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Introduction

Indians are a resilient people. Perhaps, all people are. But there is a stoicism about Indians, especially in the face of adversity, that foreign observers have traditionally dismissed as fatalism. In truth, there is nothing fatalistic about our tremendous capacity to accept life as it comes and to get on with it, armed with the belief that our misfortunes and those who visited them on us, will pass on … in time.

We are also an innovative race, with an incredible ability for ‘jugaad’ when faced with odds that would be daunting for others.

In recent times, there has been no better demonstration of this resilience and tremendous capacity for innovation than the response to and recovery from the dramatic demonetization announced by the Prime Minister, Narendra Modi, on 8 November 2016.

I write this book both as a banker and as a deeply committed and active citizen of India, for I believe the demonetization story must be told.

Ours was an armed forces family. My father was transferred to different parts of the country during our childhood. During our many transfers we were exposed to the diversity of India and grew up with people of all castes and religions. It was an India in which we were all striving to make something of our lives, in a country that was emerging from the scars of Partition.

Ours was a home filled with books, laughter and arguments. My brother and I were encouraged to have a point of view – and every point of view was acceptable so long as it was expressed courteously and backed with logic and facts. Our mother, a lawyer by training, urged us to excel in our studies. She taught me to read and write in our mother tongue, Sindhi, which laid the foundation of my love of languages. Our father, an idealistic naval officer, told us that we must serve our country, and through personal example, taught us what it meant to truly love one’s country.

My first exposure to living abroad was at the age of 17, when I accompanied my parents to the still extant Soviet Union. We lived in a small town in Georgia, on the shores of the Black Sea. I learnt Russian and studied for my Bachelor of Commerce degree via a correspondence course. The Soviet economic system was visibly under pressure. I gained an understanding of the economic perils of a Communist state and what it felt like to live under the whims of an authoritarian regime. The goodness and warmth of the ordinary people we interacted with reminded me of people back home. So did the endless queues; though, in comparison, life in India seemed quite advanced!

I returned to Sydenham College in Mumbai to complete my degree and threw myself into college activities like debating, quizzing and dramatics. I continued my Russian studies and took up French and German in addition. An international students’ organization called AIESEC was trying to establish its Indian chapter, and I became one of its founding members.

This was my initial grounding in management. Though full-time students, we set up the organization, raised funding, organized traineeships for Indian students to work abroad, and welcomed foreign students to be trained in India. I myself undertook two traineeships, the first with NKT, Denmark, a telecom cable manufacturer, and the second with Electrolux, Sweden. I learnt how to roll up my sleeves and work on the factory floor and go door-to-door, selling vacuum cleaners! I got exposed to the Scandinavian socialist economic model, where the government encouraged free market policies but also ensured a basic standard of living and a level playing field for everyone.

After completing my BCom degree with a top 10 rank in Mumbai University, I joined IIM Calcutta for an MBA programme. In the meanwhile, I had secured admission and a scholarship to INSEAD, one of the leading business schools in the world. After a term at IIM, I left for France. After graduating at the top of my class, I was offered highly paid jobs in the USA, France and Sweden, but chose to return to India and acquire a solid foundation in banking and finance.

I started my banking career in the current accounts department of Grindlays Bank in Kolkata. The hours were punishingly long since the entire operation was manual. In addition, I had to deal with seven aggressive trade unions and their several members who worked in my department. It was a trial by fire, but it gave me a thorough grounding in banking and taught me what management was truly about. When I started to learn Bengali, the doors of communication with my team opened, as they appreciated the effort more than my knowledge of the language.

I grew to be the Planning Officer for eastern India, and led the first wave of computerization for the bank’s eastern region. But I wanted to be an investment banker, and so joined one of the best merchant bankers in the country. This was the era when India was just beginning to welcome foreign investment. In addition to foreign currency loan syndications and equity offerings, I specialized in advising multinational corporations on how to enter India. Working closely with the ministries of finance, commerce and industry, I secured approval for the first foreign investment into the financial services industry in India – that of the investment bank Lazard.

I owe a great deal to my boss in this organization, for he not only gave me a grounding in investment banking and corporate finance, but also allowed me to work flexible hours, enabling me to fulfil my duties as a mother and wife, while continuing with my job. The support and encouragement of my husband, my parents and in-laws made it possible for me to balance home and career.

The winds of economic liberalization were sweeping across India at the time. In the course of my interactions with senior bureaucrats, I was often requested to submit white papers on various topics. I loved dealing with such policy challenges, and so resigned from my job and set up a think tank to provide policy inputs, to both corporates and the government. Post the 1992 liberalization, ABN AMRO approached me to head their investment bank in India.

ABN AMRO was one of the world’s leading project finance banks. I was happy to join it as this gave me an opportunity to gain the expertise needed for financing the massive infrastructure projects on the horizon – power, telecom, highways, airports, ports, and oil and gas projects. I spent intensive months with the bank’s expert teams in Chicago to learn how to structure these long-term, complex financings and understand the risks associated with them.

Over the next five years, our team became the powerhouse of project finance for infrastructure projects in the country. We arranged financing for all the initial telecom operators in India and several major power projects, with due financial prudence. One project I declined to finance was the Dabhol Enron power project, on the grounds that the power purchase agreement was clearly unfair to the Indian consumer and hence could not be economically viable. To my regret, I was overruled and the financing was arranged via Chicago, resulting in large write-offs and losses for the bank.

I feel very proud and privileged to have arranged funding for the power sector, which has led to power sufficiency and the electrification of villages across the country, and for the telecom sector, which has led to a mobile phone in the hand of almost every Indian. One of my most vivid memories of the time was working hard to persuade credit committees in Amsterdam to extend facilities to Indian start-ups in the telecom business. A sceptical colleague who had asked sarcastically if I wanted the bank to finance mobile phones for millions of poor Indian farmers, had the grace to call me the other day and say that the seeds of a digital India, powered by mobile telephony, were sown through the financing efforts undertaken by me and my team.

In 1997, I was transferred to Singapore to head the Corporate Advisory Function for the bank in Asia. Within a few months, the Asian financial crisis struck, crippling many of our bank’s major customers. Covering countries as disparate as Thailand, Korea, Indonesia and Vietnam, our team helped to restructure and revive the fortunes of many major ‘Asian tiger’ companies. During my stay in Singapore, I took the opportunity to study Mandarin.

In 1999, I was assigned the task of drafting the acquisition bid for Bank of America’s consumer banking operations in Asia. After the acquisition was finalized, I returned to oversee the integration of the two banks in India. The experience of banking operations and IT gained from my days at Grindlays Bank now proved to be very helpful. I jettisoned the old consumer banking platforms of both banks and, in collaboration with Infosys, implemented their new banking platform, Finacle. We were the first bank in the country to adopt the Finacle platform and helped Infosys customize it and introduce it in many parts of the world. This software is now the backbone of the Indian banking system.

During my travels to our branches across the world, I observed that we had lots of employees in expensive office spaces, doing routine bank processing activities. In 2001, I proposed to the Managing Board of ABN AMRO that by off-shoring these activities to India, we could save significant costs and increase profitability for the bank.

They gave the go-ahead, and I established the first office of a bank subsidiary that we called ACES, in an abandoned, derelict mill in the Lower Parel area of Mumbai. Our first employees were mostly children of the displaced mill workers, living in the chawls in the area. The excellent quality of their work gave the bank confidence to send more work to India. In the years that followed, I hired 15,000 people across new processing centres in Mumbai, Chennai, and the NCR region of Delhi, handling work not just for ABN AMRO but also several other major international banks.

While we were building ACES, the bank started a microfinance programme, which I mentored. Through our microfinance lending, we financed over 6,50,000 women across the country, empowering them to lift themselves and their families out of poverty. When the microfinance crisis in Andhra Pradesh started to choke this lifeline of credit, I secured approval to set up a foundation that would provide outright grants, training and market access to the poorest women.

Over the years, I took the opportunity to travel to their villages and live with many of our women beneficiaries in their homes. It was a great learning to see first-hand how effectively they used small amounts of seed capital, often as little as ?5,000, to build successful businesses and transform their lives. Their entrepreneurial talent, ability to work long hours and generosity of spirit were heart-warming and inspiring. Many of the women we financed stood for local elections in their villages and districts – providing efficient and competent governance and changing the lives of those in their community.

 In 2005, I was appointed as the Chief Operations Officer for Asia, overseeing countries from Dubai in the West to Australia and Japan in the East. As we had successfully transferred banking operations to India, I now proposed that we consider outsourcing the bank’s IT operations, this time to the major Indian IT companies. As a senior member of the global team overseeing the process, I was delighted when Tata Consultancy Services (TCS) and Infosys were selected on merit. For both TCS and Infosys, this was a landmark deal and the single largest, multi-year, multi-million contract that either had ever won to date, leading to the creation of many jobs in India and valuable export earnings.

During this time, I was selected for the Advanced Management Programme at the Harvard Business School where I was fortunate to interact with leading luminaries from all over the world. A few months later, the Royal Bank of Scotland (RBS) made a bid for ABN AMRO, and, in 2007, acquired the bank for $99 billion. In the process, RBS became the largest bank in the world.

At this stage, I was offered a global role in RBS, but chose to stay in India as the CEO and Chairperson of the bank, Foundation, and ACES. In ABN AMRO, and subsequently in RBS, we were the leading financiers for India’s diamond sector, which in 2013 employed over three million people, contributing six per cent to India’s GDP and billions of dollars in exports each year. With a successful consumer and corporate banking business, a profitable treasury and a thriving microfinance portfolio, the bank was a systemically important bank in India. I headed ABN AMRO Bank and subsequently RBS in India from 2007 to 2013, during which period we received high ratings by all three of our regulators – the Reserve Bank of India (RBI), the Bank of England, and De Nederlandsche Bank, the Central Bank of the Netherlands. Equally important, we were ranked by our customers and staff in the top 10 per cent of organizations in India, for customer service and employee engagement.

The horrendous terrorist attack on Mumbai on 26 November 2008 exposed the incompetence and absence of governance and accountability in our administrative and political machinery.

I decided to step forward and use my experience and financial and administrative skills – to make a difference for my city and my country.

I felt that the time had come – for all of us who cared passionately about the idea of India and the future of Indians – to stop sitting in our living rooms, watching TV debates and criticizing the government, and to step up and get actively involved in improving the governance of our country.

With this aim, I took leave from the bank to stand as an independent candidate from the Mumbai South Constituency in the 2009 Lok Sabha elections. As a result of my decision, people all over the country were inspired to stand against the established, inefficient and corrupt political parties. A host of independents, including well-known names such as noted danseuse Mallika Sarabhai in Ahmedabad and aviation entrepreneur Captain Gopinath in Bengaluru, joined the fray.

My campaign received support from young people across the country, who felt it symbolized their aspirations for a clean, efficient, corruption-free India, where they could flourish in an environment of equal opportunity. This theme was taken up subsequently by Anna Hazare and the India Against Corruption movement, which finally culminated in the formation of the Aam Aadmi Party (AAP) led by Arvind Kejriwal.

South Mumbai is the financial capital of India, and in 2009, it contributed 39 per cent of India’s direct taxes. However, other than for the ultra-rich, it is a hard place to live in and work. Real estate is amongst the most expensive in the world, commuting to work by the jam-packed suburban rail system can be life-threatening, and there aren’t enough schools, colleges, and medical and sport facilities. Open spaces are few and far between, and the civic infrastructure has crumbled.

During my campaign, I walked through each and every street, slum and chawl in my constituency – meeting the brave people who struggled every day, against great odds, in this erstwhile city of gold. The perceived threat of my candidacy was so great that even the then Prime Minister of India came to Mumbai, to appeal to voters not to vote for independents like me!1 And though I lost the election, I learnt a lot about the politics of our country.

Post the 2009 elections, I resumed my job as the Chairperson and CEO of the bank. During the next five years, I spent all my spare time in learning the dynamics of my constituency and searching for solutions that would help improve both the quality of life and governance in south Mumbai. My study led to me to conclude that the root cause for poor conditions of life there was the shortage of land. I also found that there was a large parcel of land, promised to the city by the former Prime Minister, Indira Gandhi, which could provide an immediate solution to the city’s space problems.

This area, which I called the PortLands, measures about 1,000 acres in the heart of our city. It was freed up when the operations of the Mumbai Port moved to JNPT across the harbour. Instead of making this space available to the city as directed by Indira Gandhi (a directive which was subsequently ratified by the Ministry of Environment), it was being misused.

Shipbreaking, a highly toxic and polluting activity, was carried out without any environmental safeguards at Darukhana, a mere 5 km from the Chief Minister’s office, the Mantralaya. This became the graveyard even for India’s iconic aircraft carrier, the Vikrant. Over two million tonnes of coal were dumped and stored annually in the adjoining area of Haji Bandar. The coal dust from these coal mountains had been polluting the lungs of the city for over 10 years. As a result, the leading causes of death in Mumbai in 2014 were respiratory illnesses such as lung cancer, tuberculosis, asthma and emphysema. Appeals from the local Koli fishermen and other residents of the area to stop these activities had fallen on deaf ears for many years – ignored by the Port Trust, the Maharashtra Pollution Control Board and every political party.

I believed that reclaiming Mumbai’s PortLands could be the key to the rejuvenation of our city. Polluting activities had to be stopped and the area redeveloped to provide the much needed social infrastructure and public amenities that the people of Mumbai were starved of: schools, colleges, hospitals, parks, sea-facing promenades, sports, arts and cultural centres, entrepreneurial incubation hubs and more.

During this time, I was invited by the US Secretary of State, Hillary Clinton, as the Indian representative on her International Council on Women’s Business Leadership (ICWBL). Since 2011, I have been privileged to work and interact with secretary Clinton and many other visionary women leaders on the council, such as Maud Olofsson, former Deputy Prime Minister of Sweden; Sri Mulyani Indrawati, former Finance Minister of Indonesia; Sheikha Lubna bint Khalid bin Sultan Al Qasimi, Minister of Development of the UAE; Wanda Engel Aduan, former Minister of Social Assistance of Brazil; Judith Rodin, President of the Rockefeller Foundation; Melanne Verveer, former US Ambassador-at-Large for Global Women’s Issues; and Cherie Blair, among others.

In December 2013, after 30 years in banking, I stepped down from my role in RBS to devote my time fully to public service. I joined the AAP and was their candidate for South Mumbai in the 2014 Lok Sabha elections. The PortLands formed the core agenda of my 2014 Lok Sabha campaign. I promised that irrespective of the outcome of the elections, I would work tirelessly to ensure that polluting activities in this area were stopped and that the PortLands were redeveloped in a manner that would benefit the citizens of Mumbai and not rapacious builders or politicians.

I am happy that I have succeeded in placing the PortLands high on the agenda of both the state and Central governments. I filed a Public Interest Litigation (PIL) case against the Port Trust and the Pollution Control Board to stop the dumping of coal. In a landmark judgement, the Mumbai High Court pulled up the authorities and the Mumbai Port Trust (MbPT) finally committed in court in 2016 that they would stop dumping coal and clean up this area. MbPT also orally agreed to phase out further shipbreaking activities. Today, this area, a source of terrible pollution for the past 10 years, is turning into a clean and green space.

To work on the redevelopment of the PortLands we formed a group called A PortLands Initiative (APLI) Mumbai, consisting of urban planners, architects, bankers, educationists, doctors, engineers and naval officers, among others. Working in partnership with the MbPT, we have brought our professional expertise to help design and conceptualize several projects that will make life easier and more liveable for the citizens of Mumbai: a promenade on the eastern waterfront, a mangrove eco-park and flamingo- watching centre at Sewri, passenger water transport terminals along the eastern freeboard, the redevelopment of Sassoon docks, a marina, and a maritime museum among others.

I believe we need this kind of constructive politics in India. Those who win an election on the basis of a manifesto should fulfil their promises to the electorate. Those who lose an election must fearlessly stand up against what they believe to be wrong, but also be constructive and help the authorities do what is right.

This brings us to the demonetization of 2016. When the note ban was announced, I was one of the first, from the banking and financial sector, to criticize the move on the national media.

