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Insights – ‘Demonetization’ and its implications 
 

The demonetization drive initiated by the Indian Government is going to have far reaching 

impact on the Indian Economy. It is being considered as one of the most significant step 

in tackling the black money issue that has gripped our country since many years. 

 

Some of the effects of the demonetization measure are: 

 

a) The total currency in circulation as on Oct 28, 2016 was INR 17.54 lakh crores. 

According to the Reserve Bank of India (RBI), 86% of this component is in currency 

notes of INR 500 and INR 1000 denomination. Therefore, the currency that is being 

attempted to be demonetized is around Rs. 15 lakh crores. It is being estimated 

(internal estimates) that around 20% of this currency is in black. We believe that this 

money either will not come back into the system for exchange for new notes or will be 

surrendered as black money and taxes thereon will be paid. 

 

b) The deposit of these notes with the Commercial Banks ends on December 30th, 2016. 

Thereafter, currency notes will have to be deposited with RBI till Mar 31st, 2017.  

 

We believe that after this date, the RBI will reduce Notes in Circulation to the extent 

of the money not deposited. To match its liability, it will have to reduce it asset or 

increase its liability. Increasing its liability would mean increase in its Net Non-

Monetary Liabilities (or reserves) and declare special dividend (just an accounting 

entry) to the Government. The Government, in turn can reduce its bonds on the 

RBI’s balance sheet by buying its bonds back from the reserves transferred by the 

RBI. The government will have multiple options about what it could to do with this 

special dividend. It may reduce domestic outstanding debt, prepay external debt, 

reduce fiscal deficit as interest cost drops, and reduce its borrowing for following 

years. Improvement in debt/Gross Domestic Product (GDP) ratio should also help 

improve the country’s sovereign rating by the International Agencies. RBI’s balance 

sheet also frees up for supporting liquidity requirements of the banking system. 

 

c) On the other hand, the banking sector is going to see a surge of liquidity as deposits 

get collected. Based on our assumption (internal estimates) that (20% of currency will 

not be tendered back), there is going to be tendering of currency from the public to 

the tune of Rs. 12 lakh crores (80% of Rs. 15 lakh crores). Due to the temporary 

restrictions on withdrawing cash, our internal estimate is that at least 50% of the cash 

will remain within the banking system, i.e. of Rs. 6 lakh crores. This sudden surge in 
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deposit of 6% of current aggregate deposits will help in improvement of liquidity. This 

will lead to demand for fixed income securities, particularly government securities. 

 

d) According to a World Bank estimate in 2007, around 20-25 % of India’s GDP is the size 

of the parallel black economy. The steps taken by the Indian Government has led to a 

scare in the parallel black economy and should lead to better tax compliance going 

ahead. This will have a telling effect on the other heavens of black money i.e. real 

estate and gold. Both these sectors are going to witness reduced demand. Lower 

demand for gold resulting ultimately in lower import of gold is expected to improve the 

current account balances. The Indian rupee should remain stable and display 

appreciating bias against hard currencies, as the current account improves and may 

also move into surplus.  

 

e) The sudden change due to reduced cash transaction will lead to reduction in economic 

activity. We believe that the services sector growth will be majorly affected. This will 

lead to lowering of inflation expectation and moderation of headline inflation too. 

However, the effect on inflation would depend on the moderation in economic activity 

in those sectors that have heavy cash transactions. RBI will find larger room to reduce 

repo rates with moderation in inflation. 

  

f) There are some other positives expected over the medium to long term. A more 

compliant economy should increase tax collections and tax to GDP ratio should improve 

from both direct and indirect tax. In future, an increase in use of plastic money rather 

than hard currency would also lead to higher money multiplier which will be more 

productive. 

To sum up, the fight against corruption, terror funding, counterfeit currency and the 

black economy should result in, 

 

• Increased systemic liquidity leading to higher demand for bonds  

• Rate reductions due to lower inflation and inflationary expectations 

• Stable to appreciating INR as Current account deficit improves due to lower 

demand for gold  

• Higher tax to GDP  

• RBI freeing up balance sheet as liability declines 

• Government would be able to bring down its outstanding debt liability and 

improve fiscal deficit 

• Immediate near term impact – decline in cash transactions may lead to 

reduction in consumption demand leading to some decline in the GDP growth. 
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Disclaimer: This document alone is not sufficient and shouldn’t be used for the development or 
implementation of an investment strategy. It should not be construed as investment advice to any 
party. All figures and data included in this document are as on date and are subject to change without 
notice. The statements contained herein may include statements of future expectations and other 
forward looking statements that are based on prevailing market conditions / various other factors and 
involve known and unknown risks and uncertainties that could cause actual results, performance or 
events to differ materially from those expressed or implied in such statements.  The data used in this 
document is obtained by Invesco Asset Management (India) Private Limited (IAMI) from the sources 
which it considers reliable. While utmost care has been exercised while preparing this document, 
IAMI does not warrant the completeness or accuracy of the information and disclaims all liabilities, 
losses and damages arising out of the use of this information. The content of this document is 
intended solely for the use of the addressee. If you are not the addressee or the person responsible 
for delivering it to the addressee, any disclosure, copying, distribution or any action taken or omitted 
to be taken in reliance on it is prohibited and may be unlawful. The distribution of this document in 
certain jurisdictions may be restricted or totally prohibited to registration requirements and 
accordingly, persons who come into possession of this presentation are required to inform themselves 
about and to observe any such restrictions and/ or legal compliance requirements. The readers 
should exercise due caution and/or seek appropriate professional advice before making any decision 
or entering into any financial obligation based on information, statement or opinion which is 
expressed herein.  
 
Mutual Fund investments are subject to market risks, read all scheme related documents 
carefully. 
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