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Demonetization
What is demonetisation?

What are the impacts of demonetisation?

When was demonetisation of high value (Rs.500 and
Rs. 1,000) currency notes was announced and the 
Prime Minister Narendra Modi gave what reasons 
for this step of demonetisation?

What is unprecedented in the demonetisation of 
currency in India?

Demonetisation refers to an economic policy where a certain currency unit ceases to be recognized
or used as a form of legal tender. In other words, a currency unit loses its legal tender status as a new
one comes into circulation. The government can take such decisions to stop the circulation of
denominatised notes or coins in the economy. The currency unit that has been demonetised is withdrawn
from circulation. During the implementation of this policy, the currency unit that has lost its status as a
legal tender is deposited with the banks or other authorized �nancial institutions and replaced with units
that still have legal tender status.

What legal procedure was adopted for this current 
demonetisation?
On November 8, the government passed a noti�cation to withdraw the `legal tender' status of all `500 and
`1000 notes under Section 26 (2) of the RBI Act. Now the next step to do away with RBI's obligation to 
exchange the bank notes will have to necessarily be done by either a new law or an amendment to the 
existing RBI Act. This law or amendment would have to specify the date till when RBI will exchange `500 
and `1,000 denomination notes. In 1978, the Morarji Desai government issued an ordinance to demonetise 
currency notes with denominations of `1,000, `5,000 and `10,000 on January 16. This ordinance became a 
law by March 1978.

How did general public su�ered after 
demonetisation?
General public su�ered the most due to demonation; there was chaos to get rid of old currency and 
geeting the new currency notes while the supply of these new notes was made late. These were long 
queues of people in front of banks and ATMs. The situation was even worse in rural areas where there were 
not enough member of bank branches and ATMs. More than 100 people died in the long queues which 
were serpentine in front of banks. In view of this chaos, withdrawal limit of cash was restricted which 
increased di�culties of people in meeting their day to day needs.

What is the meaning of the term ‘legal tender’, and 
what is its implication?
‘Legal tender’ is any form of money that the law of a country requires a creditor to accept in payment of 
buying any goods or service or settlement of a debt.   
The circulation of a note goes through two legal steps. When the RBI prints and issues a note it is called a 
'bank note'. Every bank note circulated by the RBI into the economy is called 'legal tender' and is 
guaranteed by the government. These two steps together give legal mandate to what people generally 
call a note. 
Under the law, if a person is to take a `500 or `1,000 note to RBI, the central bank is obliged to exchange it 
for other bank notes, even if it has been declassi�ed as 'legal tender’. This is provided under section 39 of 
the RBI Act. So, technically the RBI would continue to be liable to give back currency equivalent, if someone 
was to take the `500 and `1,000 note to it.
In other words, even if say black money hoarders were to destroy ` 1lakh crore worth `500 and `1,000 
denomination notes, the RBI's issue department would continue to show the amount as a liability on its 
account books. 
The method to delete this liability from the books of RBI's issue department is to somehow ensure RBI's 
obligation of exchanging these `500 and `1,000 denomination bank notes is done away with as well. That 
can only be done through a new law or an amendment to the RBI Act, as the latter, in its current shape, 
remains silent on it.

There are several economic as well as social impacts of demonetization. It can reduce in�ation,
improve the economy, and result in �nancial behavior in citizens. However, if not managed well, it may
cause a lot of economic hardships to the people. How the process is managed immensely determines its
e�ect on the economy of a country.

On November 8, 2016 the Prime Minister Narendra Modi, through an address to the nation on TV
and radio, announced the demonetisation of two high value currency notes of Rs. 1,000 and Rs. 500
which become not a legal tender from the mid-night. In his 40-minute speech, the Prime Minister said this
was being done to combat graft and terror funding. The two high-value notes accounted for nearly one-
fourth of all the notes in circulation. In value terms, however, their share was over 86%.
Pitching the decision as a much needed antidote to stamp out the menace of corruption and terror
funding he said “Black money and corruption are the biggest obstacles in eradicating poverty...Have you
ever thought how these terrorists get their money? Enemies from across the border have run their
operations using fake currency notes.”
The PM also said new notes of Rs 2,000 and Rs 500 will be introduced but those being currently held will
have to be exchanged at banks. But this is subject to limits and rules out the possibility of large exhanges
of illegal stash as these will need to be explained and accounted for.

