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It has been ten months since demonetisation now While estimating fall in cash holding the Economic Survey has 

assumed that remonetisation has happened fully and the supply of cash is now fully reflective of demand There 

has been a 20 per cent decline in cumulative cash holding by companies and individuals post demonetisation 

while the number of taxpayers has increased 45 per cent since then the Economic Survey has said pointing to 

positives from the withdrawal of high-denomination banknotes in November last year. He credit growth of all 

banks slowed down to 8.1 per cent in 2016-17 from 10.9 per cent in the previous year, though the aggregate 

deposits improved on account of massive flow of funds after demonetization said by a Dun and Bradstreet 

report.  
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1. Introduction 

1. Impact on GDP Growth: India’s GDP which grew at 7.6% in FY 2015-16 is likely to slow down by 0.5% 

to 1.5% as per reports of various agencies. This is is due to less availability of cash in cash-intensive sectors like 

manufacturing and real estate. Even the automobile industry which was growing rapidly earlier has seen a 

contraction in the October-December quarter of 2016. Purchasing power of consumers has been negatively 

affected due to cash not being readily available. We need to remember that Indian economy is largely cash 

driven with more than 90% transactions taking place in cash and digital transactions accounting for just the 

remaining 10 percent. Banks have also been focusing on the single task of deposit and withdrawals with the 

result that their core function of issuing loans has been adversely affected. Also current account customers, who 

are largely business owners, need large amounts of cash at short notice have not been able to access cash and 

credit owing to restrictions on withdrawals and inability of banks to focus on the task of issuing loans.  

  

1.1 On Tax Compliance  

India’s tax-to-GDP ratio is quite low at 16.6% compared to other emerging economies. It is estimated that since 

more money, including black money, gets accounted for this will lead to  better tax compliance owing to better 

targeting of income. The positive impact could be lower tax rates as the tax base widens and more people start 

paying taxes. The digital push of the government will also result in higher indirect tax revenue for the govt. in 

the form of service tax. Moreover businesses that under-reported their revenue earlier, will have to make proper 

disclosure, especially, of revenue received through digital or cashless means.  

  

1.2 On Agriculture  

This is one sector where all transactions are in cash and, given the values involved, involve the higher 

denomination notes. The withdrawal of the old currency notes has put  pressure on the mandis; farmers are 

having problems in selling their produce as both the parties have to agree on the mode of payment. Also since 

there is acute shortage of Rs 500 denomination notes presently, change for the high denomination Rs 2000 notes 

is not readily available with the vegetable and fruit vendors. This is also taking the buyers away from these 

vendors to big retail markets thus impacting the livelihood of the unorganised sector.  

 

1.3 On Employment Generation  

Since consumer demand has slowed and consequently industrial production has declined, employment 

generation has been adversely impacted by the currency demonetisation drive. Since the manufacturing sector 

which accounts for the highest employment of skilled and semi-skilled labourers, is witnessing slowdown in 

production; not only less jobs are being created but lay-offs are also taking place at a higher rate. As 

per the reprot, Industry is staring at temporary job losses due to demonetisation, as production gets hit, 

especially in labour-intensive sectors like textiles, garments, leather and jewellery. As many as 4 lakh people, 

mostly daily wagers, may have either lost their jobs or shunned work temporarily due to the lack of payment so 

far, and the number is only going to grow if the cash crunch persists.  
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1.4 On Banking Sector 

If the aam aadmi has been rattled by the cash-crunch post the Centre’s demonetisation move, banks that have 

been on the firing line, are up against a host of new challenges. 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 review, banks were just about prepping the pitch for the next leg of lending. 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.  

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 demonetisation, new loan growth---key to the revival of the sector—will take a 

knock, pushing recovery down several quarters. 

 

2. On Small and Medium-Sized Enterprises (SMEs)  

The small and medium-sized enterprise (SME) sector, as we understand, is a big chunk of the economy, 

contributing to eight percent of the GDP whilst employing more than 80 million people year on year. 

The labour wages in this sector are largely paid in cash andwages have been adversely affectedby 

the demonetisation move. Unemployment has also been reported owing to decline in demand of SME goods as 

the purchasing power of the consumers has contracted in the short term. Other sectors within the SME space 

likerestaurants and transport operators have also been negatively impactedsince economic activity has declined 

and also due to the fact that there is high tendency in this segment to accept payments through cash only. 

Wholesale vegetable markets have been witnessing declining demand and prices of tomatoes and other food 

items have fallen drastically making it economically unviable for the farmers to produce these crops, which 

takes us to the next point.  

