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Demonetisation
1978, the Present and the Aftermath

J Dennis Rajakumar, S L Shetty

In the context of the 
demonetisation of ̀ 500 and ̀ 1,000 
notes, the issuance of currency 
and its different denominations 
are traced over time, while also 
tracking key macroeconomic 
features of India’s changing 
economy over the decades. 
Further, the possible immediate 
and longer term economic effects 
of demonetisation are discussed.

It is now widely acknowledged that 
the public at large is suffering due to 
the 8 November announcement to 

demonetise the `500 and `1,000 notes. 
An overwhelming proportion of the pop-
ulation has been directly punished by 
this decision that aims to tackle the 
black economy. Such extreme steps are 
resorted to only in response to situations 
of hyperinfl ation or some form of fi nan-
cial crisis. No such situation exists now.

India’s previous experience with de-
monetisation was when the then President 
of India promulgated the High Denomi-
nation Bank Notes (Demonetisation) Ordi-
nance on 16 January 1978, demonetising 
the `1,000, `5,000 and `10,000 currency 
notes with the objective of eliminating 
“the possible use of such notes for fi nanc-
ing illegal transactions” (RBI 1977–78: 77). 
At that time, demonetisation received 
limited public attention and had little 
impact on the daily lives of people. High 
denomination notes demonetised then, 
formed just a minuscule fraction—about 
0.6%—of the total currency in circulation 
(Table 1, p 14). Further, the demonetised 
notes were of signifi cantly high value, 
having little use for common people. 
The current situation is different, the 
demonetised `500 and `1,000 notes 
constitute over 85% of total notes in 
circulation by value. 

The authorities, in 1978, seemed to have 
been prompted to act against the hold-
ings of high denomination notes due to 
quantum jumps in such currency holdings 
in 1975–76 and 1976–77 (Table 1). After the 
1978 demonetisation, ̀ 100 notes remained 
the highest denomination in circulation 
for about a decade. In October 1987, the 
Reserve Bank India (RBI) issued `500 
banknotes, apparently with a view to 
meeting higher transaction needs arising 
from infl ation. Later, the ̀ 1,000 note was 
reintroduced in November 2000. 

There is another aspect of the 1978 
experience that needs to be noted. A large 
portion—45% of the high denomination 
notes in circulation or about 53% of the 
high denomination notes tendered for con-
version—were with banks and govern-
ment treasuries and not with the public 
(Table 2, p 14). This time, however, only 
`96,080 crore or just about 5% of the total 
notes in circulation were with banks 
and government treasuries. In the fi rst 
week of November 2016, when the current 
demonetisation took place, about 95% of 
such currencies were with the public.1

Another fundamental difference be-
tween the 1978 measure and the current 
one relates to the motivation behind 
the actions taken. The reason this time, 
according to the RBI, is that there has 
been an increased incidence of fake notes 
in higher denominations, and that these 
notes are used by terrorists and by those 
hoarding black money (RBI 2016c).

However, the RBI’s recent annual 
reports have shown how counterfeit notes 
detected in the banking system (excluding 
counterfeit notes seized by the police and 
other enforcement agencies) have been ris-
ing, but not alarmingly. Counterfeit notes 
have generally constituted less than or 
around 0.002% of the notes in circulation.2 

In accordance with international prac-
tice, the process of withdrawal of old notes, 
of the pre-2005 series in India, began in 
May 2013, but “in phases to preclude any 
inconvenience to the public” (RBI 2016a: 
92). While such notes remained legal 
tender, the facility for their exchange 
remains available only at RBI offi ces. This 
was done in a routine manner through 
banks. Initially, the exchange window was 
made available till January 2015, with RBI 
taking utmost care not to cause inconveni-
ence to the public. “Banks were sensitised 
to ensure the withdrawal in a smooth 
and non-disruptive manner without 
causing any inconvenience to the public” 
(RBI 2014: 108). The exchange facility 
was however extended till December 2015 
“to ensure withdrawal of the remaining 
pre-2005 old design banknotes with least 
inconvenience to members of the public” 
(RBI 2015: 110). The principle of indirect 
demonetisation is thus achieved through 
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gradual withdrawal of specifi c older series 
of notes. This seems to have brought, 
among other things, some reductions in 
the detection of counterfeit notes during 
2012–13 and 2013–14 (RBI 2014: 109).

