and safety standards; and; 

d) To avoid complying with certain administrative procedures, such as completing 

statistical questionnaires or other administrative forms. 

 

Estimates of India’s Black Money Stashed Abroad:- 

 

It is however useful to mention here one estimate of the amount of Indian deposits in Swiss 

banks (located in Switzerland) which has been made by the Swiss National Bank.  

Its spokesperson stated that at the end of 2010, the total liabilities of Swiss Banks towards 

Indians were 1.945 billion Swiss Francs (about Rs 9,295 crore) 

 

An IMF study as reported by Rishi and Boyce (1990) estimated the flight of capital from India 

during the period 1971-86 at US$20-30 billion, or US$1-2 billion every year. This estimate 

was later revised in 2001 to US$ 88 billion over the 1971-97 period, a sum that is roughly 

equivalent to 20 per cent of net real debt disbursements to the economy from 1971 to 1997. In 

other words, for every dollar of external debt accumulated by India from 1971 to 1997, private 

Indian residents accumulated 20 cents of external assets. The underlying rationale of the 

method is that the sources of funds exceeding recorded use of funds reflect unrecorded 

outflows. This unrecorded outflow may involve capital earned through legitimate means such 

as the profits of a legitimate business or it may involve capital earned through illegitimate 



IJEBR / August, 2017/ Volume -IV /Issue – 2/ Research Article –5 / 79-129                                  ISSN:2395-2237  

International Journal of Economics Review & Business Research 

www.ijebr.com 91 

 

business. The total value of old Rs.500 and Rs.1000 notes in the circulation is to the tune of 

Rs.14.2 trillion, which is about 85% of the total value of currency in circulation. This means 

that the total cash has to now pass though the formal banking channels to get legitimacy. The 

World Bank in July, 2010 estimated the size of the shadow economy for India at 20.7% of the 

Gross Domestic Product (GDP) in 1999 and rising to 23.2% in 2007. According to former 

Governor, RBI (Subbarao) this would have grown to about a quarter of the GDP in the eight 

years since, a ball park estimate of the black economy on a GDP of USD 2 trillion would be 

USD 500 billion. If this were taxed at 16 percent, which is the average tax incidence in the 

white economy, the tax loss to the government works out to USD 80 billion (about Rs. 5 

trillion). Much of the black money is held in land, property, stocks, gold or foreign currency. 

The impact of delegalization will depend, among other things, on the proportion of the black 

money that is held in cash. 

 

Impact of Demonetization on Unaccounted Wealth held in Cash:- 

Unaccounted money cannot be easily separated from white money. It depends on whether or 

not a particular transaction generated any tax-evaded income. Some portion of such black 

money flows from criminal activities. Thus, a person may purchase something from tax-

reported income, i.e. from white money. But if the shopkeeper doesn‘t report the transaction, 

the money now becomes black money. If he then spends it on something with tax-compliant 

billing, the money is transformed back into white money. Alternatively, he could under-report 

your transaction by, say, 50%. In which case half of the transaction is white money and the 

other half is black. Thus, the same Rs 1,000 note is white at some stage of its circulation and 

black at another, or a part of it is white and the other part black! It is therefore extremely 

difficult to estimate how much of the money in circulation is white or black or, for that matter, 

how much of India‘s national income is white and how much is black. Black Money is not 

synonymous with cash.  

Contrary to the common perception, a lot of unaccounted money works through front 

companies which have bank accounts. It‘s not correct to equate corruption and tax evasion 

with physical cash. The impact of this move upon the black economy could be smaller than 

we think. Only a small proportion of hidden wealth at any point of time is likely to be held in 

the form of currency notes.  Currency is the medium for continuously financing illegal 

transactions and converting illegal income into various assets such as real estate or gold, 

whose declared value is lower than the actual price, the difference being paid for in 
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undisclosed currency notes (EPW, 1967). Moreover, ‗white‘ money is being constantly 

converted into ‗black‘, and vice versa. Much of conspicuous consumption is paid for in 

unaccounted money which, however, in the hand of the recipients becomes perfectly legal 

income. ‗Benami‘ deals in real estate and commodity markets make it difficult to trace the 

transactions to the ultimate buyer or seller. Even if the existing stock of illegal currency is 

wiped out by demonetization, it will be soon replaced as long as such points of contact exist 

between legitimate and illegitimate deals (EPW.1967). Ultimately the problem of undisclosed 

incomes and wealth has to be tackled at the source. The major requirement is for the 

Government to reduce the opportunity and incentives for such transactions by generally 

reducing the gap between the market valuation of goods and the officially-fixed prices 

(EPW,1967).  

 

Impact on Major Sectors:- 

Sudden tightening of liquidity is likely to impact demand across many sectors in the near 

term. With 86% of the currency in circulation becoming unusable for commercial 

transactions, sectors with a higher incidence of cash transactions will suffer the most, 

including real estate, luxury items, jewelry, retailing, logistics, consumer durables, small & 

medium enterprises (SME) /rural lending, etc. Thus, the widely anticipated demand upturn in 

the second half of FY2016-17 on the back of good monsoon, pay bonanza for government 

employees and festive-season buying may see some disruption. The services segment is 

probably the one that is impacted with greater intensity as the decline in business levels is 

irreversible. Restaurants, transport operators and trade in particulars are witnessing lower 

levels of activity. Unlike consumer goods, where there can be a deferment of demand to 

normal times, a service not consumed today will not be carried forward.  

Table: 2  Sectoral Impact of Demonetization 

Sector Overall Impact: macro level Impact: micro level 

Agriculture 

 

  

Neutral Agriculture employs close to 50 % 

of the population. Total Acreage 

sown during current season at 519 

lakh hectare is higher by 6% than 

rabi season in 2015-16, but is lower 

than the average of the past five 

years. We should not  compare the 

are However, acreage sown for rice 

and coarse cereals this season is 

lower compared to Rabi season 

The timing of demonitisation, at the start of rabi 

season (October   to March) may impact farmers. 

The paucity of cash may affect sowing  and  may  

lead  to  late sowing as they may not be in a 

position to purchase seeds and inputs for the next 

crop cycle. Following the withdrawal of high 

currency notes RBI has debarred  rural cooperative 

banks  from accepting demonetized  notes.  This 

has adversely  impacted small and marginal 

farmers, who depend on Primary Agricultural 



IJEBR / August, 2017/ Volume -IV /Issue – 2/ Research Article –5 / 79-129                                  ISSN:2395-2237  

International Journal of Economics Review & Business Research 

www.ijebr.com 93 

 

2015-16 Credit Societies for institutional Finance. Also 

agro based industries like jiggery have been hit 

hard as their transactions are mainly cash based. 

Exports Neutral Export  performance apart from 

domestic supply factors is 

determined by exchange rate and the 

state of world demand. Despite  note   

withdrawal exports grew by 2.3 % in 

Dollar terms  in November,2016 

Exports MSME account for close to 50 per cent of 

India‘s total exports. Exports from large Organized  

sectors like refinery products, pharmaceuticals, 

Fertilizers and capital goods are unlikely to be hurt 

as they Havev well  established supply chains and 

do not rely on cash Transactions for procurement 

And  wage disbursements. These mainly pertain to 

readymade garments, gems & jwellery, leather 

goods, sports goods, surgical instruments, 

handicrafts, brassware etc. 