 

2. Impact of Demonetisation on Black Money  
Thecash component forms just 6% of the black moneyin the Indian economy and currency demonetization will 

target just this 6% black income. If various reports are anything to go by, most of this black income has been 

converted into white  by depositing it in Jan Dhan accounts, depositing in individuals own accounts by breaking 

into smaller chunks, by exchanging for new currency notes through hawala dealers, by buying last-minute 

luxury items like jewellery and high priced mobiles, by paying advance wages to employees etc. This is 

supported by the fact that almost the entire amount of Rs 14.18 lac crores in Rs 500 and Rs 1000 currency 

denominations lying with the public has returned to the banks at the time of writing this post. This implies that 

the dividend which the govt. has been hoping for by way of 2-3 lac crores not returning to the banking system 

(since it is black money and/or counterfeit currency) has turned out to be a mirage. Also as per various 

announcements by the govt. from time to time that deposits by housewives and those exempt from tax will not 

be scrutinized has provided a way out for black money hoarders to convert their money into white. However 

there have also been some positive impacts like one timeremoval of counterfeit or fake currency from the 

economic system. Some people argue that since black money has reduced, prices of black money intensive 

sectors like real estate and gold jewellery will go down. This remains to be seen. But demonetisation cannot and 

will not prevent future generation of black money since black money problem is more of a cultural mindset in 

India than a legal problem.  

It will also be easier for the corrupt and black money hoarders to deal in Rs 2000 currency notes as compared 

to Rs 500 and Rs 1000 notes since higher currency value can now be carried with greater ease.  

A total ofRs 3185 crores in black money of which Rs 86 crores in new noteshas been seized by the Income 

Tax authorities since the launch of the demonetisation drive on 8th November. This implies that on the one hand 

black money is getting unearthed and on the otherleakage of new currency notes is taking place; most probably 

through the banking system itself.  

 

3. Impact of Demonetisation on Terror Funding and Fake Currency  
This was another stated objective of the currency demonetization drive of the government. While initial reports 

suggest that terror related activities in J&K witnessed a noticeable halt in the days following 

the demonetisation drive, including, stone pelting by misguided youths; the recent Nagrota attack shows that 

terrorism is continuing in the valley. Although the availability of cash has surely declined among the terror 

groups presently. The govt. also claimed that the new currency notes contain very high security features and are 

almost impossible to replicate. But this claim does not seem to be true since many stories of counterfeit currency 

have come to light since the note ban was announced on November 8th. However in the short term,  circulation 

of fake currency has definitely slowed down considerably since the infrastructure set up to print fake currency 

notes in neighbouring countries like Pakistan has been rendered useless by the demonetisation drive.  
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4. Impact of Demonetisation on Cashless Transactions  
As already explained above that cashless transactions account for only 10% of all transactions on daily 

basis. The government in order to divert some of the blame for the poor implementation of this demonetization 

exercise announced mid-way that making India a cashless or less cash economy was one of the important 

objectives of this demonetization drive. Towards this end, the Finance ministry, RBI and 

NITI Aayog announced a host of incentives to boost cashless transactions. This was also done to ease some of 

the problems that have resulted due to acute shortage of cash in the economy.  

Some of these incentives include:  

 No Service Tax on cashless transactions below Rs 2000  

 Providing cash backs ranging from 0.25-0.75 percent on various transactions like paying for 

fuel, govt utility bills, stamp papers, property registrations etc.  

 Encouraging use of Point-of-Sale (PoS) machines and mobile wallets like Pay TM by businesses and 

individuals  

 Reducing self-assessment tax from 8% to 6% on businesses with annual turnover of less than Rs 2 crores  

 Announcing monthly jackpots for people using cashless transactions in govt. services  

 And other incentives  

As a result, use of mobile wallets and cashless transactions, as a whole, has increased by about 300% since the 

launch of demonetisation exercise. However we need to remember that this 300% increase is against a very low 

base of digital transactions and most of this increase has been noticed in the urban areas where people have 

ready access to PoS machines, internet banking, and mobile wallets.  

Cashless transactions are still rarely used in rural areas and in the informal sector like road side vendors, small 

shops, buying seeds, wage payments etc  

 

5. Four Trends and their Likely Impact on Banks’ Performance in the 2018 Fiscal  
1. Surge in Deposits: Demonetisation 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 normalises and 

various caps on withdrawal are lifted? Few bankers are of the opinion that the current level of 40-50 per 

cent retention of deposits, can go down to 20-30 per cent over the course of the year. This means that even 

if we assume that about two-third of the deposits coming into the system are withdrawn finally, the growth 

in deposits at the end of FY17 and FY18 fiscal will be notable and higher than the 9-10 per cent growth 

seen in 2015-16.  