Currency Holdings since 2001–02

Phenomenal changes have taken place 
in the economy during the past decade 
and a half. There has been considerable 
diversifi cation in favour of services sector 
in total gross domestic product (GDP), 
which obviously absorbs higher amounts 
of currency. Liberal economic policies 
included sizeable reductions in marginal 
tax rates, impetus for trade, easing of con-
trols on foreign direct investment, as also 
portfolio investment in share markets, 
liberalisation of commodity trading, and 
opening up of large numbers of organised 
retail outlets. All of these have created a 

liberal economic environment which has 
given impetus to people to hold large 
amounts of cash. Over time, due to persis-
tence of infl ation, the value of the rupee 
has also eroded.

In such an environment, the authorities 
responded by reintroducing high denomi-
nation notes for ease of trade and general 
economic activities. Until the introduction 

of ̀ 500 notes in October 1987 and reintro-
duction of `1,000 notes in November 
2000, `50 and `100 notes had held sway 
(Table 1). In 2000–01 about 65% of the 
notes in circulation were in the form of 
`50 and ̀ 100 notes and by 2015–16, their 
share dwindled to just about 10%. The 
`500 and `1,000 notes have increased in 
share: `500 notes from about 25% in 

Table 1: Issue of Bank Notes   (` billion)
 Denomination of Bank Notes Total (Includes All HD Notes
Year `50 `100 `500  `1,000  `5,000 `10,000 Denominations)  

1970–71    –  22.1  –  0.450  0.215  0.010  42.2  0.7 

1971–72    –  24.8 (12.3) –  0.360 (-20.0) 0.197 (-8.6) 0.137 (1293.9 40.4 (-4.3) 0.7 (2.7)

1972–73    –  28.5 (14.7) –  0.430 (19.4) 0.190 (-3.5) 0.100 (-26.8) 106.2 (163.1) 0.7 (3.8)

1973–74    –  32.2 (12.9) –  0.350 (-18.6) 0.250 (31.6) 0.260 (160.1) 281.1 (164.8) 0.9 (19.5)

1974–75    –  32.9 (2.1) –  0.350 (0.0) 0.240 (-4.0) 0.216 (-17.1) 40.8 (-85.5) 0.8 (-6.3)

1975–76    0.9  34.2 (4.2) –  0.880 (151.4) 0.230 (-4.2) 0.013 (-94.2) 345.4 (747.5) 1.1 (39.3)

1976–77    7.3 (753.5) 37.3 (8.9) –  1.050 (19.3) 0.180 (-21.7) 0.239 (1793.7) 884.1 (156.0)  1.469  (30.8)

1977–78    10.0 (35.6) 43.0 (15.5) –  0.550 (-47.6) 0.180 (0.0) 0.001 (-099.5) 129.0 (-85.4) 0.7311 (-50.2)

2000–01    328.2  1,081.4  529.5  37.2  –  –  2,124.6  566.7 

2001–02    356.0 (8.5) 1,180.4 (9.2) 685.1 (29.4) 71.8 (93.0) –  –  2,673.7 (25.8) 756.9 (33.6)

2002–03    351.9 (-1.2) 1,153.9 (-2.2) 938.1 (36.9) 159.7 (122.5) –  –  3,033.8 (13.5) 1,097.8 (45.0)

2003–04    330.3 (-6.1) 1,214.4 (5.2) 1,229.4 (31.0) 274.7 (72.0) –  –  3,341.6 (10.1) 1,504.1 (37.0)

2004–05    299.4 (-9.3) 1,232.8 (1.5) 1,527.3 (24.2) 420.8 (53.2) –  –  3,647.2 (9.1) 1,948.1 (29.5)

2005–06    278.4 (-7.0) 1,346.4 (9.2) 1,823.3 (19.4) 643.5 (52.9) –  –  4,284.3 (17.5) 2,466.8 (26.6)

2006–07    279.5 (0.4) 1,354.4 (0.6) 2,254.0 (23.6) 936.8 (45.6) –  –  5,042.5 (17.7) 3,190.8 (29.3)

2007–08    265.1 (-5.2) 1,345.8 (-0.6) 2,631.1 (16.7) 1,412.2 (50.8) –  –  5,960.6 (18.2) 4,043.3 (26.7)