Answer to this question has been given in the Economic Survey, 2016-47, (Vol I) as under:  

India's demonetisation is unprecedented in international economic history, in that it combined secrecy 
and suddenness amidst normal economic and political conditions. All other sudden demonetisations have 

occurred in the context of hyperin�ation, wars, political upheavals, or other extreme 
circumstances. But the Indian economy had been growing at the fastest clip in the world 
on the back of stable macroeconomics and an impressive set of reforms.
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When was the currency demonetised in India, earlier?
In January 1978, the Morarji Desai-led Janata Party government had demonetised Rs 1,000, Rs 5,000 and 
Rs 10,000 notes to curb black money. The decision then too took the public by surprise.

In brief what are the advantages and disadvantage 
of demonetisation?
Advantages:

• Getting fake currency notes out of circulation.
• Black money curbed.
• Controlling in�ation.
• Increase in tax collection.
• Moving to cashless transactions.
• Increase in bank deposits.
• Reducing illegal activities.

Disadvantages:

• Little cash in circulation making life di�cult.
• Inconvenience to public and small traders.
• Wages payment problem to labourers.
• Panic among people.
• ATMs had to be recalibrated increasing expenses of banks.
• Cost of printing new currency notes and cost of destruction of old currency.

What World Bank has said about demonetization 
in India?
In its biannual economic update in October, this year the World Bank said disruptions by demonetisation 
and the Goods and Services Tax (GST) had a�ected India's growth momentum. While the World Bank said 
growth was expected to slow to 7% in 2017 from 8.6% in 2015, the International Monetary Fund projected 
the GDP growth at 6.7% in 2017, slower than China's 6.8%. 
"While the macro-economic impact of demonetisation has been relatively limited, the distribution of costs 
is uneven as the informal economy is likely to have been hit especially hard," the World Bank said in a 
report in May, 2017. The liquidity crisis that followed demonetisation impacted the investment climate. By 
June, the economy's four growth engines, including exports and private investment, slowed down.

What did the Supreme Court say about the 
demonetisation?
The Supreme Court on December 16, 2016, decided to examine all aspects of demonetisation. The apex 
court drafted nine questions and referred them to a �ve-judge Constitution bench. It also stayed the 
hearing of all petitions related to demonetisation �led in various high courts, saying the SC alone will 
hear the petitions to avoid multiplicity of decisions.

What was the immediate impact of demonetisation?
The impacts were many; some of them clearly visible are as follows:

• Cash declined sharply making day to day activities di�cult.
• To exchange old notes for new the people lost working hours and it had a bad e�ect on their 
 productivity.
• Payments to local bodies and discoms increased because demonetised notes remained legal tender 
 for tax payments/ clearances of arrears.
• Uncertainty increased, as �rms and households were unsure of the economic impact and implications 
 for future policy, thus investment decisions and durable goods purchases were postponed resulting in 
 loss of sale for FMCG companies. 
• Private sector wealth declined, since some high denomination notes were not returned and real estate 
 prices fell.
• Digital transactions increased sharply.
• Prices declined, as wealth fell while cash shortages impeded transactions.
• Job losses, decline in farm incomes, social disruption, especially in cash-intensive sectors.
• Growth slowed, as demonetisation reduced demand (cash, private wealth), supply (reduced liquidity 
 and working capital, and disrupted supply chains), and increased uncertainty.
• Cash-intensive sectors (agriculture, real estate, jewellery were a�ected the most.