 

Way Forward  

Fall in Cost of Funds: Over the past two months, with bank deposits swelling, deposit rates have fallen by 

a 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 demonetisation, 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 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.  
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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 corporates 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 demonetisation, 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 meagre 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. Credit growth has been closely linked to the pace of economic growth, growing at 2.5 to 3 times the real 

GDP growth in the past. The multiple at which bank credit has grown in relation to real GDP has however 

shrunk over the last two to three years. This is partly explained by the Centre’s move to a new series of GDP 

two years back and weak credit off take in public sector banks. In 2014-15 and 2015-16, bank credit has grown 

at 1.2 to 1.4 times real GDP growth (new series) and about one time nominal GDP growth.  

 

Way Forward: No Big Recovery: The Central Statistics office recently put out its advance estimate for GDP 

growth for 2016-17, which has been questioned by many economists. The CSO’s 7.1 per cent growth in real 

GDP in 2016-17, has been pegged down by most economists to 6.8 per cent levels. With the cash-crunch in the 

economy expected to normalise by the second half of 2018 fiscal, many economists estimate a 7.6-odd per cent 

growth in real GDP for 2017-18.If we apply a 1.2-1.4 times multiple to this, bank credit can, at best, grow by 

10-11 per cent in 2017-18. Also, while bank credit grows at a certain multiple to real GDP growth, the nominal 

GDP, matters too, as it in turn decides the credit requirement of a corporate. With inflation heading lower, the 

gap between real GDP and nominal GDP shrank in 2015-16. But in the last Budget, GDP deflator (ratio of 

nominal to real GDP) — another measure of inflation —was assumed to go up in 2016-17 by 3.2 per cent, on 

the back of base effect. The CSO while revising the growth in real GDP down, has upped the growth in nominal 

GDP to 11.9 per cent as against 11 per cent earlier. If we assume a 7.6 per cent growth in real GDP for FY18 

and a similar growth in deflator then the nominal GDP growth of 11-11.5 per cent will again mean a 11-12 per 

cent growth in bank credit (at one time multiple).  

 

Pockets of Growth  

Even within the modest 10-11 per cent credit growth in 2017-18, the growth will be concentrated in pockets. In 

the last three years, PSBs have grown at a far slower pace, because of their huge exposure to the corporate 

segment — 40-50 per cent of lending is to large corporates. Credit growth of PSBs plummeted to 4 per cent in 

2015-16 from 7 per cent in 2014-15. In contrast, private sector banks were able to clock a robust 26 per cent 

year-on-year rise in lending in 2015-16. This disparity is likely to continue and the growth in 2017-18 too will 

be driven by private banks, as corporate lending will continue to remain weak The spate of lending rate cuts 

recently is likely to trigger growth in retail loans---home loan, personal and auto loans, and credit cards. Unlike 

in 2008-09, when in the wake of the global financial crisis the RBI adopted an aggressive monetary easing and 

PSBs sprinted ahead, growing their corporate loans aggressively, the focus this time around will be on retail 

loans. The only trigger for loan growth besides consumption driving retail loan growth will be government 

spending in FY18.  

 

Margin Pressure  

With deposit rates trending lower, banks, no doubt, have gained from lower cost of funds. But moving to 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.  

 

Way Forward: Retail vs Corporate  

The pressure on margins can be felt more by retail-oriented banks, because transmission of rate cuts will happen 

faster there and new growth will be at lower lending rates. On the corporate side too there will some reduction in 

rates, but less dramatic. Also growth in corporate loans will only pick up with a lag, despite rate cuts. The 

general risk appetite for corporate lending is low for banks and hence the pressure on growth and pricing will be 

low. Overall margins will remain stable to marginally negative for FY18.  

 

Other Costs  

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

ATMs and logistics costs involved in transporting currency, in a short period of time. Also, post demonetisation, 

between November 9 and December 30, banks had to 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 
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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  

Before we gaze into the crystal ball and predict how asset quality will pan out in FY18, let us look back at the 

performance of banks until the September 2016 quarter. 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 Factors that were likely to weigh on the performance of banks (up until demonetisation), were large 

slippages into NPAs from the watch list that certain banks such as SBI, ICICI Bank and Axis Bank had created 

(of stressed accounts). Also while the pace of quarterly slippages had moderated (from a whopping Rs. 1-1.5 

lakh crore in the second half of FY16 to Rs. 50,000-odd crore in the first half of this fiscal), provisioning 

requirement was unlikely to fall substantially due to higher provisions doe older NPAs.  