Though I am a member of AAP and disagree with the ideology and many of the policies of the BJP-led NDA government, I believe it is important for the government to succeed, if India is to succeed. Each of us have a vested interest in the success of our government, particularly with respect to our economy.

There are certain good policies of the Modi government that have been well implemented, such as RERA2 (Real Estate [Regulation and Development] Act), which protects home-buyers from unscrupulous property developers, and the IBC3 (Insolvency and Bankruptcy Code), which creates a single law for insolvency and bankruptcy, protecting the interests of creditors and small investors, and providing entrepreneurs a swift exit when businesses fail.

 There are other good policies which have been poorly implemented, such as GST,4 the Goods and Services Tax. Dubbed by the government as a ‘Good and Simple’ tax, it has, unfortunately, turned out to be anything but that. The rollout appears to have been done without adequate homework. Repeated policy rollbacks and amendments, and a GST Network (GSTN) filled with glitches, have resulted in headaches for both tax payers and authorities. Notwithstanding its poor implementation, this is a positive economic policy that should yield long-lasting benefits to the Indian economy, once the numerous teething problems have been resolved.

Lamentably, there are also bad policies which have been badly implemented – and in my view and in the view of many eminent economists and public policy experts, the demonetization of November 2016 falls squarely in this category.

Demonetization touched the life of every Indian and impacted households, farmers, traders and businesses across the country. It was the largest demonetization of this magnitude, undertaken by any government, anywhere in the world. The country paid a very high price for this poorly thought-out policy, which was devastating in its impact, especially on the poorest people in our country.

This book presents the story of India’s 2016 demonetization, which is analysed and explained based on my experiences as a banker, working not just in the world of investment banking and corporate finance, but also with very poor women in the remotest villages of India. It presents a perspective based on my personal experience.

Chapter 1 describes the demonetization saga as it played out, keeping the nation riveted for months, mostly in queues outside banks! It has the chronology of events in the 50 days that followed the announcement; reactions both in India and from abroad; the motives that were attributed for the move; the key announcements; the daily twists and turns in policy; the nationwide distress and inconvenience; and the mood of the nation as it turned from support to bewilderment, and then to disappointment. This chapter also illustrates how the note ban, presented as a surgical strike on black money and corruption, instead turned out to be more like a carpet-bombing of the Indian people and our economy.

Chapter 2 discusses the part played by the RBI. Since the RBI has been reluctant to disclose information pertaining to the demonetization decision, this chapter pieces together, from information in the public domain, answers to questions such as when did the planning start; the role of Governors Raghuram G. Rajan and Urjit Patel; and the role of the RBI board. The chapter also covers the infamous Demonetization Dividend and the frequent about-turns of policy that led to the RBI being called the ‘Reverse Bank of India’. Issues such as the impact of this note ban on the reputation and credibility of bankers in general and the RBI in particular are analysed, with the benefit of the perspective of former Governors and Deputy Governors. This chapter also questions why, despite clear warnings, the custodian of the Indian currency and guardian of our country’s monetary stability passively agreed to a step that extinguished 86.9 per cent of the Currency in Circulation, without any clear plan or preparation for remonetizing the system.

What makes this episode of demonetization interesting is that it was preceded by two earlier note bans, both of which failed in achieving the objectives of eliminating black money and corruption.

Chapter 3 takes a step back into history to look at the story and outcomes of India’s previous demonetization experiments in 1946 and 1978. We also look at the history of similar unsuccessful demonetizations in countries across the world such as Ghana, Myanmar, the erstwhile Soviet Union and North Korea. However, in and of itself, demonetization is not a bad idea. It is merely a tool – well suited in certain specific circumstances, and most effective if planned meticulously and executed efficiently. There are also examples of successful demonetizations and the circumstances under which this policy measure is best used.

Chapter 4 describes the human impact of the note ban. With the passage of time, it is easy to view such policy measures through the prism of statistics, which disguise the misery, despair and desperation experienced by those who suffered its consequences. This chapter has extracts of stories of Indians from all walks of life and the devastation wreaked by demonetization on their lives. Though government spokespersons have dismissed such reports as ‘anecdotal evidence’, these stories are real and they matter. The picture they paint is one of a monumental catastrophe.

Chapter 5 analyses the economic impact – both in terms of the immediate cost demonetization imposed on the economy and its more long-lasting effects. As data emerged, the government reluctantly acknowledged that there had been some limited adverse impact of the note ban, but insisted that this was, and would remain, only transient. While only time will disclose the long-term impact of this move, evidence points to a clear fall in GDP over two consecutive years, significant job losses, and declining investment.

In fairness, any policy measure should be judged against the objectives that it had set out to achieve. Though it is clear that demonetization caused great disruption and distress to millions of Indians and delivered a massive shock to the Indian economy, did it achieve any of its stated goals?

Chapter 6 presents objective, factual data from Government of India sources to enable the reader to arrive at a conclusion on the Report Card of India’s 2016 note ban.

Demonetization has been described by some as a courageous and visionary step; by others as a reckless gamble; and by its staunchest critics, as a disastrous and badly implemented decision, which instead of flushing out black money, became a massive money laundering exercise.

I hope the objective and factual analysis of what, on evidence, should be called India’s infamous demonetization, and the stories of the human suffering and drama that ensued from this decision, will help the reader in arriving at a conclusion on its consequences, on India’s economy and politics.


1

The Surgical Strike

The road to hell is paved with good intentions…

– Attributed variously to Samuel Johnson, John Ray, and Saint Bernard of Clairvaux

The story of demonetization reads like a thriller. It is a saga which had kept the nation riveted – in queues outside moneyless banks and ATMs.

It was far worse than a run on a bank. Hundreds of millions of Indians were forced to drop everything to stand in bank queues from early morning, often to return home empty-handed and exhausted at the end of the day. Work came to a halt across the country as people struggled to withdraw the basic amounts needed to be able to eat and live.

The key protagonists and their roles, the almost daily twists and turns in policy, the nationwide distress and inconvenience, the sting operations and raids on hoarders of black money and corrupt bankers – all made for fascinating copy and viewing, except for those whose livelihood it wiped out.

It was a bleak and overcast day in Delhi. We had arrived in the city from Mumbai by the Rajdhani Express on the morning of 8 November 2016. We were on a pilgrimage of sorts. My mother wished to visit the holy shrines of Salim Chishti in Ajmer, the Brahma temple in Pushkar, and the Gurdwara of Guru Gobind Singh in Gurdaspur. Delhi was to be our base. The smog and pollution that greeted us on our arrival, making breathing difficult, were, perhaps, a dire precursor of the events that were about to unfold.

My attention, like that of millions across the world, was focussed on the Clinton vs. Trump US presidential election, the result of which was to be announced that night. Through my interactions with her, I had grown to respect and admire Hillary Clinton greatly. Sitting glued to the television, I was hoping she would breach the glass ceiling and enter the White House.

As early reports of the US elections started coming in, there was a newsflash, signalling an important announcement by Prime Minister Narendra Modi, at 8 p.m. As his broadcast began, all thoughts of the momentous US elections were pushed to the background. We were stunned to hear Prime Minister Modi announce, first in Hindi and then in English, that from the midnight on 8 November 2016, India’s `1,000 and 	500 notes would be no longer legal tender and would become worthless pieces of paper.

Many swiftly dubbed the move as a ‘surgical strike’, in apparent reference to the attack conducted by the Indian Army a few weeks earlier against terrorist bases in Pakistan-occupied Kashmir.1

It was a dramatic announcement, salient excerpts of which are below (see full text of the Prime Minister’s speech in Appendix 1):

The evil of corruption has been spread by certain sections of society for their selfish interest. They have ignored the poor and cornered benefits. Some people have misused their office for personal gain.

˜

There comes a time in the history of a country’s development when a need is felt for a strong and decisive step. For years, this country has felt that corruption, black money, and terrorism are festering sores, holding us back in the race towards development.

˜

To break the grip of corruption and black money, we have decided that the 500 rupee and 1,000 rupee currency notes presently in use will no longer be legal tender from midnight tonight, that is 8 November 2016. This means that these notes will not be acceptable for transactions from midnight onwards. The 500 and 1,000 rupee notes hoarded by anti-national and anti-social elements will become just worthless pieces of paper.

Summarizing the objectives of the move, the Prime Minister said, ‘This step will strengthen the hands of the common man in the fight against corruption, black money and fake currency.’ And in words reminiscent of former Prime Minister Jawaharlal Nehru, he added, ‘In a country’s history, there come moments when every person feels he too should be part of that moment, that he too should make his contribution to the country’s progress. Such moments come but rarely…’

As people tried to weigh the implications of his message, phones across the country began ringing off the hook.

Many of India’s high net worth individuals acted swiftly. Luxury malls sent messages to their regular customers that their doors would remain open till midnight. It is believed that more haute couture designer bags, shoes, clothes, watches and jewellery were sold in the next few hours than on any previous day in India. The stocks of many of these high value items were completely exhausted as people spent their money liberally before it turned ‘worthless’ the next morning.

At the other end of the spectrum, the poor worried about how they would convert the meagre cash they had into useable notes. As banks opened, like thousands of others, my 82-year-old mother and I went on 11 November to the nearest bank, to join the queues to exchange our money into usable currency, for our upcoming pilgrimage. Our auto driver said that he’d never felt so poor. ‘Didi, mere paas 5,000 rupiye they, par mujhe do din bhuka sona pada.’ He had `5,000 in cash but had to sleep hungry for two nights as banks and ATMs had neither started exchanging notes nor dispensing the ‘new’ cash and no one was willing to accept the now worthless old notes.

As per RBI instructions, banks had remained closed on 9 November and ATMs on both 9 and 10 November to help bank staff gear up for the tsunami of cash deposits and withdrawals that was about to hit them. As the nation scrambled to obtain cash, serpentine queues formed outside every bank in the country. Bankers did their best to cope, but were often flummoxed by the frequently changing rules and guidelines. Between 8 November and 30 December, no less than 63 circulars pertaining to the note ban were issued by RBI. These circulars, which refer to demonetization as ‘Withdrawal of Legal Tender Character of existing `500/- and `1,000/- Bank Notes’ (or Specified Bank Notes – SBNs) are fascinating for the picture they present of the muddled and confused implementation of the note ban.

As the queues lengthened and the chaos continued, it became painfully clear that no one was in charge. The RBI Governor Urjit Patel was conspicuous by his silence, as were Finance Minister Arun Jaitley, the Chief Economic Advisor Arvind Subramanian, and the NITI Aayog Vice Chairman Arvind Panagariya.

Whether by design or happenstance, the RBI issued `2,000 notes before they started the real remonetization. This caused much controversy and some embarrassment to the government. On the one hand, the objective of demonetization was stated to be the removal of black money held as cash. On the other, the `2,000 notes released, because they were of the higher denomination, made stashing and caching money easier for black money hoarders, while making life more difficult for honest citizens who found it impossible to use as there was no one willing to give change in lieu. The eminent economist Bibek Debroy, member of NITI Aayog, had to step in to defend the government, saying on television that this denomination was chosen since ATMs could only store limited notes.2

To add to the confusion, videos and messages began to circulate on social media, first stating that the new `2,000 notes had special security features such as an embedded nano GPS chip that would enable authorities to track and catch hoarders of black money. Then there were messages circulated on social media about a smartphone app that could ostensibly confirm if the new `2,000 bills were genuine or counterfeit. If you scanned them with your camera phone, and if the bills were real, a speech by the Prime Minister would start playing!

Other posts showed new notes with obvious printing defects and running colour. This led to fears that the new notes in circulation could be counterfeit.3 In an attempt to provide clarity, the Economic Affairs Secretary, Shaktikanta Das, went on national television to state that the new notes had no additional security features, thus trying to dispel the rumours on the GPS nano chips and the ‘triggered’ Prime Minister’s speech. This was followed by the ludicrous comment that if the colour did not run on a new `2,000 note, it was a sign that it could be fake.4 Unfortunately, these announcements only added to the confusion.

The West Bengal Chief Minister and leader of Trinamool Congress, Mamata Banerjee, and the Delhi Chief Minister and leader of the AAP, Arvind Kejriwal, were the first opposition leaders to stringently criticize the move, citing the devastating effects it was having on the poorest citizens of the country.

In an effort to regain the confidence of the people, the Prime Minister made a highly emotive speech, in Hindi, on 13 November in Goa, asking people to grant him 50 days to restore normalcy.

Excerpts from his speech (emphases in this and all subsequent quotes have been added by me):5

Brothers and sisters, I was not born to capture power. My dear countrymen, I have left my home, my family, everything for the nation … I constituted a small team 10 months ago to execute a big operation. It was a humongous task, to print currency notes, distributing them to different banks. We had to keep it under wraps very carefully because the corrupt have strong sources within the government. If the information got leaked, they would have settled their accounts.

˜

I have just asked for 50 days for demonetization work. Dear countrymen, please give me these 50 days. I am not demanding anything else. If you face any difficulty after that, if you find me dishonest in my effort, you can punish me in whatever way you would wish to, at any crossroad of the country.

˜

Once the country becomes clean within these 50 days, then we need not be worried even about a single corrupt mosquito… Those who didn’t throw a penny in the waters of Ganga are sinking their bundles in it… You are now witnessing people accused of 2G Scam and Coal Scam standing in queue to exchange their currency and get `4,000.

˜

These measures are inevitable if the condition of honest and poor people of the country is to be improved. This I will implement for the poor, for their better health, for their better education, for household, for providing medicine to the elderly.

Meanwhile, as members of Parliament reacted in shock and anger to the chaos caused by demonetization, and reports of deaths of people standing in queues started pouring in, the Parliament’s winter session that commenced on 16 November 2016 was disrupted, no business was transacted, and crucial bills such as the GST implementation bill did not get passed.

Nevertheless, notwithstanding the noisy scenes in the Parliament and the ever-lengthening queues outside banks, the citizens of India remained stoically calm. Many continued to profess their support for the move, despite the obvious inconvenience they were compelled to face.

At the same time, stories began emerging on the ‘conversion crorepatis’. Reports of highly innovative methods of money laundering6 came in from across the country. Highly publicized and vulgarly ostentatious weddings7 of the children of prominent politicians also started making the headlines.

As the common citizen struggled with withdrawal limits and an acute shortage of cash, national media carried out a series of sting operations. Videos, which soon went viral on social media, showed how the new notes meant for the public were being shamelessly siphoned off by bankers in collusion with corrupt politicians and businessmen.8 The mood of a silent public, who had borne the pain of demonetization in the hope of a cleaner India, slowly began to turn.

To counter this, the Finance Minister and other officials of the Ministry of Finance (MoF) started making statements on the tax penalties that would be levied on people depositing excessive amounts of cash in their accounts. Frequent contradictions in their statements led to further confusion and the fear that a new income tax ‘raid-raj’ would be unleashed on the country.

On 22 November, the Prime Minister launched a poll on his personal NAMO App, asking people whether they supported the demonetization. The IT and Telecom Minister, Ravi Shankar Prasad, shared the survey results on 23 November. He said that more than 93 per cent of the five lakh people who participated in the survey supported demonetization.

Prominent economists, both in India and abroad, were vocal in their criticism of the move.