Travel & 

Tourism 

Neutral Over the short and medium terms,  

the demonetization drive will have 

varied effects on the many sections 

of the tourism/hospitality industry 

in the country. The busy tourist 

season in India extends from 

October to March, which to a  large  

extent  defines  the success for the 

industry in any given year. The lack 

of available Currency  will force 

hospitality customers to either some 

postpone/cancel  their travel and 

accommodation or to use 

hospitality products that easily 

allow  the  use  of  the  other modes 

of payments. Foreign Tourist 

Arrivals (FTAs) during November, 

2016 at 8.91 lakh were higher by 

9.3 per cent Compared  with  the 

month of  November, 2015. 

Foreign Exchange  earnings (FEEs) 

in US$ terms during the month of 

November, 2016 were US$ 2.14 

billion and higher by 12 % as 

compared to FEEs of US$ of 

November, 2015. 

 

The  demonetization  drive Will Benefit  the 

organized tourist/ hospitality sector in India the 

most. However, given the larger base  of  hotel  

rooms  in  the country is in the unorganized sector, 

the room Occupancy in  the  hotel  industry  may 

witness  some  stress  in  the short term. With the 

inability of customers / tourists to easily spend on 

leisure activities due to  lack  of  available  

currency, The  unorganized  industry Will Be 

adversely impacted. The impact of demonetization 

Will also be felt by the suppliers of consumable 

goods, who often work on cash transactions with 

their wholesale counterparts. 

Real 

Estate 

Negative Negatives Project  execution 

delays: Black component in real 

estate Transaction would reduce 

Impacting  working capital 

availability with the builders 

Lowering of demand: Micro 

markets with high investment 

demand to suffer the most in the 

medium term Pric correction: 

Long term positive for organized players and 

builders/developers of repute 
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Reduction in land cost and 

lowering of demand  to  put  

pressure  on prices. 

Positives Shift  towards 

organized players: Curb on cash 

Transactions  will impact 

unorganized players, creating a 

shift towards the organized segment 

Efficient price discovery: 

Transparency in the system will  

lead  to  efficient  price  discovery 

for genuine buyers 

NBFCs Negative Negatives Pressure  on  LAP  

portfolio: May slow down due to 

rising Risks Rural lending   

slowdown: Lending to rural markets 

would be impacted as collection is 

mostly in cash 

Asset quality dip: 

a) Cash based EMI 

collection to be impacted 

leading to higher NPLs; 

b) b) Loan to value ratio 

(LTV) on loans against 

property (LAP) to rise 

making these assets 

riskier  

c) c)  Small business 

owners (SMEs/MSME) 

will find difficult to 

make payments on time 

Positives Demand pick up in 

certificate Of deposit 

(CD)financing: Cashless 

transaction will spur Demand 

for CD financing options 

 

Pressure  expected  in  second half of fiscal year 

2016-17 on the LAP, SME and rural portfolios of 

some NBFCs but over 12-15 months this trend is 

expected to even out. 

Housing 

Finance 

Negative 

 

Negatives Loan growth to slow 

down: 

Anticipated project delays and 

overall price correction to impact 

loan book growth in the medium 

term. However, in the long term it is 

a positive for the HFCs due to rising 

eligibility limits and no cash 

component in transactions;  

Positive Current Portfolio: May 

not be impacted as most lending is 

to genuine home buyers 

May be negative for the loan book  growth  in  

the  medium term. 



IJEBR / August, 2017/ Volume -IV /Issue – 2/ Research Article –5 / 79-129                                  ISSN:2395-2237  

International Journal of Economics Review & Business Research 

www.ijebr.com 95 

 

Cement  

 

 

Negative 

 

Negatives Indirect impact on 

demand:- 60-65% of consumption 

is by the real estate sector, therefore 

demand may be impacted due to 

expected slowdown in the real estate 

sector 

Pricing pressure – Cement 

Companies may cut down Prices to 

tackle low demand 

Neutral impact on Ultratech as we expect 

demand contraction from housing to be 

compensated by  the  rise  in  infrastructure 

Demand. Also, despite pricing pressure co. is 

expected to report better profitability supported by 

Improving efficiency. 

Building 

materials 

Negative Negatives Demand slowdown: 

Demand for building materials such 

as tiles, sanitary ware, plywood, 

laminates, etc. would see an indirect 

impact due to lower demand from 

the real estate Segment. 

Pressure on receivables: 

Companies focused on tier-2 and 3 

cities/towns, where a large part of 

the transaction is on cash basis, may 

face cash crunch in the short-term 

Positives Move towardsorganized 

segment:  Sector to benefit From 

the shift towards organized players 

Long term positive for building Products players 

due   to increasing shift in trade towards organized 

players; 

Retail Short term 

Negative 

Negatives Consumer Durables- 

Most Consumption is B2C and 

ticket size is small prompting cash 

transactions (70-75% of current 

sales), temporary dip in volumes 

expected 

Positives Discretionary items– 

Demand for  high-value luxury 

items may not be impacted as PAN 

disclosure is mandatory for Rs2 lakh 

plus transactions, even Currently. 

Non-discretionary 

goods– Demand is sticky, therefore 

no long-lasting impact anticipated 

on these products Move towards 

organized segment  in  jewelry  –  

Curb on cash transactions will be a 

huge positive for the organized 

Players. 

Long-term  positives  for  the Consumer 

Durable:Due to  increasing shiftTowards organized 

segment. 

Gems & 

Jewellery 

Short term 

Negative 

Gems,Gold and  jewelry- Demand 

for gold and jewelry Is expected 

drop  as  traditionally to large 

unaccounted cash transactions are a 

common occurrence in this segment 

Neutral for thelarge organized brands  (Tanisq,  

for  example) 

etc as plus Rs.2 lakh transactions already have a 

mandatory PAN Disclosure requirement. 

                                                                                           Source:Primary 
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  Demonetization impact: Bank NPAs mount to Rs 614,872 crore, set to rise further 

Bad loan crisis of state-owned banks surged 56.4 per cent in the 12-month period ending 

December 2016. It is set to rise further in the next two quarters with the small and medium 

sectors struggling to repay the loans after the NDA government‘s demonetization move in 

November 8. It was reported by The Indian Express that the gross non-performing assets 

(NPA) surged to Rs 614,872cr. 

Despite the Reserve Bank of India (RBI) announcing numerous restructuring schemes, the bad 

loans have risen up from Rs 261,843cr by 135 per cent in last two years. They now constitute 

11 per cent of of the gross advances of Public Sector Unit (PSU) banks. In all, the total NPAs 

including both the public and private sector banks were Rs 697,409cr in December 2016. 

These figures were compiled by Care Ratings. 