 

Way Forward: 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 demonetisation 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 corporates 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.  

 

Risks from Retail  

Up until now, stalled projects and stress in core sectors have spelt doom for banks with large corporate 

exposure. But with banks aggressively growing their retail business, risk from the huge unsecured portfolio, 

looms large. The credit card business that peaked at about Rs. 30,000 crore in 2008 and almost halved by 2011, 

has been growing steadily by over 20 per cent annually in the last two years--now a Rs. 46000 crore business. 

Personal loans too have been growing at a fast clip, ending the 2016 fiscal with a 25 per cent increase, and 17 

per cent growth as of November. Vehicle loans, while secured, are nonetheless riskier than housing loans, as 

they are offered against a depreciating asset. These loans, too, have grown by 21 per cent as of November.  

Some private banks, having built a strong retail focus over the years, have mitigated risks by extensively using 

data analytics and automation to assess the credit behaviour of customers. But PSU Banks, have been late 

adapters to the usage of credit bureaus, and unless back end processes of underwriting customers are 

streamlined, adhoc focus on retail can spew problems. In the ensuing quarters, asset quality of retail portfolio 

will need a keen watch.  

 

6. Conclusion  
Demonetisation of old currency notes surely has had some positive impact like reducing the cash flow to 

terror organisations, dismantling of counterfeit currency infrastructure, better income tax and indirect taxation, 

boost to digital economy. However, it has come at a huge social and economic cost. Sandeep Dongre writes that 

demonetization costs are estimated at Rs 1.28 lakh crore to the economy for the 50-day time period till the end 

of depositing period of old currency. This includes a cost of Rs 17,000 crore towards the government and the 

RBI for implementing the demonetisation process in India. Former RBI governor Raghuram Rajan has revealed 

that he did not favour demonetisation as he felt the short term economic costs associated with such a disruptive 

decision would outweigh any longer term benefits from it.  

Rajan makes the disclosure in his latest book – I do what I do – which is a compilation of speeches he 

delivered on a wide range of issues as the RBI governor. Although he maintains the book is not a tell-all, the 

short introductions and postscripts accompanying the pieces offer fascinating insights into his uneasy 

relationship and differences with the present government. ―At no point during my term was the RBI asked to 

make a decision on demonetisation,‖ Rajan has said, putting to rest speculation that preparations for scrapping 

high-value banknotes got underway many months before Prime Minister Narendra Modi made the surprise 

announcement on November 8. e didn’t elaborate on the short-term costs or the possible long-term benefits, but 

as the RBI governor he ―felt there were alternatives to achieve the main goals.‖  

Latest government data showed the November 8 decision to scrap Rs 1,000 and Rs 500 notes, sucking out 

86% of cash circulating in the system, has had a lingering impact on the economy. The growth of GDP slowed 

https://www.thequint.com/currency-ban/2016/12/14/bungled-move-of-note-ban-nothing-less-than-a-monumental-failure-demonetisation-currency-ban-income-tax-modi-jaitley
http://www.hindustantimes.com/india-news/quote-unquote-raghuram-rajan-on-caution-flippancy-and-social-media-new-book/story-VEB5G5oP7o3iC32uKbgXQN.html
http://www.hindustantimes.com/business-news/economic-growth-slows-to-5-7-in-april-june-as-demonetisation-pain-lingers/story-yzvW9XdOUuzfWoWv5B5QTL.html
http://www.hindustantimes.com/business-news/govt-forecasts-economy-losing-momentum-gdp-could-be-lowest-in-3-years/story-cKkCZpjJuWzSZyXWPQ0cRJ.html
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sharply from 7% in October-December quarter to 6.1% in January-March and 5.7% in April-June, primarily 

because of the cash squeeze that weakened consumer spending and discouraged businesses from making new 

investments. The government, however, maintains that the economic slowdown has not been entirely because 

of demonetisation. In an interview to Times of India, published Sunday, Rajan described the deceleration in 

GDP as ―the costs of demonetisation upfront.‖  

Demonetisation is a one-time event and will not have much long term effect. It alone is not sufficient to 

counter black money and corruption in the country; rather other measures are more crucial like bringing the 

offshore tax evaders to book whose names figure in the Panama papers, raid on benami properties, making 

donations to political parties open to public scrutiny and making it mandatory for all donations above Rs 2000 to 

political parties and religious places to be through digital means only. This entire exercise seemed more like 

a carpet bombing than a surgical strike where the vast majority of honest and law abiding citizens had to 

undergo terrible hardships in order to catch the few black sheep who have hoarded black money and who also 

managed to convert their black income into white.  
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