2008–09    244.4 (-7.8) 1,370.3 (1.8) 3,083.0 (17.2) 1,917.8 (35.8) –  –  6,908.3 (15.9) 5,000.9 (23.7)

2009–10    210.6 (-13.8) 1,383.6 (1.0) 3,644.8 (18.2) 2,382.5 (24.2) –  –  7,973.9 (15.4) 6,027.3 (20.5)

2010–11    159.8 (-24.1) 1,402.4 (1.4) 4,453.1 (22.2) 3,027.1 (27.1) –  –  9,504.4 (19.2) 7,480.2 (24.1)

2011–12    174.4 (9.1) 1,411.9 (0.7) 5,128.1 (15.2) 3,468.8 (14.6) –  –  10,598.3 (11.5) 8,596.9 (14.9)

2012–13    173.1 (-0.8) 1,442.1 (2.1) 5,359.5 (4.5) 4,299.0 (23.9) –  –  11,696.6 (10.4) 9,658.5 (12.3)

2013–14    172.4 (-0.4) 1,476.5 (2.4) 5,702.5 (6.4) 5,081.4 (18.2) –  –  12,875.8 (10.1) 10,783.9 (11.7)

2014–15    174.4 (1.1) 1,502.7 (1.8) 6,563.9 (15.1) 5,612.5 (10.5) –  –  14,332.7 (11.3) 12,176.4 (12.9)

2015–16 194.5 (11.6) 1,577.8 (5.0) 7,853.8 (19.7) 6,325.7 (12.7) –  –  16,482.8 (15.0) 14,179.4 (16.5)

As % to total                
 1970–71    –  52.4  –  1.1  0.5  0.0  100.0  1.6 

 1977–78    7.7  33.3  –  0.4  0.1  0.0  100.0  0.6 

 2000–01    15.4  50.9  24.9  1.8  –  –  100.0  26.7 

 2010–11    1.7  14.8  46.9  31.8  –  –  100.0  78.7 

 2011–12    1.6  13.3  48.4  32.7  –  –  100.0  81.1 

 2012–13    1.5  12.3  45.8  36.8  –  –  100.0  82.6 

 2013–14    1.3  11.5  44.3  39.5  –  –  100.0  83.8 

 2014–15    1.2  10.5  45.8  39.2  –  –  100.0  85.0 

 2015–16 1.2  9.6  47.6  38.4  –  –  100.0  86.0 

HD notes refers to high denomination notes of ̀ 500 and above.        
Figures in paranthesis are annual percentage change.
Source: Based on data extracted from Reserve Bank of India (2016b), Handbook of Statistics on Indian Economy 2015–16. 

Table 2: Profile of 1978 Demonetisation   
 Total Notes as on Note Tendered Amount Passed Col (2) as %  Col (3) as % 
 16  January 1978   for Conversion   for Exchange of Col (1) of Col (1)
 (` crore) to RBI       for Lower 
  (` crore) Denomination    
    (` crore)  
 (1) (2) (3) (4) (5)

Total value of HD notes 145.42 124.45 116.31 85.6 80.0

Of which held by:   
 (1) Banks and government treasuries 64.94 64.94 61.24 100.0 94.3

 (2) Public 80.48 59.51 55.07 73.9 68.4

Public as % of total 55.3 47.8 47.3 

HD notes refer to high denomination notes comprising ̀ 1,000, ̀ 5,000 and ̀ 10,000. Cols (2) and (3) are based on notes 
tendered for conversion to the Reserve Bank of India, as on 30 June 1978.    
Source: Reserve Bank of India, Annual Report 1977–78, p 38.
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2000–01 to 47% in 2015–16, and `1,000 
notes which were issued in 2000–01 
grew to 38% in 2015–16. Thus, the two 
together accounted for as much as 86% 
of the total notes in circulation, which 
showed that transactions in India have 
been preponderantly through these two 
denominations. 

Currency and GDP Growth 

A comparison of the growth of note 
issuances with other macroeconomic 
indicators such as growth rate of GDP at 
market price and the infl ation rate pro-
duces interesting results (Table 3). 