Five banks have reported gross NPA ratios of over 15 per cent. Indian Overseas Bank‘s (IOB) 

gross NPA ratio reads 22.42 per cent, which means Rs 22.42 out of Rs 100 lent by the bank 

will be classified as bad loan. Similarly, UCO bank posted NPA ratio of 17.18 per cent, United 

Bank of India (UBI) read 15.98 per cent, IDBI bank read 15.16 per cent and Bank of 

Maharashtra read 15.08 per cent. 

According to former chairman of a nationalized bank, ―The government needs to chalk out a 

plan for such banks. Obviously, schemes to tackle stressed assets haven‘t worked well. Many 

banks will miss the RBI deadline to clean up balance sheets by March 2017, with 

demonetization now adding to the pressure.‖ 

Banks made a commendable effort by deploying many staffs to work extra time in the months 

of November and December post-demonetization. 

State Bank of India (SBI) managed to restrict NPAs to Rs 1.08 lakh crore for December 

quarter compared to Rs 1.06 lakh crore for September quarter. However, they posted a 134 per 

cent rise in Q3 net profit. While banks like Punjab National Bank (PNB) and Bank of Baroda 

(BoB) reported a decline in NPA. 

According to Shri Rajnish Kumar, MD ,SBI, ―We are working on the modalities of a scheme 

for SMEs with turnover up to Rs 25 crore. The scheme will be applicable to SMEs which were 

making profits, and are now finding it difficult to service their loan repayment or payment 

schedules.‖ 

According to RBI, the public sector banks may continue to register highest GNPA ratio. RBI‘s 

Financial Stability Report (FSR) said, ―Under baseline scenario, the PSBs‘ GNPA ratio may 

http://www.financialexpress.com/tag/rbi/
http://www.financialexpress.com/tag/punjab-national-bank/
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increase to 12.5 per cent in March 2017 and then to 12.9 per cent in March 2018 from 11.8 per 

cent in September 2016, which could increase further under a severe stress scenario.‖ 

 

Demonetisation impact: Bank deposits with RBI reach a record high of Rs4.3 trillion 

As banks park a record amount with the Reserve Bank of India (RBI) in the aftermath of the 

demonetisation of high-value currency notes, the central bank may have to look at new 

collateral to offer against these deposits. 

Banks had parked Rs4.3 trillion in reverse repo operations under the liquidity adjustment 

facility wherein RBI accepts money from banks by offering government securities as 

collateral. 

RBI said that the Indian banking system had collected deposits worth Rs5.12 trillion as of 18 

November. Attorney general Mukul Rohatgi told the Supreme Court that banks had received 

deposits worth Rs6 trillion after Rs500 and Rs1,000 banknotes ceased to be legal tender. 

Considering the fact that deposits have been consistently rising—the centre expects about 

Rs15 trillion worth of deposits to come in before 30 December—the RBI‘s Rs7 trillion worth 

government securities kitty is likely to come under pressure. 

This is the highest liquidity absorption by RBI ever, according to India Ratings and Research 

Pvt. Ltd, easily beating the earlier record of Rs1.7 trillion in May 2009.  

India Ratings said the best way for the banking regulator would be to issue cash management 

bills against the new deposits that are flowing into the banking system. 

―In Ind-Ra‘s assessment, sterilization through the issuance of cash management bills (CMB) is 

likely to be preferred over other structural measures, namely a hike in the cash reserve ratio 

(CRR) or resorting to the use of the market stabilization scheme (MSS), since the 

sustainability of such high deposits remains uncertain,‖ analysts at India Ratings said in a 

statement on Wednesday. 

CRR is the proportion of deposits that banks have to park with the central bank. RBI issues 

MSS securities to mop up excess liquidity from the banking system. 

―The sterilization will ensure stability in the money market, in sync with the central bank‘s 

key objective of ensuring financial market stability,‖ India Ratings said. 

CMBs, according to India Ratings, stand a better chance of being picked as an option to 

manage the short-term liquidity surge due to the short duration of the underlying security, 

which is less than 91 days, and existing secondary market, among other factors. 
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―The issuance of CMBs will limit the softening of yields, especially on the shorter end of the 

curve,‖ India Ratings said. Traditionally, CMBs are issued to enable the government to tide 

over temporary liquidity mismatches.  

Other options available with RBI could be a hike in the CRR, introducing provisions under the 

MSS, intervention in the foreign exchange market and opening an uncollateralized window of 

liquidity absorption, the rating agency said. 

Demonetisation: Liquidity problem may worsen bank NPAs as SMEs face crisis 

of repayment 

The surprise demonetization resulted in an extraordinary amount of funds available to banks, 

albeit for a short period. However, demonetization will affect the banking sector in terms of 

non-performing assets (NPA), particularly in the context of last week‘s bimonthly Monetary 

Policy Statement. Last year, in the August-November period, a special inspection was 

conducted in the form of an asset quality review (AQR) with the aim of asset reclassification. 

The former RBI governor, shri Raghuram Rajan, was committed to cleaning up the balance 

sheet by the end of FY16; banks were given the last two quarters of FY16 to do asset 

classification, which resulted in an increase in NPAs in FY16 of 79.7%. 

 

In the four quarters since September 2015, banking sector gross non-performing assets 

(GNPA) increased sharply from R3.51 trillion to R6.73 trillion. Many large lenders bore 

record losses, like SBI (R1.6 trillion), PNB (R0.57 trillion), and Bank of India (R0.52 trillion). 

The recent demonetisation will slow the pace of rising NPAs. 

 

However, once the economy returns to normalcy, there may be a rise in NPAs, and a fresh 

cycle would emerge. According to the Financial Stability Report published in June 2016, the 

GNPA ratio rose sharply from 5.1% in September 2015 to 7.6% in March 2016; and, if the 

macro situation deteriorates, it may rise to 9.3% by March 2017. Given the negative impact of 

demonetisation on economic activity, it could manifest in the balance sheets of banks, and a 

similar rise in NPAs can be anticipated. Following demonetisation, there has been a huge 

influx of funds into banks, which have been lending to RBI under the reverse repo option, 

mostly the variable reverse repo option. 

http://www.financialexpress.com/tag/rbi/
http://www.financialexpress.com/tag/raghuram-rajan/
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Currently, the fixed reverse repo rate is 5.75%. It is expected that, due to the excess funds 

available with banks, the reverse repo rate will converge to the repo rate. This can be a huge 

boost for banks, at least in the short run, as they can gain from the interest rate spread of 

around 1.5 to 2%. 

However, Bloomberg data highlights that RBI has around R5.2 trillion outstanding in the 

reverse repo option. The amount deposited in banks has already crossed around R13.11 

trillion. Hence, banks will have to resort to other tools. To tackle the plethora of deposits, there 

are four conventional monetary tools—cash reserve ratio (CRR), reverse repo auctions, open 

market operations (OMO), and market stabilization scheme (MSS). Of these, the CRR is 

preferred the most by RBI, since it does not have to pay any interest on the amount deposited 

Earlier, RBI imposed an incremental CRR of 100% for all deposits they received between 

September 16 and November 11. Under the OMO and the MSS, government securities are 

issued to soak up liquidity. The OMO is more useful if the action is targeted for a long-term 

plan but, given the huge liquidity with banks, it suffers from the supply constraint. Since the 

policy rate was unchanged in the fifth bimonthly monetary policy for FY17 on December 8, 

investment is not expected to pick up due to subdued demand—despite the extraordinary 

amount of funds available with banks. 