What are the dual dimensiones of cash?
These are functions of cash and the nature of cash. In terms of function, cash can be used as a medium of 
exchange (for transactions) or as a store of value like other forms of wealth such as gold and real estate. In 
terms of nature, cash can be illicit or not.
Following table shows the distinction between ‘white’ money on which tax has been paid and ‘black’ 
money on which no tax has been paid.

Functions

Transactions

Store of
Value

Black
Small enterprises pay for input or purchase of 
goods in cash; the transactions are not declared 
to tax authorities.

Businessmen hoard undeclared cash, with a view 
to distributing it to their favoured candidates 
during elections.
Black money is also used by all sections of 
society for buying luxury goods and investing in 
property.

White
Company pays salary to employees in cash; 
payment and receipt are declared to 
tax authorities. 

Household keeps savings in cash for 
emergencies.
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9 Questions to a Constitution bench: 

1. Whether the noti�cation dated November 8, 2016, is ultra vires Section 26(2) and Sections 7, 17, 
 23, 24, 29 and 42 of the Reserve Bank of India Act, 1934.
2. Does the noti�cation contravene the provisions of Article 300(A) of the Constitution?
3. Assuming the noti�cation has been validly issued under the RBI Act, 1934, whether it is ultra vires 
 Articles 14 and 19 of the Constitution.
4. Whether the limit on withdrawal of cash from the funds deposited in bank accounts has no basis in 
 law and violates Articles 14, 19 and 21.
5. Whether the implementation of the impugned noti�cation(s) su�er(s) from procedural and/or 
 substantive unreasonableness and thereby violates Articles 14 and 19 and, if so, to what e�ect.
6. In the event that Section 26(2) is held to permit demonetisation, does it su�er from excessive 
 delegation of legislative power, thereby rendering it ultra vires the Constitution? 
7. What is the scope of judicial review in matters relating to �scal and economic policy of the 
 government?
8. Whether a petition by a political party on the issues raised is maintainable under Article 32.
9. Whether district cooperative banks have been discriminated against by excluding them from 
 accepting deposits and exchanging demonetised notes.

Name the printing presses where Indian currency 
notes are printed and describe the new currency 
notes.
Currency notes are now printed at the Currency Note Press in Nashik, Bank Note Press in Dewas, Bharatiya 
Reserve Bank Note Mudran (P) Ltd at Salboni and Mysore and at the Watermark Paper Manufacturing Mill 
in Hoshangabad. 

The new `2,000 banknote has a magenta base colour, with a portrait of Mahatma Gandhi as well as the 
Ashoka Pillar Emblem in the front. The denomination also has a motif of the Mars Orbiter Mission (MOM) 
on the back, depicting the country's �rst venture into interplanetary space. The new `500 banknote has 
a stone-grey base colour with an image of the Red Fort along with the Indian �ag printed on the back. 
Both banknotes have the Swachh Bharat Abhiyan logo printed on the reverse side.

How was the day November 8, 2017, celebrated 
in the country?
The Bharatiya Janata Party celebrated the �rst anniversary of note ban as "anti-black money day", with 
Union ministers addressing press conferences in several cities and also launching signature campaigns 
that supported the Narendra Modi government's e�orts at curbing black money.
Several of the Opposition parties responded with protests to mark the day as "black day". The Congress 
and the Left parties held protests across the country. The Trinamool Congress organised protests across 
West Bengal. The Rashtriya Janata Dal held protests in Bihar, the Samajwadi Party in Uttar Pradesh and 
the Dravida Munnetra Kazhagam led Opposition protests in Tamil Nadu. Several Opposition leaders 
either wore blackbands or turned their Twitter display pictures to black.

On the �rst anniversary of note ban what bene�ts 
of demonetisation were given by the government?
In a full page advertisement in all national dailies, following bene�ts of demonetisation were 
enumerated by the government:

Decisive blow to terrorism and naxalism:
 Stone-pelting incidents in Kashmir reduced by 75%.
 Incidents of Left Wing Extremism down by more than 20%.
 7.62 lakh counterfeit notes detected.