First, the rate of increase in high de-
nomination notes outpaced the increase 
of total bank notes throughout the post-
independence period. Second, the annual 
growth rates in total currency as well as 
those in high denomination notes have 
been much higher than the nominal GDP 
growth (which could be partly due to 
monetisation). For instance, the annual 
average of high denomination notes 
growth during the eight-year period from 
2005–06 to 2012–13 worked out to 22.2%, 
which has been much higher than the 
average annual GDP growth of 15.3% in 
nominal terms. Even the average growth 
of total currency issues at 15.8% has been 
somewhat higher than the average GDP 
growth. This was as per the 2004–05 
series of GDP estimates. According to the 
2011–12 GDP series, high denomination 
notes grew at 12.3% in 2012–13, which 
was 0.9 times of the GDP growth rate. By 
2015–16, high denomination notes grew 
at 16.5%, surpassing the GDP growth rate 
of 8.7%, that is, 1.9 times higher. A similar 
trend is noticed when we compare growth 
of issue of bank notes to GDP growth rate 
(Figure 1). Increase in the issue of high 
denomination notes and total bank notes 
have taken place in spite of lower order 
of infl ation rate during the last few years. 

Normally, the impetus for currency ex-
pansion comes from high infl ation.

High Cash and Demand Deposits

Has the phenomenal rise in the issue 
of bank notes, particularly high denomi-
nation notes, altered the behaviour of 
money supply in the economy? In India, 
both narrow (M1) and broad money (M3) 
concepts are used. M1 consists of currency 
with the public, demand deposits, and 
other deposits with the RBI, while M3 

additionally includes time deposits. M1 
has expanded during the last few years 
essentially due to sizeable increases in 
currency with the public, while demand 
deposits have grown at high rates in some 
years (Table 4). M3 mostly comprises 
time deposits, a little over three-fourths, 
though a marginal reduction is seen dur-
ing the last two years. Amongst the 
components of M1, currency with public 
is the primary one. Although the ratio of 
currency with public to M3 (also known 

Table 3: Growth Rate of Bank Notes, HD Notes, GDP and Inflation Rates
 HD Notes Total Bank Notes GDP GDP GDP Deflator WPI New CPI
   (Current) (Constant) Growth  (Combined)

GDP 2004–05 series
 2005–06    26.6 16.8 13.9 9.3 4.2 4.5 

 2006–07    29.3 17.6 16.3 9.3 6.4 6.6 

 2007–08    26.7 17.2 16.1 9.8 5.8 4.7 

 2008–09    23.7 17.1 12.9 3.9 8.7 8.1 

 2009–10    20.5 15.7 15.1 8.5 6.1 3.8 

 2010–11    24.1 18.7 20.2 10.3 9.0 9.6 

 2011–12    14.9 12.5 15.7 6.6 10.5 8.9 

 2012–13    12.3 10.6 12.2 4.7 5.3 7.4 10.1

GDP 2011–12 series
 2012–13    12.3 10.6 13.9 5.6 7.9 7.4 10.1

 2013–14    11.7 10.2 13.3 6.6 6.2 6.0 9.3

 2014–15    12.9 11.4 10.8 7.2 3.3 2.0 5.9

 2015–16 16.5 14.9 8.7 7.6 1.1 -2.5 4.9

HD notes refers to high denomination notes of ̀ 500 and above; GDP refers to gross domestic product at market price.
Source: Based on data extracted from Reserve Bank of India (2016b), Handbook of Statistics on Indian Economy 2015–16. 

Figure 1: Currency Notes, GDP Growth and 
Inflation Rate (%)
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Table 4: Movements in Money Supply and Its Components (Outstanding in ̀  crore)
 Currency Demand Other Deposits M1 Time Deposits M3
 with Public Deposits with RBI  

Outstanding as on March 31 (in ̀  crore)
 2006 3,56,314  2,86,998  6,454  6,49,766  15,95,887  22,45,653 

 2016 15,98,095  9,97,021  15,451  9,97,021  90,43,773  19,94,042 

Absolute variations (in `crore) 
 2005–06    55,810 (15.7) 1,20,425 (42.0) 389 (6.0) 1,76,624 (27.2) 2,97,217 (18.6) 4,73,841 (21.1)

 2006–07    70,730 (17.2) 70,181 (17.2) 624 (9.1) 1,41,535 (17.1) 4,49,009 (23.7) 5,90,544 (21.7)

 2007–08    85,556 (17.7) 1,00,768 (21.1) 1,560 (20.9) 1,87,884 (19.4) 5,19,933 (22.2) 7,07,817 (21.4)