The slowing of economic activity, and less liquidity with the public and firms, will hamper the 

Make-in-India initiative, which has a lot of start-ups which are now faced with money crunch. 

Small- and medium-sized enterprises and a high percentage of start-ups (excluding e-

commerce start-ups) have already experienced a slowdown in funding and expansion. 

The liquidity crunch will also delay outstanding investment projects, and might actually lead 

to an increase in NPAs, as small and medium-sized enterprises cannot repay loans. RBI 

accepts that there would be a ―loss of growth momentum‖ in the economy following the 

government‘s surprising recall of high-value notes. While it has kept the policy rate at 6.25% 

and the CRR at 4%, it has reduced its gross value added forecast for FY17 to 7.1% from 7.6% 

earlier. But it has also said that the incremental cash reserve requirements will be discontinued 

with effect from December 10. 
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Instead, to absorb the excess liquidity, a mix of MSS issuances and liquidity adjustment 

facility will be used. Earlier, analysts and economists widely expected the Monetary Policy 

Committee (MPC) to reduce the policy rate by 25 basis points to counter the possible 

contractionary impact of demonetization. 

The sentiment had already soared after manufacturing PMI decelerated sharply in November. 

Therefore, it was expected that RBI Governor shri Urjit Patel and a newly formed MPC would 

cut the rate by at least 25 basis points to account for the impact of demonetization and arrest 

the downside risk to growth. A good monsoon has already kept food inflation in check. Given 

the drop in retail inflation to 4.2% and in wholesale inflation to 3.39%, RBI‘s objective of 

containing consumer price index inflation at 5% by Q4 of FY17 seems easily attainable. 

RBI expects that demonetization would result in a temporary reduction in inflation by 10-15 

basis points for Q3. Hence, a rate cut would have boosted the sentiments in the economy and 

maintained the inflation target. So what could be the reasons for maintaining the status quo? 

According to RBI‘s MPC, the effect of demonetization will be transitory and food inflation 

might re-emerge in the winters. Also, since the Organization of the Petroleum Exporting 

Countries (OPEC) has agreed to cut production, there may be a rise in crude prices in the 

future and in its volatility, thereby feeding into inflation. Anyway, RBI‘s mandate is to 

maintain inflation at 4% (+/- 2%). Since the policy rate will remain unchanged for at least 

another two months, the reduction in the overall investment rate will reduce the potential 

growth of the economy. 

 

To counter the effects of a contractionary monetary policy and the recent demonetization, the 

government should come up with some measures of fiscal stimulus to increase activity. An 

expansionary fiscal policy will help increase investment and bring the economy back on track, 

but the fiscal space for stimulus is limited. 

Bank's can't escape responsibility of Non-Performing Assets during the demonetization: 

Former Reserve Bank of India Governor shri C Rangarajan said banks cannot escape from the 

responsibility of controlling Non-Performing Assets (NPA) in their balance sheets. 

 Rangarajan also said that though the adverse impact of demonetisation will wear off as the 

currency availability improves, some affects will not go away even as sectors like real estate 

will have to rethink their business models."The banking system is undoubtedly under stress. 
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How to resolve that particular problem is only through capitalization. Please remember even in 

good old Basil-I, the capital is 8 per cent of the risk weighted assets. So Rs 10,000 crore 

(capital infusion to banks in 2017-18 as mentioned in the budget) should not be compared with 

Rs 1 lakh crore or Rs 2 lakh crore," According to Rangarajan " The general scene is that the 

capital provided is not adequate...I think this cannot let the banks escape the responsibility for 

the non-performing assets that they have in their asset portfolio."It is best to take steps to 

ensure that they collect as much as possible from the non-performing assets. When asked 

about Rs 10,000 crore capital infusion for banks next year would be sufficient in the wake of 

mounting NPAs. 

Earlier, giving his opinion on the recent budget speech by Finance Minister Arun Jaitley, the 

former chairman of Economic Advisory Council to Prime Minister said the budget is well 

intentioned, and actions should match the intentions. 

"The adverse impact of demonetization will wear off as currency availability approaches 

normalcy. But some affects will not go away. Sectors like real estate will have to rethink of 

how to run their businesses," 

According to him, the budget acted prudently to keep the fiscal deficit at 3.2 per cent of the 

GDP in 2017-18, which is lower than 3.5 per cent during the current fiscal and slightly higher 

than 3 per cent which was indicated earlier. 

The amount of top twenty NPA accounts of Public Sector Banks stands at Rs. 1.54 

lakh crores. 

As of June 2016, the total amount of Gross Non-Performing Assets (NPAs) for public and 

private sector banks is around Rs. 6 lakh crore. The NPA figures along with total debt for each 

of the 49 public and private sector banks were shared by the Ministry of Finance in response 

to a Parliament question on Friday. 

The amount of top twenty Non Performing Assets (NPA) accounts of Public Sector Banks 

stands at Rs. 1.54 lakh crores. 

The advances given by banks are called assets, which generate income via interests and 

installments. If the installment is not paid until the due date, it is called a bad loan. If it extends 

beyond 90 days, it is termed NPA. The ratio of NPAs to total advances given by a bank is a 

commonly used indicator reflecting the health of the banking system. 

Indian Overseas Bank fares worst, having the highest ratio of NPA to total advances — 20.26 

per cent. UCO Bank (18.66 per cent) and Bank of India (16.01 per cent) follow. 
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In absolute terms, State Bank of India has the highest value of Gross NPA around Rs. 93,000 

crores. Punjab National Bank (Rs. 55,000 crores) and Bank of India (Rs. 44,000 crores) come 

next. 

Basic Metal and Metal Products sector is the worst performing in terms of NPA ratio. As of 

June 2016, govt data show that a third of all outstanding advances (Rs. 4.33 lakh crore) given 

to the sector turned to NPA (Rs. 1.49 lakh crore). 

Textiles sector, and Beverages (excluding Tea and Coffee) and Tobacco sector follow, both 

having NPA ratio at around 17 per cent. 

Specific measures have been taken for sectors where the incidence of NPA is high, the 

government said in response to the parliament question. To improve the resolution or recovery 

of bank loans, IBC (Insolvency and Bankruptcy Code) has been enacted and SARFAESI 

(Securitization and Reconstruction of Financial Assets and Enforcement of Security Interest) 

Act and RDDBFI (Recovery of Debts due to Banks and Financial Institutions) have been 

amended, the response said. Further, six new Debt Recovery Tribunals (DRTs) have been 

established for improving recovery. 