The strong words of the mild-mannered and courteous former Prime Minister, Manmohan Singh, set the tone when he said, ‘The GDP can decline by about two per cent as a result of what has been done… the way this scheme has been implemented is a monumental management failure, and in fact, it is a case of organized loot, legalised plunder of the common people.’9

Nobel laureate Amartya Sen said, ‘Only an authoritarian government can calmly cause such misery to the people – with millions of innocent people being deprived of their money and being subjected to suffering, inconvenience and indignity in trying to get their own money back.’ And ‘Demonetization goes against trust. It undermines the trust in the entire economy.’10

Lawrence Summers commented: ‘It is petty fortunes, not the hugest and most problematic ones, that are being targeted. Without new measures to combat corruption, we doubt that this currency reform will have lasting benefits.’11

Kaushik Basu called the policy ‘Poorly designed, with scant attention paid to the laws of the market.’ He further said, ‘Demonetization was ostensibly implemented to combat corruption, terrorism financing and inflation – these justifications are flawed.’12 

Debunking the theory that this demonetization was based on his prescription of a cashless economy, Harvard economist and author of The Curse of Cash, Kenneth Rogoff, said unambiguously, ‘My plan is explicitly tailored to advanced economies. The idea in The Curse of Cash of eliminating large notes and not replacing them is not aimed at developing countries, where the share of people without effective access to banking is just too large.’13

However, there were others who praised the move. Columbia University’s Professor Jagdish Bhagwati called it, ‘A courageous and substantive economic reform, whose potential benefits could include shrinking the shadow economy, hurting terrorists and counterfeiters, and expanding the tax base by digitizing many economic transactions.’14

Arvind Virmani, former chief economist and Indian representative to the International Monetary Fund (IMF), backed the move, stating, ‘Demonetization is a useful method of flushing out black money, given that a large percentage of cash holding is in these two denominations.’15

Bibek Debroy said, ‘Critics are unaware of the situation on ground, the extent of financial inclusion that has been undertaken by the Modi government, and how the revenue generated will help in enhancing public investment.’16

Other Indian economists argued that this could root out corruption and make campaign finances more transparent. Yet others viewed demonetization, with its massive infusion of low cost funds into banks, as a quick way to invigorate India’s banking sector, reeling under a massive burden of bad loans and non-performing assets (NPAs).

The thinking press was almost uniformly scathing in its comments on the move.

Calling it a ‘Great Leap Backward’, Amit Varma wrote: ‘It doesn’t achieve its intended purpose. And its unintended consequences could devastate the lives of the poor, and cripple our economy… Corruption and black money are a consequence of big government, of one set of individuals having discretionary powers over the actions of others. If Modi was serious about tackling black money, he’d bring about institutional changes that would take us towards the minimum government he had promised in his 2014 campaign. Instead, government keeps getting bigger, controlling more and more of our lives. More government = more corruption.’17

One of the most scorching indictments of demonetization was by influential publisher Steve Forbes: ‘Not since India’s short-lived forced-sterilization programme in the 1970s has the government engaged in something so immoral… Money represents what people produce in the real world. It is a claim on products and services… What India has done is commit a massive theft of people’s property without even the pretense of due process.’18

Commenting on how the move had shaken the trust of people, Devangshu Datta commented, ‘Trust in state and policy consistency must be high if you’re going to keep your money dematerialised. You must believe that the state will not suddenly act in arbitrary fashion to freeze your account, or simply expropriate everything. If the said state withdraws 86 per cent of the currency, issues 180 notifications in 20 days, and passes a new IT Bill inside five minutes with no debate, it is hard to trust it.’19

The Economist called the exercise ‘A cautionary tale of the reckless misuse of one of the most potent of policy tools: control over an economy’s money,’ adding wryly, ‘The sleepless are those who need cash to get by; the truly rich are laughing all the way to their flats in London.’20

Ajay Shah, explaining that money was the lubricant of the economy and that a shock to money supply would fatally wound small and medium firms, said, ‘Once firm failure has happened, it cannot be undone. You can turn an aquarium into fish soup, but you cannot turn fish soup back into an aquarium. Flooding the economy with money supply afterwards would not bring back those firms to life.’21

While critics and supporters argued on the pros and cons of the move, there was utter confusion on the numbers. There was no clarity on how many new notes had been printed either during the 10-month planning period or after 8 November 2016, nor about when they would be made available to the public.

With respect to the cash being returned, the RBI initially posted frequent updates on the quantum and value of the old `500 and `1,000 being deposited in the banks. The number rose from `5.44 trillion22 on 18 November to `8.45 trillion on 27 November and further to `11.55 trillion on 5 December 2016.

However, as the tsunami of deposits into banks continued, data from the RBI started to dry up. Their last official announcement stated that a total sum of `12.44 trillion had been deposited in the RBI’s currency chests as on 10 December 2016.23 Thereafter, the RBI steadfastly refused to provide any numbers, stating on 5 January 2017: ‘Figures would need to be reconciled with the physical cash balances to eliminate accounting errors/possible double counts etc.’ and that till then ‘any estimate may not indicate the actual numbers.’

The nation had to wait till 30 August 2017 for the RBI to disclose in its Annual Report for 2016–17 that `15.28 trillion (i.e., 98.96 per cent) of the currency rendered invalid on 8 November 2016 had come back into the Indian banking system. However, this was also a provisional number.

It was only on 29 August 2018 that the RBI24 revealed, in its 2017–18 Annual Report, the final figures. Of the total `15,417.93 billion (15.41 lakh crores) demonetized notes, `15,310.73 billion (15.31 lakh crores) had been returned, which represented 99.35 per cent of the demonetized currency. The value of notes not returned was `10,720 crore (10.72 billion), a mere 0.65 per cent!

In retrospect, it appears that the RBI was reluctant to release data because the Demonetization Dividend that had been so exuberantly promised was turning out to be a mirage. Since the government’s assumptions on both black money and counterfeit currency were clearly not being supported by data, the data itself was not being released. It was evident that the math of demonetization had gone horribly wrong.

As money continued to pour into the banks, everyone could see that black money was neither being burnt nor drowned in the Ganga. It appeared that either there was no black money in India or, more likely, it was swiftly being laundered into white!

While the subsequent events are clear, what is not so clear is who planned the demonetization, why 8 November was selected as the date, and on whose advice and on what assumptions this major decision was taken.

There were several theories as to the motives behind the move.

One concerned the upcoming Uttar Pradesh elections, scheduled for February–March 2017. By taking out of circulation any cash they may have gathered to fight the elections, the hypothesis was that demonetization would cripple the opposition parties, thus facilitating a BJP victory in this important state.25

Another was that Prime Minister Modi wished to be seen as taking strong action against black money. Former supporters of the Prime Minister, such as veteran lawyer Ram Jethmalani, had been vocal in criticizing him for not keeping his 2014 election promise on black money: ‘The one promise he had made was that `90 lakh crore of black money was concealed in foreign banks and that he will get back that money and give `15 lakh to the family of every poor man…’26

A third theory was that the decision was taken to divert attention from a potentially disastrous revelation that could affect the reputation of the Prime Minister. It was given credence by the allegation by the Delhi CM, on the floor of the Delhi legislative assembly on 15 November, that documents seized during raids by the income tax department purported to show that the Prime Minister had received bribes during his tenure as the Chief Minister of Gujarat. On the same day, senior advocate Prashant Bhushan, through his NGO Common Cause, filed a petition in the Supreme Court (SC) presenting the data from these income tax raids, requesting action against those whose names featured in the documents.27

The allegations and documents were reminiscent of the infamous ‘Jain Hawala diaries’ case. In 1991, a businessman, S.K. Jain, was arrested. During the search of his residence, a handwritten diary was recovered which contained notations of payments amounting to `65 crore made to 115 individuals. The recipients’ names were written in code, but they matched the initials of some of the senior-most political leaders of the country. In a landmark judgement related to this case, the Supreme Court ruled in 1997: ‘Whenever any record indicating illegal payments to public functionaries is recovered by any government agency, a thorough and independent investigation must be undertaken.’28

During the course of the next few weeks, Rahul Gandhi, the leader of Congress, and Sitaram Yechury, leader of the CPI(M), reiterated the allegations of corruption against Prime Minister Modi. Implicit in these allegations was the answer to a question being raised across the country: ‘Why had the demonetization been announced and implemented in such a hurry, when preparations for such a drastic move were clearly inadequate?’29

However, overturning the principle laid down by the SC in the Jain Hawala case, and apparently bringing this controversy to a close, on 11 January 2017, a bench consisting of Justices Arun Mishra and Amitava Roy dismissed the Common Cause petition, stating, ‘No democracy can function when allegations are cast against constitutional functionaries without cogent evidence.’

As the 30 December deadline grew nearer, the decisions of the government grew more erratic. In a bizarre move, the RBI issued a circular on 19 December30 stating that all further deposits would have to be made as a single lump-sum deposit, and that any amount in excess of `5,000 would be investigated by two bank officers, who could question the reason for the ‘delay’ in depositing the money.

People reacted with disbelief and outrage. They felt betrayed, because the Prime Minister and the Finance Minister had personally asked people not to crowd the banks, as they had until 30 December to deposit notes. Faced with a barrage of criticism, the RBI withdrew this circular31 two days later, on 21 December, albeit only for ‘fully KYC compliant accounts’.

The goalposts of demonetization also started getting shifted. Seeing it was not delivering on the goals of eradicating black money, corruption, counterfeit notes and terrorism, the rhetoric began to centre around making India a digital, cashless economy, of widening the tax base, and formalizing the economy.

On 30 December, when the demonetization window closed, everyone hoped that the RBI would finally release some numbers. But, there was complete radio silence. So, when there was an announcement that the Prime Minister would address the nation on 31 December, people eagerly expected a report card of the 50-day demonetization exercise – the quantum of black money and counterfeit money that had been detected and destroyed and the promised benefits that would now accrue to them.

They were to be disappointed. No report card or numbers were shared, and other than a few token incentives,32 no benefits either. The nation had suffered patiently for the 50 days requested by the Prime Minister, in eager anticipation of the benefits he had promised. The year ended on a sombre note as it started becoming clear to people that their pain, loss of income, disruptions of jobs, inconvenience and sacrifice had been in vain.

My Perspective

From a purely objective perspective, every patriotic Indian supported the objectives stated by the Prime Minister, namely, eliminating the scourge of black money and corruption, flushing out counterfeit notes, and choking terrorist funding.

Whether demonetization was the correct policy tool to achieve these objectives is debatable, as is the government’s report card in achieving its stated objectives. These are discussed in later chapters.

But there can be no difference of opinion on the fact that in its implementation, the 2016 demonetization was an unmitigated disaster. On 13 November, the Prime Minister had stated in Goa that the move had been in the planning for 10 months. There is, therefore, no excuse for the shoddy implementation and enormous delays that took place in remonetizing the economy. To have subjected the Indian economy and 1.3 billion Indians to the liquidity crisis that followed the note ban was simply unforgiveable.

Irrespective of the policy merits or demerits of the move, the crushing effects of the liquidity crisis unleashed in November 2016 could have been avoided if adequate new notes had been printed prior to the announcement. Ten months was more than sufficient time to print an adequate quantity of `2,000 and `500 notes to replace the withdrawn notes swiftly. Having sufficient notes to remonetize the system was a basic precaution which should have been planned for.

If the new `2,000 notes had been printed in the same size as the old `1,000 notes, and the new `500 notes in the same size as the old `500 notes, the recalibration of 2,20,000 ATMs across the country could have been quicker. Augmenting the capacity of the 4,075 currency chests across India would have helped ensure quicker and more equitable distribution of cash across the country and faster counting of the demonetized notes as they were returned.

The fact that none of these simple and expedient measures was taken indicates that the planners of the note ban were appallingly incompetent.

As the financial and human costs of demonetization began to add up, it became painfully clear that what had been intended as a surgical strike on black money had regrettably turned out to be a carpet-bombing of the Indian people and our economy.33

It was a classic case of the road to hell being paved with good intentions.
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The Role of the RBI

The central bank figures only after the army in terms of perception as a custodian of society’s trust.

– Y.V. Reddy, Governor of the Reserve Bank of India 2003–2008

In my role as CEO and Chairperson of ABN AMRO and RBS in India, I had frequent interactions with the RBI at many levels, and had the opportunity to work with three RBI Governors – Y.V. Reddy, Duvvuri Subbarao and Raghuram G. Rajan.

With a significant treasury, consumer, corporate banking, diamond financing, and microfinance franchise, ABN AMRO, and later RBS Bank, in India was a systemically important foreign bank. We also ran the global back office, processing transactions for both RBS and ABN AMRO. My team and I, therefore, spent many hours at the RBI working with key officials.1

These interactions gave me an opportunity to observe at close quarters the professionalism of RBI officials at every level. As a participant on several RBI committees, I saw the meticulous detail of scenario planning exercises, the thoughtfulness with which committees deliberated key monetary policy and economic issues, and the transparency with which data was shared and decisions were made.

In September 2013, I went to bid Governor Subbarao farewell. We had enjoyed a very cordial relationship. Financial inclusion was a subject very close to his heart. In addition to discussing issues related to banking, I often met him to share learnings and experiences from my journeys to the villages. When he had been appointed, given his background in the Ministry of Finance, many had thought that he would find it difficult to take an independent stand against the ministry. I shared this with him. He laughed merrily and said, ‘Meera, maybe that’s what many people initially thought. But the RBI is not about any one man. Many excellent colleagues have supported my decisions. The RBI is an upright, independent and magnificent institution – we make our decisions in the best interests of the country.’

As the demonetization saga unfolded, people began to ask on whose advice the Prime Minister had made this major decision.

The Finance Minister, the Chief Economic Advisor, the Vice Chairman of NITI Aayog,2 all had been very silent during the initial days of demonetization. Their obvious discomfort in answering media questions led to rumours that none of them had been consulted about the move.

However, it was the silence of the RBI Governor, Urjit Patel, that raised the most concern.

In the weeks after the demonetization announcement, questions were repeatedly raised by the public, the media, the Supreme Court, and Parliament’s Public Accounts Committee3 (PAC), as to how the RBI, as the custodian of the Indian currency, had failed to ensure the country’s monetary stability.

The PAC raised 10 very simple questions.4



	Union Minister Piyush Goyal has said on the floor of the House that the decision to demonetize was taken by the RBI and its Board. The government merely acted upon this advice. Do you concur?

	If the decision was indeed RBI’s, then when exactly did the RBI decide that it was in India’s best interests to demonetize currency?

	What was the exact rationale laid out by the RBI for this decision to invalidate `500 and `1,000 notes overnight?

	RBI’s own estimates show fake/counterfeit currency to be a mere `500 crore. India’s cash to GDP was 12 per cent, lower than that of Japan (18 per cent) and Switzerland (13 per cent). High denomination notes as a share of currency was 86 per cent in India, but 90 per cent in China and 81 per cent in the US. So, what was so alarming that the RBI decided India needed to demonetize suddenly?

	When was the notice sent to the RBI board members calling for an emergency meeting on 8 November? Which of them attended this meeting? How long did the meeting last? And where are the minutes of this meeting?

	In the subsequent note sent to the Cabinet recommending demonetization, did the RBI explicitly mention that this decision would mean invalidating 86 per cent of the country’s currency and its attendant cost? How long did the RBI say it would take to remonetize?

	The RBI notification of 8 November 2016 under Section 3 c(v) issued a restriction on withdrawal from a bank account over the counter to `10,000 per day and `20,000 per week. There was a similar limit of `2,000 per day in an ATM. Under what law and powers of the RBI were these limitations imposed on people to withdraw their own cash? What gave the powers to the RBI to ration currency notes in the country? If there are no laws that you can cite, why should you not be prosecuted and removed for abuse of power of office?

	Why have there been so many flip-flops in RBI regulations over the past two months? Please give us the name of the RBI officer who came up with the idea to ink people for withdrawal? Who drafted the notification on marriage-related withdrawal? If it was not the RBI that drafted these but the government, is the RBI now a department of the Ministry of Finance?

	How much exactly was demonetized and how much has been deposited back in old currency? What was the expectation of notes to be extinguished when the RBI advised the government to demonetize on 8 November?

	Why has the RBI refused to reveal information under the Right to Information (RTI), citing inane reasons such as fear of personal injury? Why is the RBI not providing information under RTI to queries that come?





These questions reflected very poorly both on the central bank and Governor Patel.

So did the erratic decisions and frequent about-turns of policy decisions by the RBI. No less than 68 circulars were issued during the demonetization period by the RBI,5 many of them contradictory.

What were the pressures brought to bear on an upright institution and its Governor that led to such a fall from grace, and the RBI, once a respected and revered institution, began to be mocked as the Reverse Bank of India?

Unfortunately, no answers were forthcoming and the silence was perhaps more eloquent than words. To unravel this mystery, it may be helpful to address a few questions.

When Did Planning Start for Demonetization?

In his speech in Goa on 13 November, the Prime Minister had stated, ‘I constituted a small team 10 months ago to execute a big operation. It was a humongous task, to print currency notes, distributing them to different banks. [We] had to keep it under wraps very carefully because the corrupt have strong sources within the government. If the information got leaked, they would have settled their accounts.’