 2008–09    97,040 (17.1) 10,316 (1.8) -3,494 (-38.7) 1,03,862 (9.0) 6,73,059 (23.5) 7,76,921 (19.3)

 2009–10    1,02,042 (15.3) 1,29,282 (22.0) -1,727 (-31.2) 2,29,597 (18.2) 5,78,325 (16.4) 8,07,922 (16.9)

 2010–11    1,44,344 (18.8) 4,886 (0.7) -153 (-4.0) 1,49,077 (10.0) 7,52,341 (18.3) 9,01,418 (16.1)

 2011–12    1,11,834 (12.3) -11,954 (-1.7) -831 (-22.7) 99,049 (6.0) 7,81,666 (16.1) 8,80,715 (13.5)

 2012–13    1,17,391 (11.5) 42,323 (6.0) 418 (14.8) 1,60,132 (9.2) 8,44,856 (15.0) 10,04,988 (13.6)

 2013–14    1,04,758 (9.2) 58,753 (7.8) -1,275 (-39.4) 1,62,236 (8.5) 9,65,331 (14.9) 11,27,567 (13.4)

 2014–15    1,40,363 (11.3) 79,654 (9.8) 12,625 (642.5) 2,32,642 (11.3) 8,00,140 (10.7) 10,32,782 (10.9)

 2015–16 2,11,913 (15.3) 1,05,389 (11.8) 861 (5.9) 3,18,163 (13.9) 7,86,009 (9.5) 11,04,172 (10.5)

Variations: As % to M3
 2005–06    11.8  25.4  0.1  37.3  62.7  100

 2006–07    12.0  11.9  0.1  24.0  76.0  100 

 2007–08    12.1  14.2  0.2  26.5  73.5  100 

 2008–09    12.5  1.3  -0.4  13.4  86.6  100 

 2009–10    12.6  16.0  -0.2  28.4  71.6  100 

 2010–11    16.0  0.5  0.0  16.5  83.5  100 

 2011–12    12.7  -1.4  -0.1  11.2  88.8  100 

 2012–13    11.7  4.2  0.0  15.9  84.1  100 

 2013–14    9.3  5.2  -0.1  14.4  85.6  100 

 2014–15    13.6  7.7  1.2  22.5  77.5  100 

 2015–16 19.2  9.5  0.1  28.8  71.2  100 

Figures in paranthesis are percentage variations.
Source: Based on data extracted from Reserve Bank of India (2016b), Handbook of Statistics on Indian Economy 2015–16.
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as currency ratio) has been declining over 
the years, except in the last two years, 
demand deposits as a ratio has remained 
nearly the same. The percentage varia-
tion of M1 was higher than that of M3 in 
recent times due to sluggish growth in 
time deposits. In the overall expansion 
of M3, the share of M1 has doubled from 
14.4% in 2013–14 to 28.8% in 2015–16, 
with simultaneous reduction in the share 
of time deposits. Within M1, the share of 
currency with the public has gone up 
from 9.3% to 19.2%, and demand deposits 
went up from 5.2% to 9.5% between 
2013–14 and 2015–16. Thus, the bulk of 
increase in money supply (that is, liquidity 
generated) during these years is attri-
butable to the huge rise in currency with 
the public and demand deposits.

Falling Velocity of Money

The income velocity of money is normally 
measured as a ratio of nominal GDP to 
money supply.3 The view that issue of bank 
notes were done to meet the transaction 
motive of money can be well examined 
if we observe a rise in GDP to currency 
(Table 5). The income velocity of currency 
has marginally come down from 9.63 in 
2004–05 to 9.08 in 2009–10, but this has 
gone up to 9.32 in 2012–13. This observed 
trend is based on GDP as per 2004–05 
series. Considering GDP 2011–12 series, it 
is seen that income velocity of currency 
has marginally risen from 9.02 in 2011–12 
to 9.44 in 2013–14, only to decline to 9.21 

in 2015–16. A near similar trend is wit-
nessed in the ratio of GDP to demand 
deposits as well. Overall, the GDP-to-M3 
ratio has consistently fallen from 1.26 in 
2013–14 to 1.22 in 2015–16. In view of a 
larger rise in the money supply relative 
to GDP growth, the income velocity has 
declined. Reduction in income velocity has 
also occurred at a time when the infl ation 
rate has been slowing. But the behavioural 
change demonstrated by the velocity has 
been largely explained by income velocity 
of currency and demand deposits. 