Massive cleansing of India's financial system:
 Maze of shell companies dealing in black money and hawala transactions uncovered.
 In a surgical strike on shell companies, 2.24 lakh companies struck o� 58,000 bank accounts 
 belonging to 35,000 companies caught transacting Rs. 17,000 Crore after demonetization.

What the RBI has said about the return of banned 
notes in its annual report?
The Reserve Bank of India in its annual report, released on August 30, 2017, said it estimated that people 
had returned almost 99 per cent of the scrapped `1,000 and `500 notes after demonetization. The RBI also 
said the face value of fake high-value notes was minuscule at `41 crore. 
The central bank said people had returned `15.28 lakh crore of the `15.44 lakh crore banned currency, or 
98.96 per cent of the scrapped `500 and `1,000 notes, to the banking system.
The old notes came to the RBI either directly or from bank branches and post o�ces through the currency 
chest mechanism.
According to RBI, the volume of cash in the system has come down by 17%. Total currency in circulation 
fell from `17.77 trillion on 8 November to `14.75 trillion on 4 August, according to the �nance ministry. The 
invalidation also resulted in an increase in digital transactions. 
In a note, the �nance ministry said that demonetisation had seen the number of digital transactions 
increase 56% between October 2016 and May, to 1.1 billion. The ministry’s note added that 
demonetisation had resulted in a 24.5% increase in the number of income tax returns �led till August 5. 
RBI detected 762,072 fake notes compared to 632,926 pieces a year ago. However, the total value of these 
fake currency notes amounts to a meagre `41 crore.
RBI's report also sheds further light on other aspects of the demonetisation move such as its costs. The 
cumulative e�ect of the decrease in income and increase in expenditure e�ectively halved RBI's net 
pro�t to `30,663 crore from `65,880 crore a year ago. The central bank transferred almost its entire 
pro�t to the government.
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Which businesses or industries are seen to use 
shell companies more often?
The use and abuse of shell companies are most visible in sectors such as real estate, trading and 
infrastructure. Most large business groups have several inactive investment companies. The 
highest number of such companies may be found in real estate groups.

What the Press says about these bene�ts of 
demonetisation as claimed by the government?
This issue has been well explained in an editorial in the Business Standard, dated November 7, 2017. 
Following are the extracts from the editorial:
The problem is that many of these so-called gains have come at a huge cost, raising a question about the 
desirability of the decision, not to mention the botched execution that in�icted enormous hardship on 
millions, delayed remonetisation, regularly shifting goalposts and almost daily changes in rules. For 
instance, it is now evident that the Indian economy, especially the informal sector, which was mostly 
dependent on cash, received a massive jolt. As reporting from across the country has shown, the informal 
economy was grievously wounded by the sudden monetary vacuum. Even a year on, many small and 
medium businesses are struggling, and the additional disruption due to the introduction of the goods 
and services tax in July has made things worse. The fact is data on GDP growth, which plummeted to 6.1 
and 5.7 per cent, respectively, in the �rst two quarters of 2017, barely capture the decline of economic 
activity in the informal economy. 
The question is whether the government could have achieved all its stated goals - from greater 
digitisation to less cash use to newer currency notes and attacking black money - without the massive 
disruption to the economy. The government also clearly underestimated the speed and �exibility of 
methods of money laundering, which is clear from revelations that suspected shell companies deposited 
and withdrew `17,000 crore in the days after the note ban. One company, which had a negative 
balance before demonetisation, transacted `2,484 crore within a few days after November 8, 2016. 
Finally, the decision to go ahead with demonetisation despite the Reserve Bank of India advising against 
it does not re�ect well on the government's ability to choose economic policy instruments.

