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Demonetization : The Indian Episode

 Objectives → Economic + Political
 Consequences → Economic + Political
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Economic Objectives:

(a) To bring down the stock of unaccounted for cash
and cash-driven transactions once for all → Improve tax
collection by broadening the tax net → typical problem
of a developing economy → Low 𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷 𝑇𝑇𝑇𝑇𝑇𝑇

𝐺𝐺𝐷𝐷𝐺𝐺
or

𝐼𝐼𝐼𝐼𝐷𝐷𝐼𝐼𝐼𝐼𝐷𝐷 𝐷𝐷𝑇𝑇𝑇𝑇
𝑇𝑇𝐼𝐼𝐷𝐷𝑇𝑇𝑇𝑇 𝑇𝑇𝑇𝑇𝑇𝑇 𝑅𝑅𝐷𝐷𝑅𝑅𝐷𝐷𝐼𝐼𝑅𝑅𝐷𝐷

and High 𝐼𝐼𝐼𝐼𝐼𝐼𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷 𝑇𝑇𝑇𝑇𝑇𝑇
𝐺𝐺𝐷𝐷𝐺𝐺

. In India only
around 2% of total population pay income tax, around
4% file return.
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(b) Better monitoring and Governance through
bank transactions on digital platform.

(c) Monetary Shock for the Economy assuming a
good chunk of black cash wont return as white.
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Political Objectives:

Unannounced → Informal arguments, no basis to verify→ but
logical.
(a)Just prior to U.P. elections other parties could not use their

unaccounted for cash for electoral purpose.

(b) Perception of tackling ‘inequality’ → everyone is affected
but those with huge amount of black money are affected
more → social perception → in favour of the relatively
poor → some economists mentioned that the ‘corrupt’ act
of conversion from black to white are mainly paying the
poor people → that is equalizing too! Anything is fair in
Love , War and ELECTORAL POLITICS.
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It is too early to assess the consequence with
proper econometric exercise → one has to wait for
the data and information → may be in 2018-2019.

A pilot study at the CTRPFP/CSSSC [Marjit, Panda,
Das and Poddar (2017)] to capture the real-life
experiences on account of demonetization across
the different strata of society in West Bengal.
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•Impact on Production:

(a) Fall in overall economic transactions because of lack of
liquidity led to decrease in production level through two
different channel in chain effect -
 Hampering input supply (e.g. labour and capital ).
 Reducing demand.

(b) Small producers had to take recourse to distress
selling.

contd..
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(c) Medium & large producers’(possessing some
amount of collateral) production was hampered.

(d) Increasing tendency in averting risky production
activities.
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• Impact on Distribution:

Small & medium intermediaries’ sale was affected.
i) with no mkt. power they had to sell at nominal price.
ii) with some amount of mkt. power they charged high

price to compensate the income loss resulting from fall in
sale.
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•General findings and Opinions :

(a) Appearance of ‘barter economy’.

(b) Repay of loans in kind.

(c) Increase in informal interest rate and emergence of
new money lender.
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(d) Trust played an important role.
(e) Financial inclusion through Jan Dhan accounts is
being geared up by demonetization move.
(f) A large portion of unaccounted money entered
into tax net.
Implications
1. Stock of Black Cash vs. Flow of Black Money in

Future
2. Growth effects seem to be transitory, as predicted

by World Organizations.
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Let 𝑔𝑔 be the growth rate of GDP 𝑌𝑌
𝑌𝑌 = 𝑌𝑌1 + 𝑌𝑌2 𝑌𝑌1→ Informal Sector, 𝑌𝑌2 →Formal Sector
𝑑𝑑𝑌𝑌
𝑌𝑌

= 𝑔𝑔 =
𝑑𝑑𝑌𝑌1
𝑌𝑌1

.
𝑌𝑌1

𝑌𝑌1 + 𝑌𝑌2
+
𝑑𝑑𝑌𝑌2
𝑌𝑌2

.
𝑌𝑌2

𝑌𝑌1 + 𝑌𝑌2
= 𝑔𝑔1𝑠𝑠1 + 𝑔𝑔2𝑠𝑠2

If we fail to estimate part of 𝑌𝑌1 then
�𝑌𝑌 = 𝜆𝜆𝑌𝑌1+𝑌𝑌2
�𝑔𝑔 = �̃�𝑠1𝑔𝑔1+�̃�𝑠2𝑔𝑔2
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Measurement error

Δ𝑔𝑔 = �𝑔𝑔 − 𝑔𝑔 = �̃�𝑠1 − 𝑠𝑠1 𝑔𝑔1 + �̃�𝑠2 − 𝑠𝑠2 𝑔𝑔2
Now 𝑔𝑔1 < 0 , 𝑠𝑠1 ≫ �̃�𝑠1, �̃�𝑠2 ≫ 𝑠𝑠2. Deviation from true
estimate will be greater. Decline in the informal will be
underestimated and the rise in the formal is over
estimated.
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• Informal sector was affected more → but the
impact has been uneven, people immediately
looked for alternative arrangements.

•Most recent claim that formal workers will be
better off, can be contested with many existing
publications( Marjit and Kar (2011, OUP, Marjit
and Mandal (2017, Econ and Pol)) Ex Post
justifications make the policy perspective weak.
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•Political consequence probably has been positive
→ No impact on U.P. elections → Also social
perception of declining inequality can’t be
ignored.

• It is important to record a downswing in the real
estate activities.

•Un-anticipated corruption of the banking sector.
• Inability to augment money supply as most of it
returned.
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Major Problems :

One has to see whether the following is achieved in the medium
term.

1. Whether 𝐷𝐷𝐼𝐼𝐷𝐷𝐼𝐼𝐼𝐼𝐷𝐷 𝐷𝐷𝑇𝑇𝑇𝑇
𝐷𝐷𝐼𝐼𝐷𝐷𝑇𝑇𝑇𝑇 𝐷𝐷𝐷𝐷𝑅𝑅𝐷𝐷𝐼𝐼𝑅𝑅𝐷𝐷/𝐺𝐺𝐷𝐷𝐺𝐺

actually increases including a
substantial increase in the number of tax payers (not in the no. of
return file, as claimed by the Govt.)
2. It is now well recognised that there has been a massive
governance failure in the execution of the policy. Huge corruption
between a segment of bankers and black wealth holders → news
and stories all around → many would be able to skip punishment.
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3. Those who are pushed towards digital money are
mainly those who are way below the tax net → street
vendors small businessmen → will they be taxed now?
Hard to believe.
4. The data one must look for in 2018-2019 → tax
collection from fresh tax payers depends both on how
much could be illegally accommodated by the corrupt
bank officials. Greater is the latter amount, the tax effect
will be smaller.
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Updates

• Financial Times  ( London) August 8th 2017 reports
• 25% higher number of returns files in the last financial year compared 

to the earlier by the Govt. But increase in number of filings is the 
same as in 2013  , which dipped eventually.

• Direct Tax collection increases in April-June quarter 2017 , compared 
to 2016 , but Tax/GDP ratio is the same over this period.

• Real Estate sector is hit hard, people are afraid of using black money, 
also black cash needs to be disposed of quickly – a perceived Bayesian 
threat of loss, means excessive expenditure, increase in indirect tax 
revenue and inflation- these are predictions.
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5. Permanent effect on value of other assets 
which could be financed through black money. 
Though it is clear that use of digital platform must 
have been boosted by such a strategy. People are 
sceptical of large cash transactions that can be 
traced. May affect direct tax collections, but GST 
collection may increase, counter-intuitive effect.
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Thank you
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