Does the increased use of currency re-
fl ect the failure of electronic payments to 
expand? As per RBI data, retail electronic 
payments as a percentage of nominal 
GDP have risen only nominally; it fell 
from 127.5% in 2013–14 to 123.4% in 
2014–15 and then increased to 130.9% in 
2015–16.4 It thus explains the persistence 
of relatively higher growth in bank notes 
and high denomination notes in the last 
two years. We may attribute this to the 
public’s propensity to treat money also 
as a store of value, apart from being a 
medium of exchange. What is more, these 
are years in which infl ation rate was lower 
than earlier years and hence the public 
would have viewed minimum erosion in 
the value of money, which in turn would 
have increased their propensity to view 
currency as a store of value. That alone 
does not justify demonetisation unless 
such currency holdings are largely illegal 
or have large unaccounted sources.

Expected Outcomes

Whether demonetisation this time will 
achieve its stated purpose can be under-
stood only when more statistics become 
available. The extent of demonetised 
high denomination currency that fi nally 
fails to be exchanged for new notes or be 
deposi ted in banks will be an important 
indicator.

Economic consequences of the demon-
etisation measure have many dimensions. 
Short-term can be further divided into 
two parts: disruptions in the lives and 
day-to-day activities of people, and the 
shock leading to contractions in consump-
tion, trading and household incomes. 
Savings are unlikely to be affected as 
currency holdings will be converted 
into bank deposits, though no doubt 

such actions will have medium-term im-
plications, particularly on interest rates. 

The tremors that demonetisation has 
sent across the economy were clearly 
visible in the course of last many days with 
trading activities crumbling. One may 
treat this as a shock. But this has to be 
absorbed to prevent it from precipitating 
further crisis. The shock absorbers include 
stepping up private and public invest-
ment, and global demand for domesti-
cally produc ed goods.

The interest rates are expected to go 
down due to a surfeit of liquidity in the 
banking system with the public depositing 
high denomination notes and withdraw-
ing only limited amounts. This is very 
unlikely to boost private investment as 
fi rms anyway would have excess capacity. 
Global demand cannot be expected to 
drive domestic production and employ-
ment as the global economy still trails. 
Demand for imported goods can go 
down due to depressed price situation 
and want of liquidity in the market. This 
can make the dollar cheaper (or rupee 
stronger) which will further weaken ex-
port competitiveness (unless of course 
the demand for the dollar increases due 
to other reasons). 

Based on the prediction of money 
market equilibrium models, we know 
that any inward shift in the money supply 
curve (which demonetisation can easily 
do) will put pressure on the interest rate, 
if there is no discernible shift in the 
money demand curve. Due to the incon-
venience caused and for want of currency 
for transaction purposes, the money 
demand curve could shift downward, 
thus leaving interest rates unaffected, 
but having adverse effects on the level of 
output. In other words, withdrawal of 
high denomination notes will certainly 
have a short-term impact on market 
transactions and hence output level in 
the economy. That is, aggregate demand 
in the economy gets adversely impacted 
in the short run, which perforce implies 
that the price level in the economy 
would go down in the next few months 
(if refl ation is not a public policy choice). 
If aggregate demand falls due to reduc-
tion in money supply with a simultane-
ous fall in prices, inventories will build 
up, which fi rms may not want due to the 

Table 5: Income Velocity of Money and 
Its Components 
 GDP/  GDP /  GDP/M1 GDP/  GDP/M3
 Currency Demand  Time
  Deposits  Deposits  

