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The demonetization of Rs 1000 and Rs 500 notes that has happened in India 
on 8th November is an event without precedent in history. 
 
The government also seems to be planning more initiatives to attack the black 
money economy and corruption over the next few months. 
 
Due to these 2 reasons, it is very difficult to predict what will exactly happen in 
the coming months and years. 
 
Based on my understanding of the economy, observations and feedback from 
various sectors over the last 20 days, and on my assumption that the 
government is planning to replace only part of the currency that it has 
withdrawn from circulation (ie forcing the country to move to a “cashless” 
economy) I feel that the following is the most probable scenario based on the 
facts on hand. 
 
Short Term Impact (2-3 months) 
 
The removal of 86% of the currency in circulation in one shot has reduced the 
money supply in the country drastically. 
 
This huge reduction in money supply will result in a significant drop in demand 
over the next 2 to 3 months as people ration their available currency notes. 
 
This drop in demand was the highest immediately after November 8th and will 
reduce linearly as new currency notes are pumped back into the economy. 
 
Demand will stabilise once a sufficient quantity of currency notes are pumped 
back into the economy. 
 
Sufficient quantity means the currency required for normal transactions and 
does not mean the entire quantity that has been demonetized. 
 
I feel that the government believes that replacing around 50% of the total 
amount that was demonetized will be sufficient to stabilize demand in the 
economy. 
 
Demonetization will also cause a significant drop in the income of casual/daily 
workers over the next 2 to 3 months who are mainly paid in cash, as their 
employers reduce their spending due to currency shortages. 
 
There will also be a significant loss in productivity in the economy over the 
next 2 to 3 months as most people will be forced to spend time queuing at 
banks and ATM’s to deposit and replace their old currency notes, and 



withdraw cash as required. 
 
Essential sectors like healthcare and Fmcg have been affected the least (they 
have seen a maximum sale drop of around 10-30%) and will fully recover 
within 2 to 3 months, while discretionary sectors like consumer durables, 
automobiles etc have seen a maximum sale drop of around 30-80% and will 
take at least a year to recover. 
 
Sectors dependent on black money for a significant portion of demand like 
real estate and gold will be affected the most and may not recover to previous 
levels for some time. 
 
The real estate sector will move back to normal levels only after a significant 
price reduction occurs. 
 
Medium Term Impact (4 months to 1 year) 
 
Based on the speeches of the Prime Minister, it is safe to assume that the 
government is keen to reduce the cash component of the economy drastically. 
 
This would imply that the entire Rs 14 Lakh crore currency notes that have 
been demonetized would not be fully replaced. 
 
I speculate that one way of doing this would be to continue to restrict the 
amount of cash that people can withdraw from their accounts in future, even 
after 30th December 2016. 
 
The restrictions will be such that the poorest section of society, who may still 
find it difficult to access the banking system on a regular basis, will be able to 
withdraw sufficient cash for their needs. 
 
All transactions above a certain limit would have to be made through non-
cash methods, or would be treated as illegal. 
 
The government will utilise this opportunity to get people to shift to payments 
made through the banking system using cheques, RTGS, NEFT, debit cards, 
credit cards, payment gateways etc. 
 
Using the mobile phone as a bank branch is most probably the method the 
government will promote, as there are more than 1 billion mobile phone 
subscribers in India according to TRAI. 
 
In fact, there is already a backbone system in place across India, in which a 
person can send or receive money using his mobile phone linked to his bank 
account instantaneously, 7 days a week, 24 hours a day.  
 
A little known fact is that in this method called IMPS (Inter Bank Mobile 
Payment Service) no internet or smartphones are required and payments can 



be made and received through SMS -  see video link 
https://www.youtube.com/watch?v=gkuXy94V1PU&sns=em   
  
The informal sector constitutes around 40% of the economy and provides 
80% of the jobs. 
 
Shifting to a “cashless” economy will affect the informal sector the most, as 
they are the most dependent on cash transactions at present, and will find it 
most difficult to adapt. 
 
Due to demonetization, there already has been a shift in demand from the 
informal sector to the formal sector, as many people have started using their 
credit and debit cards for transactions due to the currency shortage. 
 
A significant part of this shift will be permanent, and the market share of the 
formal sector will significantly increase in the medium term. 
 
Most of the informal sector depends on credit from cooperative banks. 
 
The government strongly believes that a significant amount of black money 
wealth has been parked in cooperative banks without proper KYC norms. 
 
This has happened because currently the RBI does not have full regulatory 
control over cooperative banks. 
 
Demonetization has totally disrupted the functioning of cooperative banks as 
the RBI has not allowed them to accept or exchange old notes for the new 
currency and they will incur significant losses this year.  
 
The government will probably use this opportunity to force cooperative banks 
to come clean with the black money deposited with them, and come under the 
full control of the RBI. 
 
This will lead to many of the weaker cooperative banks closing down. 
 
These initiatives will further constrain the informal sector, as there will be a 
significant reduction in the flow of credit from cooperative banks. 
 
These issues will lead to the closure of many weak players in the informal 
sector, leading to a significant loss of jobs. 
 
Most of the employees in the informal sector who lose their jobs may not be 
able to find a replacement job in the formal sector, due to their lack of 
qualifications and skills. 
 
The GDP growth rate for the Indian economy will be severely affected over 
the next 6 to 12 months and may even contract. 
 



Long Term Impact (more than 1 year) 
 
The government believes that demonetization will cause a significant increase 
in bank deposits, as all of the money deposited by people will not be 
withdrawn and a significant part will remain in the banking system. 
 
These additional bank deposits should allow a reduction in interest rates and 
enable banks to provide additional loans to deserving sectors, which will 
stimulate the economy. 
 
Shifting to a “cashless” economy would ensure that more people and informal 
sector businesses would become credit worthy, as most of their transactions 
would now be recorded in the banking system. 
 
Such credit worthy people/businesses would be eligible for loans at lower 
interest rates from the banking system. 
 
However, this assumes that most people not in the banking system today 
would be able to shift seamlessly to the banking system and that their 
incomes and livelihoods would not be significantly affected by the shock of 
demonetization.  
 
It also assumes that most informal sector businesses would find it viable to 
continue in business after complying with all the tax and other regulations that 
they are currently avoiding. 
 
The government strongly believes that it can show a positive economic growth 
with low inflation, low interest rates, low corruption and a significantly 
truncated black economy before the next Lok Sabha elections in 2019. 
 
However, due to the various issues pointed out above, this is not a 
guaranteed outcome. 
 
If what the government believes comes to pass, the economy should fully 
recover and start growing exponentially before the 2019 elections. 
 
On the other hand, if the government has misread the situation, we will be in a 
period of low/poor growth for the next 5 to 7 years. 
 
Either way, we can be sure that the formal sector will increase its market 
share in the economy at the expense of the informal sector over the next 2 to 
3 years. 
 
Also strong players in every sector will gain at the expense of weaker players, 
many of who will close down. 
	  