This implies, or should imply, that planning for demonetization had started in January 2016.

From information in the public domain, we know that in April 2016, Raghuram G. Rajan, Governor of the RBI,6 had voiced his concerns on the ‘high year-on-year rise in currency in circulation in fiscal 2016.’ He surmised that this could be because ‘cash with the public goes up close to polls. You can see that there is a spike not just in the state going to polls but also in the neighbouring state.’ Rajan’s inference was possibly indicating that political parties were hoarding cash to woo voters in the major state legislature elections scheduled for 2017.7

The State Bank of India’s (SBI) Chief Economist, Soumya Kanti Ghosh, however, presented a counter argument. In his report published in SBI’s Ecowrap of March 2016, Ghosh stated, ‘The common perception is that, FY17 being an election year, people are hoarding cash. However, had this been true, even FY14 should have shown the similar trend. In fact, that year witnessed a decline… the bigger reason, could be the trend in demonetization. There are suggestions in public domain and even analysis that are suggesting that higher denomination notes may be replaced. We believe, as a result of that, people may be using more of high value currency to purchase safe haven assets.’

This was the first public reference to a possible demonetization.

In the April 2016 issue of the same publication, Ghosh elaborated on this topic further, stating: ‘Demonetization, if is being contemplated, a road map needs to be created. It needs to be done in steps and be balanced with creation of necessary electronic and digital infrastructure in the country coupled with creating awareness and financial literacy for ensuring that the man on the street is not put to undue hardship.’

The SBI Ecowrap report of April 2016, attached as Appendix 2, is the only document that has appeared in the public domain mentioning demonetization prior to the 8 November announcement. The report is prescient for the accuracy with which it described the logistical challenges that the country actually faced as a consequence of the note ban:


	Notes of denominations of `500 and `1,000 together accounted for approximately 85 per cent of the total value of banknotes in circulation at end March 2015, while together they accounted for 22 per cent of the volume at end March 2015. 

	Despite the presence of high denominations, RBI had spent `37.62 billion in printing notes in 2014–15. If the notes of these two denominations are withdrawn, the cost of printing notes for RBI would also multiply. 

	At the branch level, the cost of handling cash would zoom and there would be complete chaos as the funds kept in these denominations will be flushed into the banking channels. Currently there are around 5,000 currency chests across the country with the Banks that are used for storing notes. The capacity of these chests would need to be expanded 5x to enable storing of enough supply of currency to the public. Construction of these chests, which have specialized steel walls and doors, would take time and substantial investment. 

	If the `500 and `1,000 denomination notes are removed, in order to maintain the same amount of liquidity, the number of other denomination notes will have to be increased… A high transaction ATM which runs out of cash once a day will fall short of currency several times a day. This is so because cash replenishment agencies will take a couple of hours to respond, and customers will be affected because of the downtime. The costs also shoot up by `15 billion. 



From the report, it is clear that the problems India faced after demonetization had been clearly analysed and spelt out by SBI in April 2016.

The only details in the public domain, regarding planning at the RBI, are from R. Gandhi, the Deputy Governor in charge of the currency management division. In an interview in April 2017,8 on the day of his retirement, he described the note ban as a well thought-out and well-deliberated decision.

In his interview, he made a number of interesting statements:


	‘The consultations started in January. The introduction of `2,000 was a decision irrespective of demonetization.

	The decision to introduce `2,000 notes and the withdrawal of `500 and `1,000 notes were taken in parallel.

	We planned everything. Every reaction was fully foreseen. There was no nasty surprise for us. Everything had been well identified, and debated. Several instructions were given by us. But you need to analyse it differently. About 20 (notifications) were relaxing rules. These relaxations were also pre-planned. If at all, there were one or two without planning. The rest were planned. 

	The board was apprised only one day prior to the move as we could not inform the board much in advance.’



Gandhi’s statements seemed to indicate that the note ban had been planned since January 2016, at least within the currency management department of the RBI, making it even more shocking that its execution had been so flawed.9

What Was the Role of the RBI Governors?

In May 2016, Subramanian Swamy, MP from the ruling BJP, mounted a very public campaign against the RBI Governor, Raghuram G. Rajan.

On 12 May,10 he attacked Rajan for the alleged failure of his policies, stating that, in his opinion, ‘the RBI Governor is not appropriate for the country… The sooner he is sent back to Chicago, the better it would be.’ Intensifying his campaign on 16 May,11 he wrote to the Prime Minister urging him to ‘terminate’ his services ‘effective immediately’ or when his term ends in September because he was ‘mentally not fully Indian’. In this letter, Swamy said he was ‘shocked at the wilful and apparently deliberate attempt by Dr Rajan to wreck the Indian economy.’ 

On 26 May,12 he followed this up with a widely publicized ‘open’ letter13 to the Prime Minister in which he levelled six allegations against Rajan, including those of ‘sending confidential and sensitive financial information around the world’, and being ‘publicly disparaging of the BJP government’, which, in his considered opinion, required ‘terminating his services as RBI Governor immediately’.

Such a public attack on the RBI Governor by an MP of a ruling party was unprecedented. While media speculated on its causes, there was no defence of Raghuram G. Rajan from any government official, nor any response to Swamy’s ‘open’ letter.14

On 18 June 2016, Rajan, in a letter notable for its dignity and restraint that was addressed to all RBI employees, stated that he would return to Chicago, after completion of his three-year term as the Governor of RBI, to continue his academic career.

I am an academic and I have always made it clear that my ultimate home is in the realm of ideas. The approaching end of my three-year term, and of my leave at the University of Chicago, was, therefore, a good time to reflect on how much we had accomplished… On due reflection, and after consultation with the government, I want to share with you that I will be returning to academia when my term as Governor ends on 4 September 2016. I will, of course, always be available to serve my country when needed.15

On Saturday, 20 August 2016, the government appointed Urjit R. Patel as the next Governor of the RBI, stating that for the first time, a ‘systematic approach and objective mechanism’ had been put in place to select the person for the post.

Urjit Patel, who had been serving as a Deputy Governor in the RBI since January 2013, had a distinguished academic record. He had completed his BA from the London School of Economics, MPhil from Oxford University, and his PhD in Economics from Yale University. He had worked at the IMF between 1990 and 1995, and was deputed from the IMF to the RBI in 1996–97. Between 1997 and 2006, he worked for Reliance Industries Limited as President of Business Development. From 2006–13, he was an independent director of the Gujarat State Petroleum Corporation (GSPC).

The appointment was not without controversy. The Comptroller and Auditor General of India (CAG) had castigated GSPC for mismanaging its exploration- and development-related activities in its KG Basin and overseas assets, leading to higher costs and financial losses.16 Equally publicized at the time of Urjit Patel’s appointment was his association, as a non-executive director, with the controversial Multi Commodity Exchange of India Limited (MCX) headed by Jignesh Shah, the prime accused in the `5,600 crore National Spot Exchange Ltd (NSEL) scam.17

Questions were therefore raised in the media about both his judgement and his ability to uphold the autonomy and integrity of the post of Governor of the RBI, given his previous positions as a director of companies that had been embroiled in scams during his tenure on their Boards.

On 29 August 2016, Governor Raghuram G. Rajan signed his transmittal letter18 to Urjit Patel. The report19 attached to the letter is interesting, in that it mentions a significant indent for `1,000 and `500 notes (subsequently demonetized) that were printed in 2016. There is no mention of the new `2,000 notes, or of the planned demonetization exercise. On 4 September 2016, Urjit Patel took over as the twenty-fourth Governor of the RBI.

Was Raghuram G. Rajan aware of the demonetization? Did he oppose it? Could this have been the reason for the orchestrated campaign to remove him from the position?

When requested for information in early 2017, Rajan’s response was courteous but circumspect: ‘Sorry, not speaking on India till September 2017, and really cannot speak on discussions with the Govt. Many of your questions can be asked to RBI management. They can decide what they can answer.’

On its part, the RBI declined to share any information. In response to numerous RTI requests by concerned citizens, it declined to furnish information citing section 8(1)(g) of the RTI Act. Shailesh Gandhi, the former Central Information Commissioner, whose previous rulings that the RBI must disclose information were upheld by the Supreme Court, said, ‘The RBI is treating the orders of the Commission, the Supreme Court, and the RTI Act made by Parliament, in complete contempt.’20

Then in September 2017, Rajan broke his silence. Speaking at the launch of his book I Do What I Do, he disclosed that he had opposed demonetization as he felt the short-term economic costs associated with such a disruptive decision would outweigh any longer-term benefits from it.

‘I made these views known in no uncertain terms… At no point during my term was the RBI asked to make a decision on demonetization… I was asked by the government in February 2016 for my view on demonetization, which I gave orally.’21

Despite his reservations, the RBI was asked to prepare a note for submission to the government. Rajan said, ‘The RBI note outlined potential costs and benefits of demonetization, as well as alternatives that could achieve similar aims. If the government, on weighing the pros and cons, still decided to go ahead with demonetization, the note outlined the preparation that would be needed, and the time that preparation would take. The RBI also flagged what would happen if preparation was inadequate.’22

Reinforcing these points in April 2018,23 Rajan said, ‘I have made it quite clear that we were consulted and we didn’t think it was a good idea,’ and ‘…Demonetization was not a well-planned, well thought-out, useful exercise and I told the government that, when the idea was first mooted.’

Responding to a comment from the audience that demonetization could have positively impacted growth, Rajan said wryly, ‘You would have to find a new economic theory to explain how it helped the economy.’ 

It is, therefore, evident from Rajan’s feedback that he was consulted on demonetization, but the RBI under his stewardship had indicated to the government in no uncertain terms that it was not advisable. The RBI had also clearly outlined the preparations that would be needed, and the consequences of inadequate preparations.

Whether this was the reason for the orchestrated campaign to remove him will remain a matter of speculation. Given that Deputy Governor Gandhi’s statements seem to contradict those of the former Governor, it seems that if the RBI was involved in the planning, Rajan was not aware of this and that the ‘formal planning’ only commenced after Urjit Patel, his successor, was in position, on 4 September 2016.

If Not the RBI, Who Were the Planners?

To date there has been no official confirmation of the names of the members of the ‘small team’ constituted by the Prime Minister. There was considerable media speculation as to whether the Finance Minister himself had been consulted or was part of the team.

The Wall Street Journal captured the rumours circulating in Lutyens’ Delhi:

Demonetization has resurrected fears that the ruling Bharatiya Janata Party takes policy advice from quacks. It damaged the credibility of India’s central bank... It also shows how susceptible Mr Modi and his aides are to the unorthodox ideas of assorted cranks and oddballs from the Hindu nationalist movement to which the BJP belongs. The loudest backers of demonetization include a telegenic yoga guru, a chartered accountant best known for propounding the homespun economic philosophy of ‘swadeshi,’ or self-reliance, and a nongovernmental organization that wants almost all taxes to be replaced by a single levy on bank transactions.24

It does not take much imagination or powers of deduction to arrive at who the  Wall Street Journal is referring to as the telegenic guru, the chartered accountant, and the non-governmental organization. Anyone who had watched the brouhaha during the initial days of demonetization about the brilliant minds that sparked the idea and inspired the Prime Minister would easily recognize these entities.

Over the course of the next few months, various media reports25 suggested that Hasmukh Adhia, the Revenue Secretary in the MoF, and a few others were the core members of the planning team. They were reportedly supported by a young team of researchers, who worked from a few rooms in the Prime Minister’s residence.

Adhia, a chartered accountant and graduate from IIM Ahmedabad, also had a PhD in yoga from the Swamy Vivekananda Yoga University, Bangalore. A Gujarat cadre IAS officer, he had earlier served as principal secretary and additional chief secretary in charge of finance while Narendra Modi was Chief Minister of Gujarat. It was rumoured in Lutyens’ Delhi that though he formally reported to the Finance Minister, in reality, he had a direct line to the Prime Minister. Minutes after the demonetization announcement, Adhia tweeted from his own handle: ‘This is the biggest and the boldest step by the government for containing black money. It is like a surgical strike on black money.’

In November 2017, he was elevated as the Finance Secretary. The person he replaced, Ashok Lavasa, was reportedly also involved in the planning of demonetization.26 A former Madhya Pradesh cadre IAS officer, he was appointed as an Election Commissioner in January 2018, following his retirement.

A third member of the core team was believed to be Shaktikanta Das, the then Economic Affairs Secretary.27 A Tamil Nadu-cadre IAS officer with roots in Odisha and a postgraduate from St. Stephen’s College, he had spent almost a decade in the North Block, India’s Ministry of Finance. Post-demonetization, Das became the ‘public face’ of the MoF, fielding questions from the media and holding press conferences to announce and explain the convoluted rules and their frequent changes. On his retirement in November 2017, Das was appointed India’s G20 Sherpa.28

Whether these three senior officials were in fact part of the core planning team or not, is hard to confirm. However, there is no doubt that the Prime Minister himself was the principal architect of the move. Press reports stated that three ministers who had attended the Cabinet meeting on 8 November 2016 shortly before demonetization was announced, shared that the Prime Minister had said, ‘I have done all the research and, if it fails, then I am to blame.’29

When Did the RBI Board Approve the Demonetization Decision?

Speaking in the Rajya Sabha on 16 November 2016, the Union Power Minister, Piyush Goyal, while defending demonetization, asserted that the ‘the Reserve Bank of India (RBI) runs the monetary policy of the nation and this decision was taken by the RBI board.’

In the absence of the minutes of the Board’s meeting, which RBI has to date refused to make public, all that can be reliably said about when the decision was made and who made it, is drawn from the RBI’s written submissions to the Parliament’s PAC and Parliamentary Finance panel.

The PAC was informed that demonetization was under discussion between the government and the RBI for ‘some months’, following which the proposal was placed before the Central Board of RBI on 8 November 2016 for consideration.

Separately, in a note later submitted to the Parliamentary Finance panel (headed by Congress Member of Parliament Veerappa Moily), the RBI said that on 7 November 2016, the government of India sent them a letter stating ‘to mitigate the triple problems of counterfeiting, terrorist financing and black money, the Central Board of the Reserve Bank may consider withdrawal of the legal tender status of the notes in high denominations of `500 and `1,000.’ Based on this letter, the Central Board of the RBI convened a meeting on 8 November 2016 at 5.30 p.m., for the withdrawal of the legal tender character of the `500 and `1,000 notes.30

As reported in the PAC submission, Governor Patel, two Deputy Governors, R. Gandhi and S.S. Mundra, and five independent directors of RBI, Nachiket Mor (National Director for the Bill and Melinda Gates Foundation); Bharat N. Doshi (former Board Member and CFO of Mahindra and Mahindra); Sudhir Mankad (former Chief Secretary of Gujarat); Shaktikanta Das (the Secretary, Economic Affairs, MoF); and Anjuly Chib Duggal (the Secretary, Department of Financial Services, MoF) attended the board meeting. Of the other two Directors, Deputy Governor N.S. Vishwanathan did not attend the meeting as he stayed back in Mumbai for ‘strategic reasons’ (to brief the bankers first-hand, immediately after the decision on demonetization was taken). Another director, Natarajan Chandrasekaran (the then CEO and MD of TCS, and present Chairman of the Tata group of companies) was abroad.

In an article dated 21 January 2017,31 Reuters stated that a copy of the private testimony to a Parliament panel, seen by them, showed the RBI had also warned the government of ‘possible inconvenience to the public for some time’ among the potential consequences of the massive exercise. Despite its own doubts, the testimony showed that the RBI board approved the plan to ban `500 and `1,000 notes, as it believed the move would rein in counterfeiting and reliance on cash, and pull unaccounted cash out of the financial system.

Reuters further disclosed that the testimony went on to state, ‘It might not immediately be possible to replace these notes fully in terms of both value and volume,’ but the RBI board ultimately believed that ‘corrective’ action could be taken and decided to recommend the move. The RBI board also believed the impact of such an exercise would be ‘transitory’, given its efforts to quickly replace the old notes. The document also noted that the proposal to ban the cash had come from the government in a letter, a day before the announcement, that advised the RBI to ‘immediately’ put the plan before its board for approval. 