After the demonetization, cash become scare and it led to create a less cash economy through e-payments 
known as digitalization. Previously this trend was not popular in the country, and there are many reasons 
for this situation. Cash has many advantages: it is convenient, accepted everywhere, and its use is costless 
for ordinary people, though not of course for society at large. Cash transactions are also anonymous, 
helping to preserve privacy, which is a virtue as long as the transactions are not illicit or designed to 
evade taxation. 
In contrast, digital transactions face signi�cant impediments. They require special equipment, cellphones 
for customers and Point-Of-Sale (POS) machines for merchants, which will only work if there is internet 
connectivity. They are also costly to users, since e-payment �rms need to recoup their costs by imposing 
charges on customers, merchants, or both. The digitisation trend became popular because of a large cell 
phone ownership. 

What is digital economy as compared to cash 
economy?

India’s highest ever unearthing of black money:
 0.00011% of India's population deposited almost 33% of total cash in the country.
 17.73 lakh cases where cash transactions did not match tax pro�le.
 Cash deposits of Rs 3.68 lakh crore in 23.22 lakh accounts under suspicion.
 High denomination notes brought down by about Rs 6 lakh crore.

Big push towards formalisation, better jobs for the poor:
 Direct transfer of salary into bank accounts of workers.
 1.01 crore employees enrolled with EPFO.
 1.3 crore workers registered with ESIC thus bringing social security and health bene�ts to them.

Unprecedented increase in tax compliance due to demonetisation: 
 New tax payers increased by 26.6% from 66.53 Lakh in 2015-16 to 84.21 Lakh in 2016-17.
 Number of e-returns �led increased by 27.95% from 2.35 crore in 2016-17 crore to 3.01 
 crore in 2017-18.

Cleaner economy for the nation through ‘Less Cash’ behavioural shift:
 In August 2017, number of digital transactions stands at 138 Crore against 87 Crore in 
 August 2016, an increase of 58%.
 From having a total of 15.11 lakh POS machines till demonetisation, more than 13 lakh 
 POS machines were added just in 1 year.
 People have got multiple bene�ts from demonetsation  like reduced rate of interest for 
 loans, decrease in real estate prices, increased income of urban local bodies, etc

What are shell companies? 
Shell companies are typically corporate entities; but they do not have any active business operations 
or signi�cant assets in their possession. The government views them with suspicion as some of them 
could be used for money laundering, tax evasion and other illegal activities.
The Companies Act, 2013 has not de�ned a 'shell company' and what kind of activities would lead to 
a company being termed a 'shell'.  
In India, there is no speci�c law regarding "shell companies." However, some laws help, to an extent, 
in curbing illegal activities such as money laundering and can indirectly be used to target shell 
companies — Benami Transaction (Prohibition) Amendment Act 2016; The Prevention of Money 
Laundering Act 2002 and The Companies Act, 2013.

Through which activities are shell companies 
identi�ed?
• Transactions without business or economic rationale.
• Unusual transaction patterns.
• Large cash deposits and withdrawals.
• Large o�-market transactions. 
• Large volume of transactions in previously dormant accounts. 
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What did the Government do to facilitate 
e-payments?
Prime Minister launched the mobile application for Aadhaar-based payments through the Bharat 
Interface for Money (BHIM)app for merchants, in Nagpur on April 14. 
The new service allows customers to make purchases using their Aadhaar numbers linked to their 
bank accounts. The transaction requires a customer's �ngerprint for authentication. 
BHIM is a smart mobile phone-based app, based on Uni�ed Payments Interface (UPI) that allows simple, 
easy and quick payment transactions.
BHIM Aadhaar would be applicable for retail merchants only and not for corporate merchants.
Earlier, on February 20, 2017, in a bid to make digital payments to merchants cheaper, the National 
Payments Corporation of India (NPCI), Visa Inc. and Mastercard Inc launched the world's �rst nationwide 
interoperable payments service,  BharatQR which is part of an e�ort to promote cashless payments 
and transform India into a less-cash economy following the demonetisation of high-value currency 
notes in November.
It has the same back-end technology as debit and credit cards do. Instead of swiping a card, the 
customers can simply make payments by scanning the QR code and entering the transaction 
amount. The amount gets transferred from bank accounts.