Table: 3 Gross NPAs OF Public and Private Sector Banks During June 30, 2016 

No. Bank Total Advances   

(Rs. in crore) 

Gross NPA              

(Rs. in crore) 

NPA 

Ratio 

(%) 

1 Allahabad Bank 145,328 18,769 12.92 

2 Andhra Bank 137,228 14,137 10.3 

3 Bank of Baroda 269,115 35,604 13.23 

4 Bank of India 274,391 43,935 16.01 

5 Bank of Maharashtra 103,148 13,040 12.64 

6 Bharatiya Mahila Bank Ltd. 627 3 0.4 

7 Canara Bank 311,615 30,480 9.78 

8 Central Bank of India 185,719 25,107 13.52 

9 Corporation Bank 142,787 15,726 11.01 

10 Dena Bank 81,114 9,636 11.88 

                                                                                                                                                     Source: (Parliament Questions) 
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 The SARFAESI Act allows banks and other financial institutions to auction residential and 

commercial properties when borrowers default on their payments. This helps the banks to 

reduce their NPA by recovery and reconstruction. Under this Act, 64,519 properties were 

seized or taken possession off by the banks in 2015-16. In the current financial year, as of 

June, the number stands at 33,928. 

Indian Overseas Bank fares worst, having the highest ratio of NPA to total advances — 20.26 

per cent. UCO Bank (18.66 per cent) and Bank of India (16.01 per cent) follow. 

Banks with Highest % of NPA Against Total Debt 

Gross non-performing assets (NPAs), or bad loans, of state owned banks surged 56.4 per cent 

to Rs 614,872 crore during the 12-month period ended December 2016, and appear set to rise 

further in the next two quarters with many units, especially in the small and medium sectors, 

struggling to repay after being hit by the government‘s decision to withdraw currency notes of 

Rs 500 and Rs 1,000 denomination. 

 

Bad loans have now shot up by 135 per cent from Rs 261,843 crore in the last two years, 

despite the Reserve Bank of India announcing a host of restructuring schemes. Bad loans now 

constitute 11 per cent of the gross advances of PSU banks, while total NPAs, including those 

for public and private banks, were Rs 697,409 crore as of December 2016, according to 

figures compiled by Care Ratings for The Indian Express. 

At least five banks have reported gross NPA ratios (ratio of bad loans to total loans) of over 15 

per cent. Indian Overseas Bank‘s gross NPA ratio is 22.42 per cent, which means Rs 22.42 out 

of every Rs 100 lent by the bank is classified as a bad loan. UCO Bank has posted an NPA 

ratio of 17.18 per cent, United Bank of India 15.98 per cent, IDBI Bank 15.16 per cent and 

Bank of Maharashtra 15.08 per cent, the Care analysis reveals. ―The government needs to 

chalk out a plan for such banks. 
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Table: 4 Gross NPS OF 24 PSU Banks 

Year Gross NPA* GNPA ratio 

Dec  '12 157,784 3.87 

Dec  '13 218,579 4.61 

Dec  '14 261,843 7.16 

Dec '15 393,047 7.16 

Dec  '16 614,872 11 

*In Rupees Crore 

 

 

Table:5 Highest GNP RATIOS 

PSU Bank GNPA ratio 

 Indian Overseas Bank 22.42 

UCO Bank 17.18 

United Bank of India 15.89 

IDBI Bank Ltd 15.16 

Bank of Maharastra 15.08 

*In Rupees Crore                                     Source: Care Rating 

 

Table:6 Gross NPAs & Advances  

(Public + Private)  

Year Gross NPAs* GNPA ratio 

Dec' 12 178,460  3.5 

Dec' 13 242,609  4 

Dec' 14 292,193  4.4 

Dec' 15 437,860  6 

Dec' 16 697,409  9.3 

*In Rupees Crore                                    Source: Care Rating 
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Obviously, schemes to tackle stressed assets haven‘t worked well. Many banks will miss the 

RBI deadline to clean up balance sheets by March 2017, with demonetisation now adding to 

the pressure,‖ a former chairman of a nationalised bank said. 

Efforts of banks to recover bad loans were hamstrung by the redeployment of many staffers to 

branches in November and December after high-value notes were scrapped. 

State Bank of India managed to restrict NPAs to Rs 1.08 lakh crore for the December quarter 

as compared to Rs 1.06 lakh crore for the September quarter, but the numbers still showed a 

48.6 per cent jump from Rs 72,791.73 crore a year ago. However, the bank posted a 134 per 

cent rise in Q3 net profit. Punjab National Bank and Bank of Baroda reported a decline in 

NPAs on a sequential quarter basis, but posted a year-on-year rise in bad loans to Rs 55,627 

crore (from Rs 34,338 crore) and Rs 42,642 crore (from Rs 38,934 crore) respectively. 

SBI, which accounts for almost half of the banking sector‘s SME portfolio, said it was 

working on a scheme to support good small and medium units which were facing problems 

arising out of demonetisation and the slowdown in the economy. ―We are working on the 

modalities of a scheme for SMEs with turnover up to Rs 25 crore. The scheme will be 

applicable to SMEs which were making profits, and are now finding it difficult to service their 

loan repayment or payment schedules,‖ SBI Managing Director Rajnish Kumar said. 

The Reserve Bank has warned that public sector banks may continue to register the highest 

GNPA ratio and the system-level profit after tax (PAT) contracted on a y-o-y basis in the first 

half of 2016-17. ―Under baseline scenario, the PSBs‘ GNPA ratio may increase to 12.5 per 

cent in March 2017 and then to 12.9 per cent in March 2018 from 11.8 per cent in September 

2016, which could increase further under a severe stress scenario,‖ the RBI‘s Financial 

Stability Report said. 

Various schemes announced by the RBI have remained largely on paper. Under the Strategic 

Debt Restructuring (SDR) scheme, banks were given an opportunity to convert the loan 

amount into 51 pc equity that was supposed to be sold to the highest bidders, once the firm 

became viable. ―This measure was unable to help banks resolve their bad loan problem, as 

only two sales have taken place through this measure due to viability issues. It was observed 

that difficulties in finding buyers and disagreement over valuations were challenges in 

implementation,‖ said Care Ratings. 
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In the case of Sustainable Structuring of Stressed Assets (S4A) scheme, banks were unwilling 

to grant write-downs as there were no incentives to do so, and write-downs of large debtors 

could quickly exhaust banks‘ capital cushions. The 5/25 scheme was derailed because the 

refinancing was done at a higher rate of interest so that banks could preserve the net present 

value (NPV) of the loan amount. There were few disclosures of the accounts getting 

refinanced under the scheme, and it was perceived that this was a tool deployed by banks to 

cover NPAs. 

In the asset reconstruction scheme, the major problem was that asset reconstruction companies 

(ARCs) found it difficult to resolve the assets they had purchased from the banks and, 

therefore, wanted to purchase the loans only at low prices. Consequently, banks were reluctant 

to sell them loans on a large scale. 

The RBI discontinued fresh corporate debt restructuring (CDR) with effect from April 1, 

2016. Here, promoters‘ equity was financed by the borrowed amount, that added the burden of 

debt servicing on banks. The CDR cell faced problems on account of delay in the sale of 

unproductive assets due to various legalities that were involved. 