After receiving the sign-off from the RBI board and obtaining his Cabinet’s approval, on 8 November, Prime Minister Modi announced demonetization in his address to the nation at 8 p.m. on the same day.

The submissions by the RBI to the PAC and the Parliamentary Finance panel, as well as the Reuters report, appear to contradict minister Goyal’s assertion in the Parliament that it was the RBI who made the demonetization decision. Instead, it appears that the RBI and its Board of Directors were merely passive facilitators.

Where Is the Demonetization Dividend?

In the first few days following demonetization, there was the euphoric expectation, fuelled by overeager television anchors, that the exercise would flush out `3–4 trillion (i.e., `3–4 lakh crores) of black money. The belief was that black money hoarders, shocked and surprised by the move, not knowing what to do with all their ‘old notes’ and fearing income tax raids, would burn or drown their ill-begotten wealth.32

The logic was that this money would, therefore, never be returned to the banks. The difference between the notes demonetized and the notes returned to the banks would be the black money extinguished from the system. Many quickly assumed that this would be a profit that the government could appropriate to use as it wished, and this amount popularly began to be referred to as the Demonetization Dividend.

Convinced of the absurdity of this argument, I wagered a glass of lime juice with one of India’s most reputed economists during a panel discussion on national television. I said that there would be no Demonetization Dividend, and further, any money not returned to the banking system could not legitimately be appropriated as profit by the government. He disagreed and asserted that at least 25 per cent of currency demonetized would never return to the banks. Later, as data emerged, he was gracious enough to acknowledge that he was wrong!

The Attorney General, Mukul Rohatgi, representing the government of India in a spate of petitions against demonetization, predicted that this number could be even higher. On 16 November 2016, he told the SC bench of Chief Justices T.S. Thakur and D.Y. Chandrachud: ‘About `3.25 lakh crore has been deposited with banks by people and the government expects the total to go up to `10–11 lakh crore by March 2017 end.’ He added, ‘In all likelihood, `4–5 lakh crore may not come back to the banks.’33

Before long, the nation was speculating on how this Demonetization Dividend would be spent: infrastructure projects; recapitalizing India’s PSU banks; social security schemes for the poor – many creative ideas were floated.

This became a topic of much spirited debate. The most popular notion was that the Prime Minister would use this dividend to deliver on his 2014 election promise of crediting each citizen’s account with ‘recovered’ black money. In ATM queues and markets across the country, people started saying: ‘If not `15 lakh, at least we will get `15,000… if not everyone, at least the Jan Dhan account holders will!’

The next question was how the Demonetization Dividend would be transferred from the RBI to the government and indeed how the RBI itself would account for it.

C. Rangarajan34 (RBI Governor, 1992–1997) swiftly sounded a cautionary note, stating categorically, ‘This is basically a balance sheet problem and it is not a profit in any sense of the term. The reduction in the liability side will be matched by the reduction in the asset side. There is no capital gain or capital loss as far as the RBI is concerned. Therefore, I would really say that there is no scope for any extra dividend to be declared to the government.’35

D. Subbarao36 (RBI Governor, 2008–2013) made several important legal and accounting points on the same subject:37

All currency issued by the RBI carries a promise by the Governor to pay the bearer a sum equivalent to the value of the currency. This is a legal obligation…Will the RBI treat ‘the promise to pay’ as a continuing liability and transfer an amount equivalent to the wealth destroyed to a special reserve? Or will it treat this as an extinguished liability and account for it as ‘profit’?

Subbarao also raised a very important question that remains unanswered. ‘Can the RBI withdraw from its sovereign obligation to honour its promise to pay the bearer of an Indian currency note?’

The views of former Governors Rangarajan and Subbarao served to dampen the enthusiastic plans of the ruling party’s spokespersons of appropriating the Demonetization Dividend, though these were only finally laid to rest as it became apparent that practically all the currency demonetized had been returned to the banking system.

In August 2018, the RBI confirmed that 99.35 per cent of the currency demonetized had been returned to the banking system. Only `10,720 crore had not been returned, a far cry from the `3–4 lakh crore that had been enthusiastically anticipated. This amount could reduce further, as there are a large number of demonetized notes being held by various district central cooperative banks (DCCBs) which had not yet been accepted by the RBI due to pending cases before the Supreme Court.

The actual dividend finally declared and transferred to the Central Government by the RBI for FY 16–17, was only `30,659 crore as compared to `65,876 crore in the previous year, a decline of 53 per cent. Reflecting the ongoing costs of demonetization, the RBI report for FY 17–18 showed that income in 2017–18 continued to remain lower than in each of the three preceding years, while costs remained twice as high. As a consequence, the `50,000 crore dividend declared for FY 17–18 was even lower than that declared in FY 13–14.38

Interestingly, the RBI’s 2018 Annual Report also confirmed Subbarao’s view that the money not extinguished remained an ongoing liability of the central bank, and hence transferred it to a special reserve, stating:

An amount of `107.20 billion, representing the value of SBNs which has not been paid on June 30, 2018 and was forming part of liability head ‘Notes issued’, has been removed from balance of ‘Notes issued’ and transferred to specific head created for the purpose under ‘Other Liabilities and Provisions’. All future payments of exchange value of SBNs to eligible tenderers under the Rules framed by the Government of India will be made out of the specific head.39

Far from being a blockbuster, the Demonetization Dividend turned out to be a wisp of smoke.

Dissenting Notes

One of the earliest dissenting voices to be raised against demonetization from the RBI family was that of K.C. Chakrabarty, a former Deputy Governor of the RBI.40

Countering the chorus of sycophantic voices that praised demonetization as a visionary and bold step that would transform India, his views were lucid and clear:41

It has no economic rationale. It does not serve any purpose. Demonetization is a very blunt instrument, and it has to be used very judiciously and in a very very critical situation. Generally, in a normal situation, it doesn’t give any results. The economic benefit is less and the cost is more. It is necessary to have a very effective pre-planning.

Explaining that demonetization cannot tackle the menace of black money, Chakrabarty said,

What is black money? No notes are black. All notes are white. It is the process that creates the black money. When a person does not pay tax, it becomes black money. What we are killing is the note. We are not catching people who have not paid taxes. For that you have the Income Tax department, but they are not doing their duty. The poor hoard cash. The rich, who don’t pay taxes, don’t keep the black money under their pillows.

On the argument that demonetization would stop the menace of counterfeit notes, he said,

The person who is counterfeiting the existing note will counterfeit the new notes also. How many counterfeit notes are there? It’s 10–20 in one million. If you purchase dal from the local kirana store and, in the dal, there are some stones, you will pick out the stones, clean the dal and then cook. You never throw away the dal.

Accurately forecasting the problems that citizens and the economy would face, he said,

The economy will suffer because liquidity has been sucked out. You have stopped market transactions for 70 per cent of the economy. The poor will suffer more. To withdraw his/her own money, the poor person has to stand in the queue. Ninety per cent of the poor’s liquidity is in cash, so they have no cash. All your trade and commerce are likely to be affected. Already, we can see that farmers and small businesses are hit.

Speaking of the cost to the banking system, Chakrabarty said, ‘The total cost of replacing the notes will be `10,000 or 15,000 crore. That is a direct loss. Then the banks will be doing only this job for the next two months: exchanging the note, managing the cash, managing the crowds. People will be more busy with these things. All this will have an adverse effect on the economy.’

He also revealed that a demonetization proposal had come from the UPA II government. ‘After examining the proposal, we had said that this should not be done. The proposal never went to the board level… We said “no” because it does not serve any purpose… the cost is high and the benefit is less.’

Finally, asked whether the government and the RBI would be able to finish the work by 30 December, within the 50-day period requested by the Prime Minister, he said, ‘It depends on the efficiency of the government and the RBI… It depends on the capacity of the (printing) press. When I was in the RBI, and if that is the position, it will take six months to print the currency notes. Whether they have made any advance preparation or they started printing early … I don’t know.’

The Reverse Bank of India

As the demonetization saga unfolded, the RBI issued a stream of notifications and amendments that got more confusing with each passing day. The RBI became the butt of jokes on mainstream media and social media, and mockingly began to be referred to as the ‘Reverse Bank of India’.42

A total of 63 notifications pertaining to demonetization were issued by the RBI during 8 November–30 December period, and a further five between 1 January and 30 March 2017. A list of these notifications is attached in Appendix 3. These were in addition to the Standing Orders issued by the Department of Economic Affairs (DEA) in the MoF – which were often contradictory and compounded the confusion.

The first Standing Order by the DEA, S.O. 3407(E), stipulated the rules for depositing and exchanging SBNs and prescribed limits of how much cash individuals could withdraw from their bank accounts.

The second notification, S.O. 3408(E), listed the transactions for which demonetized notes could continue to be used. On 8 November, this was a list of eight, during the course of the demonetization period, it was expanded eventually to 20 types of transactions. Initially intended for a period of only two days, the exemptions were extended first till 24 November and then till 15 December. As reports started surfacing that people could be using these exemptions to get rid of black money, fresh notifications were issued, restricting permission to use old notes to pay for fuel and electricity, and limiting the use of demonetized notes at petrol pumps and airline ticket counters to 3 December rather than the previously announced 15 December deadline.

The third, S.O. 3409(E), notified the new `2,000 banknote as legal currency under Section 24(2) of the RBI Act. However, someone had not done his homework. This was the wrong section as the government gives the RBI the authority to issue banknotes under Section 24(1). So, this had to be changed the next day!

In S.O. 3410(E), banks were instructed to submit reports listing the amount they held in demonetized notes. This notification also had to be amended the next day, because the names of SBI and several cooperative banks and nationalized banks had been omitted.

Meanwhile, the rules for the exchanging and depositing of demonetized notes were amended repeatedly. The upper limit on how much money could be exchanged in a day was frequently changed causing confusion in the minds of both citizens and bank staff. It started initially at `4,000, then went up to `4,500 for three days, then dropped down to `2,000, and then finally the option to exchange money was removed completely.

The proposal to raise the limits on cash withdrawal from ATMs had to be scrapped because of the slow pace at which ATMs were being recalibrated.

Spokespersons of the government tried to justify these frequent amendments as proof of the sensitivity of a responsive administration to citizens’ feedback. Lamentably, even a cursory reading of the notifications shows that they were simply not thought through, and the reversals and amendments were often no more than knee-jerk responses to public anger and ridicule.

On 14 November, five days after demonetization, all DCCBs were banned from accepting deposits of the banned currency notes due to the fear that black money would be laundered through this route. This move caused widespread distress in rural areas. Farmers across the country who had just sold their kharif crop were holding cash in the demonetized 1,000 and 500 notes. Unable to deposit their hard-earned savings in their respective DCCBs, they found it impossible also to open new accounts in public sector banks, besieged as they were by demonetization queues. In a single stroke their entire working capital and life’s savings had been rendered worthless – a move that was appalling for its injustice, and unforgiveable for its callousness.

In addition, farmers now had no usable money to buy seeds or fertilizers or pay labour for planting the rabi crop. The DCCBs, who customarily played a significant role in providing credit to the farm sector, were faced with a liquidity crisis, as the RBI had also barred the DCCBs from depositing the junked notes with them, claiming the notes had no legitimate trail to prove their source. Since the RBI refused to exchange the demonetized currency they had already accepted from their account holders – a majority of whom were farmers – they moved the Supreme Court for redressal, claiming the notes collected by them were legitimate.43

In the meanwhile, farmers suffered. Deprived unfairly of their own money and unable to take loans from their bankers, they were forced into the arms of usurious moneylenders just to have enough money to survive and to plant the next crop. The anger and protests by farmers across the country, since demonetization, are both understandable and justified in view of the devastation they suffered because of the note ban.

Another RBI circular which caused a great deal of confusion and ridicule was the poorly considered notification instructing banks to mark a customer’s fingers with indelible ink after he/she had exchanged money.44 In an attempt to prevent customers from exchanging more than the stipulated limit of `2,000, the RBI instructed banks and post offices to ‘put indelible ink mark on the right index finger of the customer so as to identify that he/she has exchanged the old currency notes only once’. It further stated that, ‘Each bank branch will be provided with black indelible ink bottles of 5 ml each’, and ‘The indelible ink can be applied by the cashier or any other official designated by the bank before the notes are given to the customer, so that while the exchange of notes is taking place, a few seconds elapse which will allow the ink to dry up and prevent removal of ink.’

Customers responded with indignation, while the Election Commission of India (ECI) responded with alarm! The ECI wrote to the MoF not to use indelible ink in banks for marking people, reminding it that five states were going for by-polls on 19 November and raising concerns that this would cause confusion. Meanwhile, as there was only one company45 in India that made this ink and there wasn’t enough ink to meet the demand from lakhs of bank branches, bank staff started using products such as dhobi ink and permanent markers to mark the customers.

The notifications on ‘withdrawals for weddings’ were even more absurd. The demonetization announcement came at the peak of the wedding season in India, and stranded many families without cash to pay for wedding expenses. Faced with a barrage of media reports, on 17 November, Shaktikanta Das told reporters that families having weddings would be exempted from the general cash limits and would be allowed to withdraw up to `2,50,000. The Department of Economic Affairs in the MoF swiftly issued S.O. 3488(E) on 18 November, authorizing such withdrawals.

Then, fearing they may have opened a Pandora’s box, the Finance Ministry, on 19 November rolled back the new provisions. It then issued a fresh notification specifying that the withdrawals would be subject to RBI guidelines, which, of course, had not yet been issued.

On 21 November, the RBI finally issued its own notification46 laying down an incredibly complex procedure to be followed before any cash could be drawn. They had to provide ‘Evidence of the wedding, including the invitation card, copies of receipts for advance payments already made, such as marriage hall booking, advance payments to caterers, etc.’ The conditions stated that those withdrawing cash for wedding expenses would need to submit ‘a detailed list of persons to whom the cash withdrawn is proposed to be paid, together with a declaration from such persons that they do not have a bank account. The list should indicate the purpose for which the proposed payments are being made.’

Banks were instructed to ‘keep a proper record of the evidence and produce them for verification by the authorities in case of need’, making stressed bankers, who were already drowning in extra paper work, throw up their hands in despair. Facing enormous criticism, RBI diluted the norms slightly the next day, and declarations were only required for cash payments of more than `10,000 to a single person.

The deaths of three distraught fathers were attributed to the demonetization. Sukhdev Singh of Punjab died of a heart attack as no one was accepting the money he had saved for his daughter’s marriage.47 Jagdish Pawar of Rajasthan too died of a heart attack, stressed over not having enough cash for his daughter’s wedding. Suresh Sonar of Uttar Pradesh died from the same reason after failing to exchange currency notes for the money needed for his daughter’s Tilak ceremony.48 As a distraught parent said, ‘We have been running around for three days trying to prove to bank officers that our daughter is genuinely getting married! We have saved all our lives for this day and now we cannot get our own money to pay for our child’s wedding.’49

The final straw was the RBI notification50 on 19 December stating that customers could henceforth only deposit amounts in excess of `5,000 once during the remaining period till 30 December 2016, adding, ‘The credit in such cases shall be afforded only after questioning tenderer, on record, in the presence of at least two officials of the bank, as to why this could not be deposited earlier and receiving a satisfactory explanation. The explanation should be kept on record to facilitate an audit trail at a later stage. An appropriate flag also should be raised in CBS (the Central Banking System) to that effect so that no more tenders are allowed.’

Vexed bankers and irritated customers vented their spleen, and social media was filled with caustic jokes. WhatsApp messages went viral advising people to use the explanation ‘I believed my Prime Minister and my Finance Minister when they said I could deposit notes till Dec 30’. Realizing the ridiculousness of what they had done, the RBI reversed the notification the next day, albeit only for customers with ‘KYC compliant accounts’.

On 30 December, President Pranab Mukherjee signed the Specified Bank Notes Cessation of Liabilities Ordinance, 2016. The ordinance stated that the SBNs (old `500 and `1,000 notes) would cease to be liabilities of the RBI from 31 December 2016. Further, these notes would no longer be guaranteed by the Central Government. Also, that holding the notes would be an offence and punishable with a minimum fine of `10,000, or five times the value of notes possessed, whichever was higher.