What does the Economic Survey (Part II) say about 
the current status of India’s economy?
The second volume of the government's economic report card tabled in Parliament on August 11, 
2017, estimated that compared to the normal growth trajectory, the cash in the system was 20% 
lower, and the sudden move had also resulted in a shift to electronic and plastic payment tools. On 
the assumption that the process of remonetisation is complete, the Survey pointed out that cash as 
a share of both GDP and money supply has decreased. 
Separating the impact of demonetisation on tax compliance, the Survey concluded that as many as 
5.4 lakh tax payers, or 1% of all individual taxpayers, came on board. But, its impact in terms of tax 
collections was muted. This is because the average income of the new taxpayer was Rs 2.7 lakh, an 
income level which represents a modest increase over the tax threshold of Rs 2.5 lakh. addition to 
the reported tax income was about Rs 10,600 crore.

Compare the reaction of people after demonetisation 
in India and Venezuela.
Narendra Modi of India and Nicolas Maduro of Venezuela will both be remembered for embarking on 
audacious campaigns aimed at demonetisation of their large denomination currencies. India is the 
largest democracy in the world while Venezuela is socialist, but for all purposes fairly autocratic. Hence 
the demonetisation exercise has been carried out in two di�erent kinds of regimes.
India went in for this move on November 8 with almost immediate e�ect though several took advantage 
of having access to old notes till midnight. In the case of Venezuela it was announced on December 11, 
and was to kick in after 72 hours with the exchange window being kept open for 10 days. However, like 
in India, the supply of new notes did not keep pace with the demand. But unlike India’s case where the 
environment had been peaceful, the Venezuelan experience was marked by a great deal of dissatisfaction 
resulting in violence.
A commonality in the two cases was the implementation of the schemes where supplies of new currency 
was not adequate.
Interestingly, the reaction of the public had been very di�erent in these two countries. In our case, people 
had understood the broader goal of eradicating black money and possible redistribution through 
e�ective government spending or transfers and bore their travails with patience. In Venezuela, 
conditions were not peaceful. Violence had erupted in less than a week's time with the people rioting 
and attacking banks and ATMs and causing a lot of destruction. The reason for demonetisation had not 
been clearly explained unlike in our case where there has been a proactive campaign to make people 
aware of the motivation for the same.

Describe in brief about Venezuela.
Venezuela is the sixth largest country in South America. Its capital city is Caracas and the currency is 
Bolivar. The country’s economy is largely based on petroleum sector. Revenue from petroleum exports 
accounts for more than 50% of the country’s GDP, and roughly 95% of total exports. Due to crash in 
oil prices, country’s economy became very weak which created a �nancial chaos and in�ation became 
a huge problem.

What is the current status of digital payments?
O�cial statistics indicate an 80 % increase in the value of digital transactions in 2017-18, with the total 
amount expected to touch Rs 1,800 crore in the wake of the impetus provided by demonetisation. 
The value of digital transactions till October, 2, 2017, at Rs 1,000 crore, was nearly equal to that for the 
whole of 2016-17. It was a continuation of a trend, with June, July and August registering Rs 
136-138 crore transactions on an average, according to the ministry of information technology.
But again the trend of cash transactions has become popular because of normalization of currency 
in circulation.

What do RBI's new rules on customer liability for 
electronic transactions specify? 
The new rules by RBI say that a customer will not be penalised in case it is proved that a fraudulent 
transaction happened because of the negligence or fraud at the bank's end. As a customer one will 
also not be liable if there is a third party breach, without bank's involvement, and the same is 
reported to the bank within three working days after one gets to know of the unauthorised transaction. 
However, RBI said that if the loss is due to the negligence of the customer, like sharing one's password 
or OTP, in that case the customer has to bear the entire loss till he reports it to the bank. Once reported, 
he will not be responsible for any subsequent loss.
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