However, a section of experts say banks have reduced NPA levels through write-offs and 

restructuring, and no clear picture of bad loans emerges if all financial sector players are 

included. 

If you include Rs 400,000 crore write-offs since 2000, then I will say Rs 10 lakh crore is the 

real NPA,‖ said K C Chakrabarty, former Deputy Governor, RBI. 

Demonetisation impact on banks: Asset quality risks will show only in Q4 

The asset quality problems for banks and finance companies are rising as small customers 

continue to struggle with the adverse effect of demonetisation.  

 

But, it might show up only in the fourth quarter numbers, as the Reserve Bank of India (RBI) 

has given an additional 60 days for lenders to classify accounts as non-performing.  

 

According to public sector bank executives, the work pressure from managing deposits and 

cash withdrawal is coming down and banks have begun to assess the impact of demonetisation 

http://www.business-standard.com/search?type=news&q=Asset+Quality
http://www.business-standard.com/search?type=news&q=Demonetisation
http://www.business-standard.com/search?type=news&q=Reserve+Bank+Of+India
http://www.business-standard.com/search?type=news&q=Demonetisation
http://www.business-standard.com/search?type=news&q=Demonetisation
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on the loan side – both asset quality and demand for credit. Risks of slippages have increased 

and a picture will be clear at the end of the financial year. Karthik Srinivasan, senior vice-

president of ICRA, said delinquencies have increased as collections have gone down.  

 

The loss of income has severely dented the loan repayment ability of small borrowers. Also, 

many of those bankers who were deployed for loan recovery were put on the job of managing 

a sudden surge in activity at branches after demonetisation. The combined effect will be a rise 

in stressed loans by at least 100 basis points, said Abhishek Bhattacharya, director and co-head 

(financial institutions) at India Ratings.  

 

According to global rating agency Standard and Poor‘s (S&P), many advances on banks‘ 

watch lists could also slip due to the cash crunch and a slowdown in business. Companies are 

also affected by rising working capital cycles since they have to support the supply chain, 

which often deals in cash. Therefore, borrowers at the margin could turn delinquent.  

 

Abizer Diwanji, partner and national leader (financial services) at EY India, said although 

people will resume payments, it would happen with a lag. It would take a couple of quarters 

before payment patterns normalise. Highly cash-dependent businesses, especially small and 

medium enterprises, will have a hard time in making payment. This will push the kitty of 

stressed loans.  

Bank chief executives in their pre-Budget (FY18) presentation to the finance ministry said 

four sectors need attention. These are: Vegetable growers who depend on cash for their day to 

day dealings and can‘t hold their crop for long, as it is perishable; brick-kiln labourers, as their 

owners used to pay them in cash; the transport sector in rural India; and, plantations in the 

South.  

ICRA estimates 80-85 per cent of retail credit (of finance and housing finance companies) is 

in the under Rs 1-crore loan size category. Non-banking financial companies and housing 

finance companies operate largely in the self-employed borrower segment, which conducts 

business mostly through cash transactions and thus is considerably affected by the withdrawal 

of Rs 500 and Rs 1,000 notes.  

 

http://www.business-standard.com/search?type=news&q=Asset+Quality
http://www.business-standard.com/search?type=news&q=Credit
http://www.business-standard.com/search?type=news&q=Demonetisation
http://www.business-standard.com/search?type=news&q=Cash+Crunch
http://www.business-standard.com/search?type=news&q=Credit
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The fallout of demonetisation will be a drop in credit growth. Advances for the banking 

system are expected to grow at 10-11 per cent in FY17. Now, credit may expand at a slower 

pace of 5-6 per cent, Bhattacharya said.  

 

Credit offtake has already slowed drastically in the current financial year compared to FY16. 

Banks disbursed Rs 89,500 crore from April to early December — down from Rs 4,03,220 

crore in the same period in 2015-16, according to RBI data. 

Bankers take stock of NPA cases as demonetisation slows bad loan management 

Chief executive officers (CEOs) and other senior officials of all banks met at the Indian 

Banks‘ Association (IBA) last week to take stock of the stressed asset situation. 

The meeting, lenders discussed the opportunities available in these cases and how to fix the 

problems in them.  

Over the last month, most of the branch staff has been busy with currency management, which 

has impacted the bad loan control measures that had been implemented before. Some large 

and medium-sized cases, which were under watch for delaying or defaulting payments for 

more than 60 days after due date, are now being reviewed. 

Ever since the demonetization announcement came on 8 November, branches have been filled 

with customers and everyone, including the manager, has been trying to manage withdrawals 

and deposits, 

―Even the senior management members at banks have been busy with monitoring and 

controlling cash. There is a need for bankers to come together and get a status update on all 

stressed cases. If time is wasted, then recovery might get difficult,‖  

According to both the bankers, the discussions at the meeting revolved around implementation 

of bad loan management schemes such as the measure for sustainable structuring of stressed 

assets (S4A) and the 5/25 refinancing scheme which also allows the bankers to refinance long-

term financing cases other than infrastructure. 

http://www.business-standard.com/search?type=news&q=Demonetisation
http://www.business-standard.com/search?type=news&q=Credit
http://www.business-standard.com/search?type=news&q=Credit
http://www.business-standard.com/search?type=news&q=Credit
http://www.business-standard.com/search?type=news&q=Rbi


IJEBR / August, 2017/ Volume -IV /Issue – 2/ Research Article –5 / 79-129                                  ISSN:2395-2237  

International Journal of Economics Review & Business Research 

www.ijebr.com 109 

 

Last month, the Reserve Bank of India (RBI) issued revised guidelines around schemes such 

as strategic debt restructuring, S4A and 5/25 refinancing, which eased some norms and 

tightened some others.  

Bankers are working towards a 31 March 2017 deadline for having done enough to manage 

the stress emanating from non-performing assets (NPAs) and other troubled assets.  

While this deadline was set by former RBI governor, Raghuram Rajan, the current incumbent 

Urjit Patel is yet to revise the cut-off date.  

The Reserve Bank of India provide Additional 60 days for repayment of loans up to Rs 1 

crore for small borrower 

The Reserve Bank of India  relaxed rules for classifying bad loans for small borrowers and 

provided additional 60 days for the repayment of housing, car, farm and other loans worth up 

to Rs 1 crore. 

The relaxation will apply to dues payable between November 1 and December 31, and is 

available to entities running working capital accounts with any bank with the sanctioned limit 

of Rs 1 crore or less, the RBI said in a notification. 

 

Prime Minister Narendra Modi‘s surprise announcement to scrap Rs 500 and Rs 1,000 notes 

on November 8 has sparked chaos and confusion across the country, with millions of 

consumers queued outside banks and ATMs to change a limited number of old notes for new 

ones or withdraw cash.it has been decided to provide an additional 60 days beyond what is 

applicable for the concerned regulated entity for recognition of a loan account as substandard,‖ 

the bank said. 