The same day, a notification was issued by the Department of Economic Affairs permitting a grace period for depositing the demonetized notes only for Indian citizens who had gone abroad (for three months till 31 March 2017) and for Non-Resident Indians or NRIs (for six months till 30 June 2017).

The RBI website explained the combined net effect of the ordinance and the notification.

The only people who could exchange old notes at the RBI’s counters after 30 December 2016 were Indians who were abroad between 9 November and 30 December and NRIs.

NRIs could only deposit `25,000 as per FEMA law restrictions, and they would have to physically show the old `500 and `1,000 rupee notes to customs officials at the airport and get a declaration form stamped before they could deposit the demonetized currency in RBI during the grace period. The RBI designated five offices – Mumbai, New Delhi, Chennai, Kolkata and Nagpur – to exchange the old notes.

This was totally inexplicable and yet another U-turn on the promise that the Prime Minister had made in his address to the nation on 8 November 2016 when he had said, ‘There may be some who for some reason are not able to deposit their old 500 or 1,000 rupee notes by 30 December 2016. They can go to specified offices of the Reserve Bank of India up to 31 March 2017 and deposit the notes after submitting a declaration form.’

On 8 November, in the gazette notification through which the demonetization decision was announced, the RBI itself had stated, ‘Any person who is unable to exchange or deposit the specified banknotes in their bank accounts on or before 30 December 2016 shall be given an opportunity to do so at specified offices of the Reserve Bank or such other facility until a later date as may be specified by it.’

In contravention of these promises, why was the exchange facility till 31 March 2017 denied to Resident Indians? For NRIs, why were RBI’s remaining 26 offices covering other states not opened up? Why was Maharashtra given two locations for this exchange facility, when Kerala, which accounts for 10 per cent of the India’s NRI population and 40 per cent of the inward foreign exchange remittances, was given none? There were no answers.

In response to PIL cases filed on this matter, the SC questioned the government’s decision to deny people the facilities to exchange their old `500 and `1,000 notes till 31 March 2017, stating: ‘If one can establish that the money was his or hers, you can’t deprive them from depositing the money… If there is a genuine person with valid reasons, he should have an opportunity to say that he has failed to deposit his money, and he must be given a window.’

In July 2017, the SC issued notices to the RBI and Finance Ministry on a plea seeking extension for exchange of demonetized notes by siblings Arushi Jain, 22, and Apurv Jain, 25, whose parents had died in a road accident nine years earlier. The siblings were minors when their parents died. The bank lockers were finally opened on the directions of the Succession Court, Saket by an order dated 17 March 2017, two and a half months after the demonetization deadline.

However, the government refused to allow people to deposit the demonetized notes beyond the 30 December 2016 deadline, saying, ‘it would defeat the very purpose of demonetization, that is, elimination of black money.’

Representing the government, Attorney General Mukul Rohatgi made the extraordinary statement that the Prime Minister’s promises did not matter if his government did not stick to them in the legal notification that followed. ‘If the Prime Minister has made the announcement in television that deposit can be done till March-end next year [2017], but subsequent law says one can’t do so, the law will prevail but not Prime Minister’s statement.’51

On 5 January 2017, a disturbing video was aired on national media showing a woman, apparently quite poor, stripping in front of the RBI’s New Delhi office, in frustration at not being able to exchange two old `1,000 notes and four old `500 notes. She had apparently been refused entry to the RBI on two successive days. The video showed policewomen taking her away, while her one-year-old son cried pitifully beside her.

A few days later, there was a report of an elderly widow, who lived in a remote village as a recluse after the death of her husband and only child. She subsisted on what she grew and went into the nearest town only every few months to draw her pension. Her life’s savings were literally held under her mattress. She was not aware of demonetization, and was devastated to hear that all the money she had was now worthless and could no longer be exchanged at any bank or at the RBI, even if she made the long trip to one of their five designated offices.

The authorities dismissed these and numerous similar reports as ‘anecdotal’ stories. The RBI did not respond.

What was the reason for the RBI’s out-of-character behaviour throughout the demonetization, the lack of forethought, the poor planning and the frequent policy reversals culminating in its reneging on its commitment in the gazette notification of 8 November?

Usha Thorat, former Deputy Governor of the RBI,52 summed it up succinctly: ‘It is indeed a sad day to see one of the most respected public institutions in India becoming an object of ridicule and scorn. There have been times when the Old Lady of Mint Street was criticised for being too conservative and cautious – for not being able to keep up with innovation and markets – but never has she been accused of not knowing her job. Never has she been the butt of as many jokes as in the last few days… Doubts have been expressed on the double counting of old notes returned to the RBI. There are press reports that the data furnished by the RBI on notes issued between 10 December and 19 December do not tally between the pieces and values. Data on notes returned to the RBI after 12 December has not been officially released – this is generating enormous speculation whether the notes returned exceed the notes issued. The RBI would do well to release every week, say, every Monday, data on the notes issued, denomination and value-wise, as also on old notes returned, to set all speculation to rest.’53

Putting in words what many had suspected, Thorat summed up the RBI’s dilemma. The government’s stated prime rationale for the note ban was extinguishing black money. However, as the country deposited its cash into the banks, it was soon clear that practically all the money that had been demonetized was coming back into the system. This could mean only three things:


	There was no black money

	That whatever black money there was, had been converted into white money

	That the RBI data was wrong



Given that the first two options were unlikely, it seemed that the RBI was being pushed into a corner with respect to the third.

Media speculated that the repeated about-turns in policy, the 19 November notification of the `5,000 deposit limit, and the restrictions on cash deposits at RBI counters post 30 December were all part of a strategy attempting to try and slow down the avalanche of cash that was coming in to the banks.

Further, given the complete absence of data on notes returned after 12 December 2016 and the refusal to respond to RTI queries, many surmised that the RBI’s uncharacteristic silence was a consequence of the pressure it was under to ‘show’ the right numbers.

Fall from Grace

Demonetization extracted a heavy price from banks and bankers.

Bank staff across the country worked punishingly long hours. All regular banking activity came to a stand-still – opening a new bank account or getting a loan became impossible. Bankers simply had no time for customers as they struggled to count old notes and to disburse new notes, while complying with the RBI’s frequently changing notifications.

The note ban took a heavy toll on their health. Some literally paid with their lives.54 S.K. Sheriff, 46-year-old Deputy Manager, SBI, Andhra Pradesh, collapsed working 14 hours a day and died in the hospital. Prem Shankar Prajapati, 33-year-old cashier from Gujarat, committed suicide due to stress. R.V. Rajesh, aged 51, a bank employee in Maharashtra, had a heart attack and died. Noel Topno, aged 52 years, Chief Manager, Central Bank of India, West Bengal, died of a cardiac arrest while working.

While the vast majority of bank staff were doing their best, there were, sadly, a few rotten apples. As India stood in queues and struggled to get a few new notes, some people mysteriously managed to obtain fat bundles of brand new `2,000 and `500 notes.

Armed with mobile camera phones, citizen journalists started sharing videos on social media of certain bank managers surreptitiously handing wads of notes to VIP clients through back doors and windows. Soon, national TV channels also started airing their own sting operations.

Bankers, already reeling under the pressure of the note ban, now had to face to wrath of the public. Citizens, exhausted and enraged by the never-ending queues, assumed that all banks were guilty of such collusion and made bankers their target. There were stone-throwing incidents at many branches, and bankers everywhere in the country were subject to abuse and derision.

By the end of December, officials of several major banks were fired or arrested for alleged illegal conversion or exchange of demonetized currency notes.

Here is an illustrative, though not exhaustive, list culled from various press reports:55


	On 3 December 2016, HDFC Bank announced that it had sacked four employees, including a branch manager, for allegedly indulging in unauthorized exchange of demonetized currency notes.

	On 4 December, the Enforcement Directorate arrested two managers of the Kashmere Gate, Delhi branch of Axis Bank for converting black money into white, by reportedly misusing banking transfer systems like Real Time Gross Settlement (RTGS) and National Electronic Fund Transfers (NEFT). The duo was arrested after two people were caught with `3.5 crore cash in new currency.

	On 9 December, tax officials seized over `100 crore from 44 suspect accounts from an Axis Bank branch in the Chandni Chowk area in Delhi. 

	On 15 December, Income Tax officials raided an Axis Bank branch in Sector 51 in Noida and froze 20 suspect accounts with deposits totalling around `60 crore.

	On 17 December, the CBI arrested two employees of the cash department of RBI in Bengaluru in connection with the alleged conversion of `1.99 crore of demonetized currency into new notes. The CBI statement said that the accused, along with other unknown officials entrusted with the responsibility of new currency notes ‘fraudulently’ gave away new notes to the tune of `1.99 crore to RBI officials and others.

	The CBI had earlier arrested another employee of RBI Mysore in a separate case in which currency worth over `6 lakh was converted by him, using his influence over officials of the State Bank of Mysore.

	A senior RBI official from the RBI printing press in Mysore was arrested in connection with the seizure of `5.70 crore in new currency notes.

	On 23 December, the CBI conducted raids at 11 premises of Vaidyanath Urban Cooperative Bank in Maharashtra, and recovered `10 crore demonetized notes. Investigations were also commenced against the Mumbai District Central Co-operative Bank as a large sum in old currency notes was deposited in the bank post-demonetization.

	On 28 December, the Enforcement Directorate arrested the manager of Kotak Mahindra Bank’s Connaught Place branch for converting `35 crore demonetized currency into new notes, and having alleged links with hawala traders.



One of the saddest consequences of demonetization was that banking, once a highly respected profession, and bankers, who were looked upon as trustworthy and credible partners, came to be looked upon with suspicion, and bankers as a bunch of people in cahoots with the corrupt.

Autonomy of the RBI

Another regrettable consequence of the note ban was that, as a consequence of their actions, the RBI began to be perceived as a ‘rubber stamp’ for the government’s decisions.

To add to the government’s discomfiture, two former RBI Governors also spoke out against the erosion of RBI’s autonomy.

Y.V. Reddy (RBI Governor, 2003–2008)56 said, ‘Credibility and public trust are of utmost need for a central bank, not just as an issuer and custodian of currency, but also to ensure financial stability in India’s $2 trillion economy… For a central bank, reputational risk is the worst risk, credibility is the worst risk. And if this is happening … I would say that it is a national problem now and it is not just a political issue.’57

On 10 January 2017, Bimal Jalan (RBI Governor, 1997–2003)58 joined the debate and said the autonomy of the RBI was sacrosanct. ‘The autonomy of the RBI – that is a very fundamental fact and we have to maintain it … on monetary policy issues, there should be consultation with the government. But the government should agree with the RBI’s final decision, even if it is difficult.’59

It was not just former Governors of the RBI who were concerned about the RBI’s loss of autonomy. Feeling ‘humiliated’ by events since the demonetization announcement, the United Forum of Reserve Bank Officers and Employees wrote an open letter to Governor Urjit Patel on 13 January 2017.

It stated, ‘The autonomy and image of RBI has been dented beyond repair’ due to mismanagement. ‘An image of efficiency and independence that RBI assiduously built up over decades by the strenuous efforts of its staff and judicious policy making has gone into smithereens in no time. We feel extremely pained.’60

‘The RBI has been discharging the role of currency management for over eight decades since 1935,’ it continued, and ‘the central bank does not need any assistance and the interference from the finance ministry is absolutely unacceptable and deplorable.’

Signed by four signatories61 representing over 18,000 employees of the RBI, the letter urged the Governor to act: ‘May we request that as the Governor of RBI, its highest functionary and protector of its autonomy and prestige, you will please do the needful urgently to do away with this unwarranted interference from the Ministry of Finance, and assure the staff accordingly, as the staff feel humiliated.’

With the credibility, role, and autonomy of the RBI being so openly questioned by former Governors and RBI employees, in addition to the media and Parliamentary committees, Urjit Patel clearly started feeling the heat. In a much-publicized event, he ‘literally started running’ out the back door of an auditorium in order to avoid reporters.62

But, in fairness to Urjit Patel, could the RBI have rejected the government’s advice to undertake demonetization? The legal provisions make for interesting reading.

Section 7 of the Reserve Bank of India Act, 1934 states, ‘The Central Government may, from time to time, give such directions to the Bank as it may, after consultation with the Governor of the Bank, consider necessary in the public interest.’

Section 26(2) of the Reserve Bank of India Act, 1934 states that on the recommendation of the RBI’s central board, the government may, by notification in the Gazette of India, declare that with effect from a date specified in the notification, any series of banknotes of any denomination shall cease to be legal tender.

Therefore, as per Section 7 of the RBI Act, it is clear that the Central Government was within its rights to give directions to the RBI, and as per Section 26(2), the RBI board could legitimately recommend the withdrawal of the `1,000 and `500 notes as legal tender.

Given the above, it is possible that Patel and the RBI board may have felt that legally they had no option other than to agree with the government. However, to judge whether they discharged their duty to the standards of autonomy that the RBI was reputed for, another set of questions is more relevant.

Did the government consult the Governor, as required under Section 7? Did he believe the move would be in public interest? Did he analyse the data, weigh the costs and benefits of the move, and assess if demonetization was the appropriate policy intervention to tackle black money, corruption, counterfeiting and terrorism? What were the RBI’s assumptions about money supply and velocity when it took the decision? Did he have any concerns regarding the implementation? Did he share these with the government? If so, was he overruled? And if he was, what could he have done under the circumstances?

Y.V. Reddy, in a candid interview,63 was clear in what he would have done. He said that he would have told the Prime Minister that it was impossible to carry out demonetization and to effect the replacement of currency on such a massive scale. He said, ‘First I would have tried to impress upon the government that it should withdraw only `1,000 notes so as to minimise the disruption. If the government still wanted to go ahead with removing 86 per cent of currency in circulation, I would have conveyed my inability to execute it.’ Though he said he may not have resigned, he would definitely have gone on sick leave.

Could it be that Raghuram G. Rajan, confronted by the same issues, had decided to return to academia rather than continue for a second term as Governor? We will probably have to await his memoirs to know. In the meanwhile, it appeared that Urjit Patel had not lived up to the standards of his predecessors, nor sadly to those he had once set himself.

In a paper co-authored by Urjit Patel in 2012, on inflation in India and the role of the RBI in taming it, Patel had been scathingly critical of the then RBI Governor, saying: ‘…disquieting and obvious questions need to be raised on public policy grounds… The central bank head is pleading hopelessness or a form of muddled eclecticism,’ and concluded by lamenting that ‘answers have been scarce’.

The larger point the paper made was that policy issues need to be grounded in rigour, costs and benefits should be weighed carefully, and only then should specific policy interventions be devised. It also rightly articulated the need for the head of the central bank to be open to suggestions and provide answers to questions raised.

Commenting on this paper, Praveen Chakravarty, a Senior Fellow at IDFC Institute, opined, ‘Urjit Patel, the meticulous researcher of 2012, would have concluded that there was no substance in the government’s theory of an inordinate rise in currency in circulation or high-denomination notes in the last five years. Urjit Patel, of the 2012 vintage, would not have waited to release detailed numbers of currency deposits in banks, he would have explained the basis for radical policy decisions such as rationing currency in the nation in the absence of a financial emergency and would have been very transparent about the decision-making process of the RBI, about one of the most significant central bank decisions taken globally in recent history.’64

My Perspective

One of the most regrettable consequences of demonetization has been its impact on the reputation of bankers and the loss of respect and credibility that the RBI has had to suffer.

India’s central bank has been one of the most highly regarded institutions in the country. Widely respected by their peers globally, successive Governors of the RBI had been credited with taking a firm and autonomous stance on numerous issues, notwithstanding pressure from the MoF and the Central Government.

It is clear from what he has said that Governor Rajan had raised red flags about the note ban and cautioned the government about proceeding without adequate preparation. The logistic challenges and preparations needed for the step were also clearly articulated in the April 2016 SBI Ecowrap report.