GDP 2004–05 series
 2004–05   9.63 12.51 5.40 2.13 1.53

 2005–06   9.59 11.31 5.15 2.12 1.50

 2006–07   9.52 10.69 5.00 2.05 1.46

 2007–08   9.64 10.58 5.01 1.91 1.38

 2008–09   9.16 10.85 4.94 1.76 1.30

 2009–10   9.08 10.77 4.91 1.68 1.25

 2010–11   9.15 11.34 5.05 1.74 1.29

 2011–12   9.30 13.65 5.52 1.69 1.29

 2012–13   9.32 14.47 5.66 1.65 1.28

GDP 2012 series
 2011–12   9.02 13.23 5.36 1.64 1.25

 2012–13   9.17 14.24 5.57 1.63 1.26

 2013–14   9.44 14.84 5.76 1.60 1.26

 2014–15   9.47 14.87 5.77 1.58 1.24

 2015–16 9.21 14.74 5.63 1.56 1.22

Worked out using money supply (average for financial year).
Source: Based on data extracted from Reserve Bank of India 
(2016b), Handbook of Statistics on Indian Economy 2015–16.
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opportunity costs involved, and this can 
eventually impact production. Adjust-
ments in outsourcing fi rms, and small and 
medium enterprises would be exposed 
to a higher order of demand risk affect-
ing employment in that segment. Thus, 
the short-term impact could have far-
reaching consequences. Conceding to 
this line of reasoning would mean that 
the recent demonetisation has clearly 
set a stage for an economic crisis that is 
sure to affect the economy unless public 
spending increases. 

Increasing public spending is perhaps 
doable in the current scenario. Currency 
notes issued are liabilities of the RBI, and 
to the extent demonetised notes do not 
get surrendered, the liabilities of RBI 
could be expected to go down unless 
these liabilities are not extinguished.5 If 
such liabilities are extinguished, the most 
likely result would be a corresponding 
addition to RBI’s accrued income as part 
of “other liabilities and provisions” on 
the liabilities side to begin with. As per 
practice and statute, such surplus income 
eventually becomes part of the annual 
transfer to the central government. Hence, 
it could augment the government’s 
revenue. Given this expected improve-
ment in the fi scal position arising from 
demonetisation, public spending may 
be viewed as the sole shock absorber.

Public Policy and Public Pain 

Studies on corruption practices in India 
have shown that the system of bribes, 
underhand dealings and use of dubious 
means to get things done, are rampant. 
These practices, it cannot be denied, are 
all pervasive. The abundant supply of 
`2,000 notes, a poorly thought-out move, 
will gravitate towards those interested 
in unaccounted transactions, once again 
encouraging illegal transactions. 

The malaise of unaccounted transac-
tion ought to have been addressed at its 
root, that is, by closely examining high 
value transactions to uncover their sources 
of fi nancing; for instance by raiding real 
estate and jewellery sector operators. It 
is not for nothing that a study by the 
World Bank staff has placed India at the 
top of emerging market economies as mov-
ing the highest share of shadow economy 
in total GDP (22.2%) as compared with 

China’s 12.7% and Japan’s 11%.6 Further, 
there is a need to monitor conspicuously 
high levels of expenditure in India and 
even abroad, on marriages and other such 
extravaganzas. Besides, if any adminis-
tration is sincere about attacking the 
phenomenon of unaccounted money, it 
has to strictly regulate political party 
funding. When all these fairly straight-
forward alternatives exist, the govern-
ment machinery did not have to infl ict 
such hardships on the public. 

Notes

1  This is evident from the fact that total currencies 
with banks and government treasuries were 
worth above `96,080 crore, while the high 
denomination notes in circulation alone in 
March 2016 were of the order of ̀ 14,17,940 crore. 
Total non-public holdings of all currencies 
were then only 6.4% of high denomination 
currencies in circulation. 

2  Authors’ estimates based on data extracted from 
Table VIII.8 of RBI Annual Report 2015–16 (p 92).

3  This follows from the simple quantity theory of 
money which is expressed as M*V = P*Q; where 
M is the total money supply, V is the velocity of 
money, P is the price level and Q is the output. 
In fact, P*Q is the monetary value of goods and 
services produced in the economy, represented 
by GDP. The income velocity (V) can be worked 
out by rearranging this equation as P*Q/M. 

4  Authors’ estimates based on data extracted from 
Table IX.I of RBI Annual Report 2015-16 (p 95).

5  The RBI’s publications including relevant RBI 
history volume (RBI 2005: 450–53) make no 
reference to the treatment of those high denomi-
nation currency notes not tendered then for 
exchange. A sense that we get after a careful 
scrutiny of RBI’s Annual Reports for 1978–79 
and 1979–80, and Report on Currency and Finance 
1977–78, 1978–79, 1979–80 and 1980–81, is 
that, under the demonetisation of 1978, those 
notes which were not tendered for exchange 
were very likely not extinguished from RBI’s 
balance sheet and continued to remain with 
the public as “notes in circulation” (public in-
cluding banks and government treasuries).

6   This is the country average for the period from 
1999 to 2007. See Schneider et al (2010: 27–30).
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