The facility will be applicable on term loans -- business, personal, secured or otherwise --- 

where the original sanctioned amount is Rs 1 crore or less ―on the books of any bank or any 

NBFC, including NBFC (MFI)‖, the RBI said.This will also include housing loans and 

agriculture loans 

The apex bank also said all regulated financial institutions should note that this is a short-term 

deferment of classification as substandard due to delay in payment of dues arising during the 

period specified above and does not result in restructuring of the loans. 

http://www.livemint.com/Industry/QUj3gUIEdmqbAFHbpeorDJ/RBI-tweaks-S4A-debt-restructuring-norms.html
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―Dues payable before November 1 and after December 31, 2016, will be covered by the extant 

instruction for the respective regulated entity with regard to recognition of NPAs,‖ it sai 

Ratna Vishwanathan, CEO, MFIN (MFI Network), pointed out that many repayments were 

affected as more than 85% of their business was in cash.  

MFIs and other smaller NBFCs, which do business largely in cash, cannot accept demonetised 

notes as they are not banks.  

Chandrashekhar Ghosh, the CEO of Bandhan Bank (an MFI-turned-bank), pointed out that 

MFIs were estimated to have made a loss of Rs 1,500-Rs 1,700 crore in 10 days due to the 

non-availability of cash with their borrowers. 

Meanwhile, the RBI also said small businesses can withdraw up to Rs 50,000 in cash every 

week from their overdraft and cash-credit accounts that have been active for at least three 

months. This facility was earlier allowed only for current accounts of traders. 

Non-performing assets: Bad loan recovery by banks only gets worse in four years 

As per data of  Reserve Bank of India (RBI) :At a time when bad loans are witnessing a surge, 

the rate of recovery of bad assets by banks has taken a knock. The rate of recovery of non-

performing assets (NPAs) was 10.3 per cent, or Rs 22,800 crore, out of the total NPAs of Rs 

221,400 crore during fiscal ended March 2016, against Rs 30,800 crore (12.4 per cent) of the 

total amount of Rs 248,200 crore reported in March 2015. 

 According to the RBI, the rate of recovery was 18.4 per cent, or Rs 32,000 crore out of the 

total NPAs of Rs 173,800 crore reported in March 2014. The recovery rate was even higher at 

22 per cent (Rs 23,300 crore) in March 2013 out of the total reported NPAs of Rs 105,700 

crore. 

The RBI said a total of 46.54 lakh cases to recover NPAs were filed in Lok Adalats, debt 

recovery tribunals and under the SARFAESI Act. of this, 44.56 lakh cases were taken up by 

Lok Adalats during fiscal March 2016. 

http://www.hindustantimes.com/business-news/demonetisation-farmers-can-buy-seeds-with-old-rs-500-notes-overdraft-relief-for-small-businesses/story-ODBfvrhQZ6sbcsUItMd90N.html
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Public sector banks, which are burdened with a high proportion of the banking sector‘s NPAs, 

could recover only Rs 19,757 crore as against Rs 27,849 crore during the previous year, the 

RBI said.  

―The deceleration in recovery was mainly due to a reduction in recovery through the 

SARFAESI channel by 52 per cent from Rs 25,600 crore in 2014-15 to Rs 13,179 crore in 

2015- 16. On the other hand, recovery through Lok Adalats and DRTs increased,‖ the RBI 

said in its Report on Trends and Progress in Banking. 

Banks‘ gross NPAs (GNPAs) jumped to 7.6 per cent of total advances by March 2016, from 

5.1 per cent in September 2015. Including restructured standard advances, overall stressed 

loans rose marginally to 11.5 per cent in March 2016 as against 11.3 per cent six months ago. 

―The stress is the highest in the industrial sector. Other stress tests conducted by the central 

bank suggest further pain in store, with baseline projection pointing to GNPA of 8.5 per cent 

by March 2017, which could worsen the ratio to 9.3 per cent in a severe stress scenario,‖ said 

Radhika Rao, Economist, DBS Bank. 

NPAs have almost doubled in the last 15 months. From Rs 3,40,556 crore in September 2015, 

bad loans have risen to Rs 6,68,825 crore in September 2016, largely due to the classification 

requirement of the RBI. Demonetization is likely to stall the recovery process further in the 

coming two quarters, banking sources said. 

Though the government and the RBI have recently announced sops, including higher working 

capital limit, cash credit limit and credit guarantee for small units, small units are finding the 

going tough amid the cash crunch and curbs on withdrawal of money from bank accounts. 

―Demonetization can put pressure on NPAs especially for SMEs whose turnover has been 

affected amid fixed interest costs. This needs to be monitored closely by banks,‖ Care Ratings 

said. 

Care rating‘s Analysts said NPAs have appeared to be stabilizing in terms of incremental 

assets. ―The lower performance of banks is more due to the extra provisioning that they have 

done to clean up their balance sheets. As the economy recovers, the NPA levels will come 

down. We believe that the system has better recognition norms today which are comforting. 
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However, the provisioning of the same could take two quarters and hopefully by March things 

should be better. 

While overall corporate sector stability has improved in FY16 compared to 2007-08, the 

profile of stressed industries suggests that the deleveraging process is not on account of a 

turnaround in demand, improved liquidity or lower credit costs. Iron and steel industry faces 

highest leverage and interest burden as of March 2016. This is followed by construction, 

power, telecom and transport industries. ―Hence, instead of an improved business environment 

translating into better corporate earnings, leveraged firms continue to hive off their non-core 

businesses or are in midst of a debt restructuring exercise with its banks (debt converted to 

equity). Reports pegged planned asset sales by top ten indebted business houses in the 

economy at Rs 83,000 crore since April 2015, but demand has been lukewarm,‖. 

Rating agencies have voiced concern over public sector banks‘ capital needs and inadequacy 

of funding options. Moody‘s expects asset quality to be under pressure over next year. Despite 

government‘s plans to increase capital infusions into banks, Fitch cautioned that more 

injections were required to support banks‘ credit needs, while the latter also manages pressures 

of asset quality, resolution of problem loans and elevated credit costs. 

Banks are now pinning their hopes on the Insolvency and Bankruptcy Code, 2016 for effective 

loan recovery. 