Despite these clear warnings, no mitigating actions were taken in the 10-month planning period to avoid inconvenience to people and to prevent grievous damage to the economy. By passively agreeing to a step that extinguished 86.9 per cent of the Currency in Circulation, without any clear plan or preparation for remonetizing the system, the Governor and the Board of RBI abdicated their duty to the people of India.

If they did so under pressure from the government, then, as a nation, we should reflect gravely on the dire consequences that occur when the autonomy and independence of critically important institutions like the RBI are eroded.
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Lessons from History

Those who cannot remember the past are condemned to repeat it.

– George Santayana

I recall as a child watching Mumbai – or Bombay as it was known then – with fascination as it began to reach for the skies. As we stood at the edge of Marine Drive beside the rocks, watching the reclamation of Nariman Point and Cuffe Parade, our father told us that one day there would be tall skyscrapers where we stood.

It was magical to see these tall towers take shape before our eyes. One evening, we went for a stroll past the Gateway of India. Clutching my father’s hand, I was peering cautiously into the cavernous depths of what was to be the foundation of the new addition to the Taj Mahal hotel when I heard some urchins shouting, ‘Dollar, dollar!’ Startled, I looked up to see them running behind a tourist. Perplexed by a word I had not heard before, I asked my father why they were not asking for money. He smiled and gave me my first lesson on economics and currencies. In closing, he said to me half-jokingly: ‘One day you will be walking on the streets of New York, and children will run after you asking for the rupee.’

While I would never wish for children to run after me in any city, anywhere in the world, the image my father painted that day represented a rupee so strong that it would be a cherished currency all over the world. Since that time, I have often viewed economic policies through the prism of whether they will make the life of our children easier, our economy more robust and resilient, and our currency stronger. In the process, I have found that there is a great deal to be learnt from history.

It is interesting that the note ban of November 2016 was not India’s first experiment with demonetization. Were the learnings from previous demonetization experiences in India taken into account? Or, for that matter, were lessons from other countries taken into account? This chapter takes a brief walk into history to see if we can answer these questions.

A Brief History of the Indian Rupee1

The Indian rupee (INR or `2) is the official currency of the Republic of India. It draws its name from the Rupiya, the silver coin first issued by Emperor Sher Shah Suri in the sixteenth century and later continued by the Mughal emperors.

The paper rupee was introduced in India in the late eighteenth century. As the Mughal Empire collapsed and colonial agency houses grew more influential, many of them established banks and started issuing banknotes. However, more widespread use of banknotes came with the note issues of the Presidency banks established by government Charter, namely the Bank of Bengal (est. in 1806 as the Bank of Calcutta), the Bank of Bombay (est. in 1840) and the Bank of Madras (est. in 1843).

With the governance change that followed the first War of Independence in 1857, the Paper Currency Act of 1861 divested these banks of their right to issue currency notes, and the management of Indian currency was entrusted to the Government of India, specifically to the Mint Masters, the Accountant Generals, and the Controller of Currency. The first set of British India notes were the Victoria Portrait series, issued in denominations of 10, 20, 50, 100 and 1,000. To facilitate security, the Victoria Portrait series notes were cut in half. One half was first sent by post to the intended recipient. On confirmation of its receipt, the second half was dispatched by post!

Due to widespread forgeries, the Victoria Portrait series was withdrawn and replaced by the Underprint series, which had several improved security features, such as wavy line watermarks, guilloche patterns, and a coloured underprint. In 1923, a new series, the King’s Portrait, with the picture of George V, was introduced. These notes were issued by the Government of India, until the passage of the Reserve Bank of India Act in 1934.

British India currency notes were printed in Great Britain until the Currency Note Press was established in Nashik in 1928. By 1932, the Nashik Press was printing all of India’s currency, with the enhanced security features.

The RBI was formally inaugurated on 1 April 1935 with its central office in Calcutta. It took over the functions of the Controller of Currency and issued its first note – a `5 note, bearing the portrait of King George VI, in January 1938. This was followed by `10 in February, `100 in March, and `1,000 and `10,000 in June 1938.

The George VI series continued till 1947, and thereafter as a frozen series till 1950, when the first post-Independence notes were issued by the RBI, using the Lion Capital of Sarnath as the main feature, in place of King George’s portrait.

The 1946 Demonetization3

On 12 January 1946, `1,000, `5,000 and `10,000 notes were demonetized through the passage of the High Denomination Bank Notes (Demonetization) Ordinance.

The rationale for the demonetization by the pre-Independence government was ostensibly to force unscrupulous businessmen to declare their black money. During World War II, they had supposedly made huge fortunes supplying the Allied war effort and were suspected of concealing their profits from the tax department. A similar step was undertaken in the UK in 1945, where the Bank of England had called in notes of £10 and higher denominations.

Indian nationalist leaders, who were not consulted on the decision, disagreed with the move. Rajendra Prasad, who would become the first President of India, declared, ‘While we Congressmen have no sympathy with profiteers and dealers in the black market, it is not right to penalise honest people who, in good faith, have their savings in notes of demonetized value… A large number of people belonging to the middle and lower middle classes will be hit hard.’

Rajendra Prasad went on to lucidly point out how the problem had been created in the first place: ‘Many of the wartime ordinances succeeded in complicating the problems which they were intended to solve and in creating opportunities for corruption. The new ordinances are not going to fare any better.’

It was reported that absolute secrecy was maintained. Only eight officials knew about the demonetization plan, including the RBI Governor and the Finance Member of the Viceroy’s Council (the equivalent of today’s finance minister), and these officers took notes and typed drafts themselves! No carbon copies were made or kept. The ordinance was flown in a special plane to Poona for the Viceroy’s signature and then flown back.

A time limit of 10 days, till 23 January (later extended to 9 February 1946), was fixed for the exchange of demonetized notes by ‘genuine holders’ at the Reserve Bank of India. Those exchanging notes could only do so on the basis of declarations explaining the source of earnings. The exchange was not permitted if the explanation of the source of income was not satisfactory.

There were quite a few complexities to deal with. It was believed that about 60 per cent of the currency was held in the Princely States and, therefore, the cooperation of the maharajas and princes was essential. It was finally agreed that while Indian princes would not be exempt, they would be allowed to use a special form approved by the crown representative in their state. There was also the issue of Indian currency which was held and used in the Persian Gulf that had to be dealt with.

As an aside, this is an interesting bit of history. The Indian rupee traditionally enjoyed wide currency in the Persian Gulf – Kuwait, Bahrain, Qatar, and the Trucial States (now the UAE). On presentation by banks in these areas to the Reserve Bank, these notes were redeemable in foreign currency equivalent. This clearly presented a major challenge during the 1946 demonetization, as ‘black money’ from India could effectively be laundered through the Gulf route.

Post-Independence, the problem was compounded. Though India had started off with a comfortable foreign exchange position, this was rapidly depleted. To prevent malpractices that could exploit the traditional currency arrangements with the Gulf, a separate series of notes exclusively for circulation in the Gulf were issued in the 1950s. The notes had the same design but were different in colour and carried the prefix ‘Z’. The notes were issued in the denominations of one, ten and hundred rupees and were redeemable only at the RBI’s Bombay office of issue. As the Gulf States issued their own currency, these notes were withdrawn over a period of time from the early 1960s and ceased to be used around 1970.

It is interesting to note that the then Governor of the Reserve Bank, Sir Chintaman Dwarakanath Deshmukh, disagreed with the move to demonetize.

According to a note recorded by Sundaresan, the Joint Secretary, Ministry of Finance, who had drafted the scheme, ‘The Governor stated that the Finance Member had given him the impression that the scheme would be launched only when there were signs of the onset of an inflationary spiral. The Governor saw no special signs of such a situation. It appeared to him that the main object of the scheme was to get hold of the tax evader. The Governor wondered if this could be called an emergency to justify the promulgation of an Ordinance, just before the newly elected Legislative Assembly met. The Governor wanted government to be satisfied that there was no harassment to honest persons. As a currency authority, the Bank could not endorse any measure likely to undermine the confidence in the country’s currency.’

He also pointed out the considerable administrative difficulties involved in covering nearly 5,700 offices of scheduled and non-scheduled banks. The Governor’s concluding remarks, as recorded by Sundaresan, were as under: ‘Sir Chintaman Deshmukh felt that we may not get even as much as `10 crore as additional tax revenue from tax evasion and that the contemplated measure, if designed to achieve such a purpose, has no precedent or parallel anywhere. If value is going to be paid for value (no matter whether such value is in lower denomination notes), it is not going to obliterate black markets. His advice is that we should think very seriously, if for the object in view (as he deduces from the declaration form), whether this is an opportune time to proceed with the scheme.’

Finally, reflecting a dilemma that successive RBI Governors have faced in opposing a government directive, Sundaresan reported that Governor Deshmukh stated: ‘Provided government [is] satisfied on the points of (i) sparing harassment to the unoffending holders and (ii) a worthwhile minimum of results in the shape of extra tax revenue, he does not wish to object to the scheme as drafted, if government wish[es] to proceed with it, notwithstanding the administrative difficulties involved.’4

Though not comparable in scale and magnitude to the problems faced in 2016, the demonetization of 1948 caused considerable difficulties to people. It also did not produce impressive results.

The Times of India archives report that in West Bengal, a pundit had to postpone the marriage of his daughter. The `1,000 notes he had scraped together for her marriage were no longer legal tender. In Nainital, a big businessman fell over and died from heart failure when he went to hand in his `1,000 notes.

At the time of demonetization in 1946, currency notes of the value of `1,235.93 crore were in circulation, of which high-denomination notes (`1,000, `5,000 and `10,000) totalled `143.97 crore. The Report of the Board of Directors of the Reserve Bank mentions that notes of the value of `134.9 crore were exchanged. Thus, notes worth only `9.07 crore, or 6.2 per cent, were ‘flushed out of the system’, not having been presented. 

The Times of India archives reveal that in the first ten days, currency notes worth `47 crore were deposited across India. Bombay led with `27 crore, followed by Calcutta with `7 crore, Karachi with `3 crore, Lahore with `2.5 crore and Madras with `60 lakh. New Delhi, as a newly constructed government town, apparently did not register.

Summarizing the impact of the 1946 demonetization, the Direct Taxes Enquiry Committee in its interim report observed, ‘Demonetization was not successful then, because only a very small proportion of total notes in circulation were demonetized in 1946.’

In his criticism, Sir Chintaman, delivering the memorial address at the Dadabhai Naoroji Memorial Prize Fund Lecture in February 1957, said:

It was really not a revolutionary measure and even its purpose as a minatory and punitive gesture towards black-marketing was not effectively served. There was no fool-proof administrative method by which a particular note brought by an individual could be proved as the life-savings of the hard-working man who presented it or established as the sordid gains of a black-marketer. Another loophole of which considerable advantage was taken was the exemption of the Princely states from scrutiny or questioning when such notes were presented by them.

In 1954, new high denomination notes of `1,000, `5,000 and `10,000 were reintroduced.

Viewed in perspective, though the 1946 demonetization failed in its objective of curbing black marketing and did pose several administrative challenges, it did not cause widespread distress to the general public. It is estimated that the high denomination notes of `1,000, `5,000 and `10,000 were only held by three per cent of the population, and as they were certainly not used for daily transactions, the impact of the 1946 note ban on the common man was limited.

Technical Demonetizations Between 1946 and 19785

The demonetizations that took place during this period were essentially technical in nature. They involved the conversion of currencies of the Princely States and foreign territories into Indian rupees, and, in 1957, the demonetization of coins, as India moved coinage to the metric system.

1949 The princely state of Kutch issued currency in the form of silver coins called Koris. It was subdivided into 24 Dokda, each of 2 Trambiyo. The Kori remained the currency of Kutch till 1949 when it was demonetized and replaced by the Indian rupee at the rate of 1 rupee = 3.5 Koris.

1954 The French territories in India (notably Pondicherry) were transferred to the Indian Union on 1 November 1954 (the de jure transfer took place later, on 28 May 1956). Notes in the French territories were issued by the Banque De l’Indochine, and were in the denominations of ‘Roupie’ 1, 10 and 50. These notes continued in circulation until they were demonetized in 1954 and replaced by Indian currency.

1957–59 In the Princely State of Hyderabad, coins were issued in the name of the Mughal Emperor till 1858. Thereafter, they were struck independently and were named the ‘Hali sicca’. Paper currency was only issued in 1918, under the Hyderabad Currency Act. The new currency was denominated the Osmania Sicca and printed in denominations of 1, 5, 10, 100 and 1,000. After the accession of Hyderabad in 1949, the Osmania Sicca remained in use until 1957, when it was replaced with Indian currency. A grace period of two years was given for exchange, and the Osmania Sicca was finally demonetized in 1959.

1961 The Portuguese retained the territories of Goa and Daman and Diu in India till 1961. Paper currency in the Portuguese territories was called the ‘Rupia’ and was issued in denominations of 5, 10, 20, 50, 100 and 500. The monetary system consisted of Reis, the Tanga and the Rupia, with one Rupia consisting of 16 Tanga. From 1906 onwards, the Banco Nacional Ultramarino issued currency for the Portuguese territories in India. In 1959, the denominational unit was changed from the Rupia to the Escudo, with 1 Escudo consisting of 100 Cent avos. The Escudo remained in circulation till 1961, when Goa was annexed to the Indian Union. It was then demonetized and replaced by the Indian rupee.

Demonetization of Coins

In 1957, another technical demonetization took place – this time of coins, when India adopted a metric system for coinage.

Earlier the rupee consisted of 16 annas or 64 pice (1 anna = 4 pice). In September 1955, the Indian Coinage Act was amended, dividing the rupee into 100 ‘paisa’. The rupee however, remained unchanged in value and nomenclature. The Act came into force with effect from 1 April 1957, when the old coins were demonetized. For ease of public recognition, the new decimal paisa was termed as ‘Naya Paisa’ and issued in denominations of 1, 2, 3, 5, 10, 25, 50 naye paise and 1 rupee. In June 1964, the term ‘Naya’ was dropped.

The 1978 Demonetization6

Despite the poor outcomes of the 1946 demonetization, the call to undertake another demonetization arose again in the mid-60s.

In 1965, facing demands by the opposition to curb black money and use demonetization as a tool to do so, the then finance minister, T.T. Krishnamachari, said in Parliament that ‘Demonetization was neither feasible nor would produce results.’ He felt that estimates of black money were hugely overinflated and what did exist had been converted to ‘bonds, property and shares’, all beyond the reach of demonetization.

In 1970, Ceylon conducted a radical demonetization of `100 and `50 notes. Their experience would have sounded eerily familiar to those who lived through India’s 2016 note ban.

‘Long unhappy queues snaked their way to the Kachcheri (district secretariat) clutching wads of old notes for exchange. Strangely enough no “bloated capitalists” were to be seen. Labourers, teachers, market vendors, butchers, bakers, joss-stick makers and housewives lined up for cash to buy their daily needs… The Kachcheri and Banks laboured mightily, well beyond office hours, before they wearily shut up shop till the next day. Bitter and frustrated latecomers left for home now clutching their worthless paper money which could buy them nothing.’7

Ignoring the outcomes being reported from Ceylon, the Opposition began to pressure the government, led by Prime Minister Indira Gandhi, to follow the Ceylonese example to counter black money. In response, she set up a commission on direct taxation under Justice Kailas Nath Wanchoo, to suggest measures ‘to tackle black money and corruption’.

The committee’s interim report in 1970 recommended demonetizing high-value banknotes. However, the final report, submitted in December 1971, said nothing further on this matter and acknowledged that: ‘Demonetization was not successful then because only a very small proportion of total notes in circulation were demonetized in 1946.’8

In any event, Indira Gandhi did not undertake a demonetization. Various reports attribute this to the fact that the Wanchoo recommendations were publicly known, which may have ‘resulted in black money operators getting rid of high-value currency notes.’9 Geo-political factors such as the Bangladesh war and the delicate state of the economy at the time may also have weighed on Indira Gandhi’s mind.

However, later that same year, the Jan Sangh, the precursor to the BJP, adopted demonetization in a resolution at a party conference in Jaipur. The Times of India reported: ‘The resolution said between high prices and high taxes, the citizen was being “crushed”.’