According to study of Crisil & Assocham ―Effective implementation of the Insolvency and 

Bankruptcy Code can potentially release about Rs 25,000 crore capital currently locked up in 

non-performing assets over next 4-5 years, ―If implemented successfully, the code will help 

India‘s banking sector catch up with or even exceed the recovery rates of 32 per cent and 

average time taken of 2.8 years in other emerging markets.‖ 

According to CRISIL: The code will also contain slippages into NPAs by spawning better 

credit discipline. The RBI has already tightened norms for willful defaulters, which, together 

with implementation of the code, will enhance recoveries from such borrowers and improve 

overall credit discipline However, considering that institutionalizing the code will be a long-

drawn affair; it may not provide any material capital relief to banks over short term. 
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Conclusion:- 

 

 The decision of the Government of India to delegalize specified bank notes (SBN) of Rs 

500 and Rs1,000 denominations was intended to eliminate black money ‗which casts a long 

shadow of parallel economy on our real economy‘ and to curb counterfeit currency, which is 

used to finance terrorism and drugs and as a conduit for money laundering. In an economy 

where bulk of the ‗last mile transactions‘ are done in cash, a measure like this was bound to 

cause temporary disruption and also scarcity of legal currency as people hoard it for safety-net 

purposes. The costs of note withdrawal are in terms of inconvenience upfront. The benefits are 

in the medium-term and long-term in terms of higher security features of new higher 

denomination currency notes which will make more difficult to forge or fake high specified 

bank notes (SBNs). Secondly, it will lead to more transparency, in terms of fiscal and tax 

compliance resulting in improvement in the public finances and a very significant collateral 

benefit through digitization of financial transactions. And ultimately, the cost of printing 

money, because as more digitization takes place, the total quantum of paper currency that is 

required from a base line level should come down. The impact of delegalisation of SBNs on 

the economy and its duration will depend on how quickly remonetisation occurs; the 

government takes policy action to deal with high denomination currency withdrawal and 

budget initiatives. The rapid pace, by which old notes are returning to the banking system, is 

expected to weaken the negative wealth effect. Over the longer term, delegalisation of SBNs is 

expected to yield significant gains for the economy. This move will also lead to a decisive, 

largest and fastest shift to a ‗less-cash‘ economy, the benefits of which will be reaped over 

time. Demonetization of high-value banknotes is likely to impact many a sectors of the Indian 

economy to various extents, with banks being the key beneficiary. Although it will adversely 

impact GDP growth in the short run, and to some extent government revenue through indirect 

taxes central value added tax (excise). The extent to which this shortfall would be offset would 

depend on the amount of direct taxes collected through tax on undeclared income post 

demonitisation. In the medium term the demonitisation should boost tax revenues and translate 

into higher government capital expenditure and/or faster fiscal consolidation. The Centre for 

Monitoring Indian Economy (CMIE) said the total cost of demonetization could be close to 

Rs1.3 trillion. 
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Withdrawal of SBNs is essentially a liquidity shock leading to a sudden and steep reduction in 

currency availability. The intensity of impact clearly depends upon the period of liquidly 

shock. It is important to look at medium- to long-term macroeconomic implications, which are 

decidedly positive. As delegalized currency is deposited in banks and as new currency comes 

into circulation, some very positive dynamics come into play. By far the most important 

outcome will be that as the shadow economy merges with the formal economy, it will spur 

economic activity into a virtuous cycle. Banks will see their cost of funds declining even in 

the absence of any further policy easing by the RBI, and this should make them reduce 

lending rates and inject credit into the economy. Delegalization should also be disinflationary. 

Moreover, real estate, which has been a safe haven for unaccounted income and wealth, will 

experience a squeeze. Although property values do not enter the consumption basket, its 

benign impact will come through decline in rental values and transmission of that into the 

overall price level. Government finances will improve as tax is levied and collected on the 

disclosed wealth which is reckoned as unaccounted. How big this will be depends upon size of 

cash deposits above the threshold limit of Rs2.5 lakhs deposited in the individual accounts in 

the banks between November 8 and end December 2016. The Positive Macro Benefits of This 

Move by the Government Are likely to have long term benefits for the economy. Replacement 

of high denomination currency notes could prove to be structurally positive for the Indian 

economy leading to a more inclusive growth. This move will greatly facilitate bring down 

corruption in the economy, broaden tax compliance substantially, increase tax collection, 

provide a boost to economic growth by amalgamating shadow economy with the formal 

economy and lead to a marked shift towards organized players. 

 

1. Effect on GDP: The negative impact of the note withdrawal is likely to produce 

lower growth for 2016-17 than estimated prior to the event. To arrive at the slippage in 

overall growth, RBI has factored in the expected loss of growth momentum in Q3 and 

waning effects in Q4 through two major channels: (a) short-run disruptions in 

economic activity in cash-intensive sectors such as retail trade, hotels & restaurants 

and transportation, and in the unorganized sector;(b) aggregate demand compression 

associated with adverse wealth effects. Keeping in view these factors, RBI has 

revised downwards the growth estimate for gross value added (GVA) downwards 

from 7.6 per cent to 7.1 per cent, for 2016-17. However, the momentum of growth 

is expected to be restored by the normal monsoon raising agricultural growth and 
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rural demand, as well as by the stimulus to consumption spending that can be 

expected from the disbursement of pay, pension and arrears following the 

implementation of the 7
th

 Central Pay Commission’s award. 

2. Impact on money supply: With 86% of value of money in circulation 

delegalized, the economy had to manage with only 14% of money in circulation for 

the first few days. This did impact a large number of cash transactions with multiplier 

effect on the economy. With the older 500 and 1000 Rupees notes being scrapped, 

until the new 500 and 2000 Rupees notes get widely circulated in the market, money 

supply is expected to reduce in the short run. However gradually as the new notes get 

circulated in the market and the mismatch gets corrected, the economy would get 

remonetised 

3. Effect on Demand: The overall demand is expected to be affected to an extent. 

Some sectors are expected to face certain moderation in demand from the consumer 

side, owing to the significant amount of cash transactions involved in these sectors-real 

estate, white goods, leisure activities, luxury goods etc. 

4. Effect on Prices: Price level is expected to be lowered due to moderation from 

demand side. This demand driven fall in prices could be on: (i) consumer goods: prices 

may fall only marginally due to moderation in demand as use of cards and cheques 

would compensate for some purchases; (ii) real estate and property: Prices in this 

sector are largely expected to fall, given the large role of cash transactions fuelled by 

unaccounted income. This could bring much needed correction in the housing market. 

5. Favourable impact on savings and investment: A big positive for both savings in 

financial assets (equities in particular) and investment as economic agents shift 

savings/investment preferences from non productive assets to assets which bring 

returns to society and savers at large. It will improve the ease of doing business, 

inspire investor confidence and raise productive capacity of the economy. 

6. Impact on Financial Sector: The 500 and 1000 Rupee notes which now cease to 

be legal tender are to be deposited or exchanged in banks leading to surge in bank 

deposits. This in turn will enhance the liquidity position of the banks, which can be 

utilized further for lending purposes. 

7. Effect on online transactions and alternative modes of payment: Lead to a 

decisive and faster shift to electronic modes of transactions, engendered by the 

temporary squeeze in cash, may actually change the way households and small 
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businesses undertake financial transactions in favour of digital mode given its safety, 

convenience and efficiency. These include digital systems, E wallets and apps, online 

transactions using E banking, usage of Plastic money (Debit and Credit Cards), etc. 

This should provide a big fillip to much needed digital transaction infrastructure. 

 

8. Fiscal gain to the government: Deposits of unaccounted money will be taxed at 

50%— with a further 25% taken by the government (into the Pradhan Mantri Garib 

Kalyan Yojana) as an interest-free loan for a period of four years. Thus, the return of 

money to the formal banking system, when taxed, will generate a fiscal gain to the 

system. Interestingly, money that is not returned to banks is implicitly taxed at 100% 

from the perspective of the ―owner‖ of that money, and this too could result in a fiscal 

gain under certain circumstances (Bhagwati,et al,Mint). 
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