In 1977, the Janata Party, led by the Prime Minister Morarji Desai, came to power. The Jan Sangh was a part of the coalition, and, therefore, it was no surprise that demonetization was high on the agenda of the new government.

On 16 January 1978, the High Denomination Bank Notes (Demonetization) Act came into effect announcing that all high denomination notes (`1,000, `5,000 and `10,000) would cease to be legal tender with effect from midnight that day. Thus the `1,000, `5,000 and `10,000 notes (which post the 1946 demonetization had been reintroduced in 1954), were now illegal for the second time.

These notes could be exchanged at designated offices of the RBI and notified branches of SBI and other banks until 19 January (effectively allowing only two days for exchange as 17 January was declared a bank holiday). A detailed declaration form had to be submitted in triplicate, along with the notes for exchange.

Like its previous avatar, this demonetization was also cloaked in secrecy! The Reserve Bank of India’s History, Volume III details the sequence of events.

On 14 January, R. Janaki Raman, a senior official from the chief accountant’s office in RBI, was asked to go to Delhi on ‘some urgent work’. Despite being told to go alone, he took an assistant and when they reached, they were told they had 24 hours in which to draft a demonetization ordinance. They were forbidden from communicating with RBI headquarters in Bombay. Fortunately, they managed to get a copy of the 1946 ordinance and used it to draft the new one! After the ordinance was drafted, it was sent to the President, N. Sanjiva Reddy, for assent.

On 16 January, the nation was informed through All India Radio’s (AIR) 9 a.m. news bulletin that `1,000, `5,000 and `10,000 notes were being withdrawn from circulation. The bulletin added that all banks and treasuries would be closed the next day, 17 January 1978.

The Times of India reported that long queues formed in front of RBI and SBI offices from very early in the morning. Additional counters were set up but, according to the RBI history, 18 January ‘… started with utter confusion over the issue of declaration forms at the Reserve Bank headquarters at Bombay and working hours were stretched to 6.30 p.m.’ Tempers were high, particularly among those in queues and foreign tourists who were stranded without cash.

Press reports suggested that many holders of high denomination notes did not turn up personally at bank branches to exchange them. Instead, they reportedly sold them to others who could present them at the bank with less suspicion. Various reports estimated that approximately `20 crore worth of high denomination currency notes were exchanged at a discount for small denomination notes.

The press also reported that, despite all precautions by the RBI, secrecy was not well maintained and `1,000 notes were already out of circulation a week before the demonetization announcement. It was also alleged that a large quantity of high denomination notes was sent to the Gulf countries a few days before the ordinance was announced, which, in due course, were presented to the RBI through official channels.10

Senior journalist Jay Dubashi wrote for the India Today, ‘The move was directed at freezing the secret funds of politicians, especially Indira Gandhi’s Congress.’ Morarji Desai was reported to have said, ‘…the Congress party had been spending money like water.’ Indira Gandhi had reportedly denied these allegations saying, ‘…even a ten-rupee note is a luxury to me.’

Like his predecessor Sir Chintaman, I.G. Patel11 (RBI Governor 1977–1982) too was not in favour of demonetization. In his book, Glimpses of Indian Economic Policy: An Insider’s View, Patel wrote that, when the then Finance Minister, H.M. Patel, told him about the step, he asserted ‘…steps like these rarely have striking results.’

He added, ‘Most people in possession of black money rarely keep their ill-gotten earnings in the form of currency for long. Thinking that black money is stashed away under mattresses or suitcases is naïve… And in any case, even those who are caught napping – or waiting – will have the chance to convert the notes through paid agents as some provision has to be made to convert at par notes tendered in small amounts for which explanations cannot be reasonably sought.’ Yet the government was insistent, and so ‘…the gesture had to be made, and produced much work and little gain.’

Strangely enough, Finance Minister H.M. Patel12 had himself described demonetization as ‘not worthwhile’, a few years earlier. In an article, in the October 1972 issue of Gujarati periodical Nireekshak, Patel listed three factors: high tax rates, controls, and corruption, as contributing to the growth of undisclosed, black money. He said unless these were addressed, there was ‘…little point in grappling with shadows until we destroy the conditions which encourage black money.’

Commenting on the large volumes of cash transactions in India, he noted in the article, ‘Agriculture is not subject to income tax and demonetized notes declared by farmers, large, medium and even small, will have to be accepted without question. Farmers may well help holders of black money to escape the net of demonetisers.’ Stating bluntly, ‘A little thought should convince those who demand demonetisation so vociferously that it would not achieve anything, not even uncover hoards of black money or prevent its re-emergence,’ Patel added, ‘All that it would do for certain would be to inflict a great deal of hardship on a great many innocent people and to increase corruption immensely.’

It is, therefore, not clear why the Finance Minister agreed to the 1978 demonetization. Defending the move after its completion, however, he refuted the idea that the move could harm trade and industry saying demonetization ‘…would affect smugglers who were in any case on the fringes of trade and industry.’ He also declared he was pleased. The Times of India quoted him as saying somewhat cryptically, ‘You will see me smiling whatever the result!’ Such are the mystifying compulsions of politics!

The value of high denomination notes in circulation on 17 January 1978 was estimated at about `180 crore. Of these, notes worth `20 crore or 11.1 per cent were not submitted for exchange and therefore extinguished. Like the preceding demonetization of 1946, the note ban of 1978 had no discernible impact on either black money or corruption.

The `500 note was once again reintroduced in October 1987–88, while the `1,000 notes were reintroduced in November 2000, both with the portrait of Mahatma Gandhi and a watermark of the Lion Capital of Sarnath.

In an interesting side note, it was Yashwant Sinha, then Finance Minister in the Atal Bihari Vajpayee-led NDA government, who introduced the High Denomination Bank Notes (Demonetisation) Amendment Bill, in December 1998 to reintroduce `1,000 notes. Addressing the Parliament, he said, ‘The Congress Party Government under Prime Minister P.V. Narasimha Rao had proposed this in 1994, and that the United Front government had also ‘decided to go ahead’ but “political events intervened and they could not bring the Bill before this House”. However, looking at the justification and background recognised by two previous governments, the NDA government also proposed to go ahead with this.’

Finance Minister Sinha refuted the erstwhile Janata Party argument that ‘the availability of high denomination banknotes facilitates the illicit transfer of money for financing transactions which are harmful to the national economy or which are for illegal purposes.’ He said he was ‘sure that the honourable members of this august House will share my view that the root cause for illegal transaction lies not in notes of high denomination but elsewhere.’ Sinha also stated that during the decision-making process, the government was aware ‘that the ISI is printing counterfeit notes and that fake notes are being circulated in this country.’ He declared that ‘a number of steps through the Ministry of Home Affairs and through the intelligence agencies’ had been taken and added that there would be no let-up in initiating ‘strongest possible action against any foreign agency which tries to disrupt our system by bringing into this country currency notes which are fake or counterfeit.’

2014–15: Demonetization of pre-2005 High Denomination Notes

In January 2014, the Reserve Bank announced that after 31 March 2014, it would completely withdraw from circulation all `100, `500 and `1,000 notes issued prior to 2005, as they had fewer security features compared with banknotes printed after 2005. The notes could be exchanged for their full value and the RBI clarified that all pre-2005 notes continued to remain legal tender.

The Reserve Bank advised the public that they could easily identify the notes to be withdrawn, as the notes issued before 2005 did not have the year of printing on their reverse side (in notes issued post 2005, the year of printing is visible at the bottom on the reverse).

The process of removing the older notes from circulation continued for nearly two years with the deadline for exchanging the notes finally being extended till December 2015. Over 164 crore pre-2005 currency notes of various denominations13 were shredded in the regional offices of Reserve Bank. The face value of the shredded currency notes was around `21,750 crore.

The move caused no disruption to the public and was implemented smoothly.

From the history above, it is clear that both of India’s experiments with demonetization, in 1946 and 1978, were undertaken for the same major reason as stated by Prime Minister Modi – to tackle black money. Clearly, neither experiment succeeded for the very good reasons pointed out by Governors Deshmukh and I.G. Patel. Regrettably, it appears that these learnings were ignored while making the decision to demonetize once again in 2016.

Experiences of Other Countries Which Demonetized to Curb Corruption

Several countries have tried to use demonetization as a measure to tackle corruption and black money. The Sri Lankan experiment has been mentioned earlier. The experiences, of other countries, as briefly outlined below, have been uniformly unsuccessful, just as India’s past demonetizations were.

Ghana14

After it gained independence in 1958, Ghana moved from currency issued by the West African Currency Board (WACB) to the Ghana pounds, shillings and pence. In 1965, Ghana adopted the decimal system, and introduced Cedi notes and Pesewa coins. The name ‘Cedi’ was derived from the word ‘sedie’ meaning cowrie, the shell money which was in wide circulation till the nineteenth century. The ‘Pesewa’, very similar in sound to our paisa, replaced the Ghana pence.

In late January 1982, the Ghanaian government demonetized the 50 cedi note. The official reasons stated were: To mop up excess liquidity in the system; to ease inflationary pressures; to crack down on tax evasion; to punish corrupt politicians; to crush currency smuggling and thereby to shore up the external value of the currency.

Excerpts from an article in the Ghana web, by George Ayittey, describe what happened as a result: ‘The government insisted that the withdrawal of the 50 cedi note was not against the poor or the genuine rich, but rather it was meant to withdraw excess liquidity in the hands of a few greedy and corrupt businessmen.’

Citizens were given two weeks to deposit these notes in their banks in return for chits that were supposed to be redeemed later. They never were. Ghana shut its borders for two years.

When the news of the demonetization leaked out, many people in Accra and other parts of the country went on shopping sprees before the 12 February 1982 deadline to get rid of their notes. Many rural Ghanaians folks had to trek for miles to the nearest bank in highly inaccessible regions of the country to exchange their money. Missing the deadline meant that a whole lifetime of savings could be lost forever.

Then on 13 February 1982, a day after the deadline for the deposit of the demonetized 50 cedi notes, the government announced that account holders whose balances exceeded 50,000 cedis would be subject to investigative probes to determine their compliance with tax obligations. The public reacted by shunning the banking system and conducting business strictly on a cash basis. The loss of confidence in the cedi and the subsequent flight from the currency resulted in soaring black market rates. Within one year, the black-market rate jumped from 40 to 100 cedis to the dollar.

In one stroke, this inane policy shattered confidence in the currency and dealt a devastating blow to the banking system, from which it took years to recover. For more than a decade after the currency change, Ghanaians shunned the banking system, leading to large amounts of cash being held outside the system. Which fool would put his money in a bank and invite a tax audit?

Nigeria15

Once a thriving agrarian economy, by the 1980s, Nigeria had become a classic example of the phenomenon known as ‘the oil syndrome.’

This is best described by economist Helen Kitchen:

In pre-oil days, Nigeria’s GDP was growing at an annual rate of 4.5 per cent, agriculture was the leading economic sector, and Nigeria was one of the world’s largest exporters of peanuts, palm oil, and cocoa… Oil income rose dramatically – from $189 million in 1964 to almost $24 billion in 1981. This rapid influx of foreign exchange and the massive increase in funds available to the government for public spending set in motion a self-perpetuating cycle of hyperinflation.

Meanwhile, thousands of Nigerians were abandoning the farming areas every year to seek the higher paying jobs that were available in the cities. By 1980, oil earnings accounted for over 90 per cent of Nigeria’s foreign exchange, and agriculture had shrunk from 58 per cent of total GDP in 1964 to 20 per cent. From a position of food self-sufficiency, this largely rural nation had slipped into a significant dependency on food imports (over $2.2 billion annually as of the early 1980s).

The global recession of the early 1980s brought oil revenues plummeting downwards and Nigeria’s foreign debt accumulated to almost US$ 16 billion. In a military coup on 31 December 1983, Major General Muhammadu Buhari ousted the President, Shehu Shagari, at a time when the country was facing an acute economic crisis.

The new military government promised a crackdown on corruption and inefficiency. As a key step, General Buhari demonetized the Nigerian Naira, issuing new banknotes with a different colour and forcing the replacement of old ones within a limited period.

The presumption was that money stashed away by corrupt politicians and greedy businessmen would be flushed out of the system.

The result was catastrophic for the economy. As reported in the publication West Africa:

The Nigerian public reacted by shunning the banking system. Rather than deposit their savings at banks, several people went on spending sprees, buying among other things, cars, airline tickets, anything that could later be sold. Why should Nigerians keep their savings in commercial banks? To survive, the banks had to offer fantastic rates to attract depositors and invest in highly speculative ventures. Many did not make it and the banking system nearly collapsed.

Nigeria’s demonetization had severe long-term consequences for the economy and particularly the banking sector. The results continued to be felt almost 10 years later.

A report in the African Business dated October 1993 stated, ‘In November 1992, the Central Bank of Nigeria declared 46 banks as insolvent. By 1 September 1993, literally all the commercial banks in Nigeria were unable to meet their obligations to customers. Depositors were in most cases not allowed to withdraw amounts in excess of Naira 1,000, irrespective of their credit balances.’

As a result of his failed economic policies, Buhari was ousted in a coup the following year. However, he remained active in Nigerian politics and was re-elected as President in May 2015.

Burma/Myanmar:16 Demonetizations of 1964, 1985 and 1987

In the early twentieth century, Burma was the second wealthiest country in South East Asia, after the Philippines. It controlled a wealth of natural resources, especially teakwood and petroleum. It was also one of the largest exporters of rice in the world.

Until 1943, the official currency of Burma was the Indian rupee, when it was replaced by the Burmese kyat. After Independence in 1948, Prime Minister U Nu embarked on a policy of nationalization. By the 1950s, rice exports had fallen by 66 per cent and mineral exports by 96 per cent. General Ne Win seized power through a military coup in 1962, and embarked on an economic scheme called the ‘Burmese way to Socialism.’

Bertil Lintner’s article in the Washington Post is succinct:

The Burmese army seized not only political but also economic power. What the generals branded ‘the Burmese Way to Socialism’ meant that most private property was confiscated and handed over to military-run state corporations. The old mercantile elite, largely of Indian and Chinese origin, left the country, as did many of Burma’s intellectuals. Before the 1962 coup, Burma had one of the highest living standards in Southeast Asia and a fairly well-educated population. Afterward, its prosperity fled along with its best and brightest.

In 1963, banks in Burma were nationalized. The Burmese could only hold one account in one bank with each account having not more than a balance of kyat 10,000 per month or kyat 50,000 per year. Account holders could make withdrawals of kyat 5; however, they were only permitted to make a maximum of two withdrawals per week.

As part of their economic programme, the Ne Win government demonetized the kyat thrice, each time with little or no compensation. Woefully, each demonetization failed and only compounded the economic distress of the people, leading to a situation where citizens had little faith in their currency or banks, and chose instead to keep their savings in gold, jewellery, or land.

1964 The Demonetization Act of 1964 declared 50 and 100 Burmese kyat illegal overnight. These notes were to be surrendered at receiving centres within a week. Reimbursement was offered in varying time frames depending on the amount. However, any amounts deposited over kyat 4,200 would be scrutinized and subjected to tax. The redemption deadline was repeatedly extended and when it finally ended four months later, only about 78 per cent of the notes were returned. Due to both logistical problems and also fears of tax scrutiny, many Burmese did not exchange their notes. Both the kyat 50 and 100 notes were reintroduced later.

1985 On 3 November 1985, the 20, 50, and 100 kyat notes were demonetized without warning. kyat 25, 35 and 75 notes were introduced in their place. Limits to cash deposits and deadlines similar to the 1964 demonetization were set – with similar unhappy results for the people. In an act of expropriation rarely seen before, only 25 per cent of cash surrendered was reimbursed.

1987 Two years later, on 5 September 1987, Ne Win announced Myanmar’s third demonetization, without warning or compensation. The government demonetized the 25, 35 and 75 kyat notes and instead issued notes of kyat 45 and 90.

Ananth Karthikeyan, writing in Mint, described the process: ‘Not even a semblance of an official reason was given this time. 60–80 per cent of notes became worthless overnight, but no exchange or compensation was provided. The Junta soon allowed reimbursement for up to K100, only so that restive students (who were now penniless) would have enough money to leave the cities and return home, instead of rioting in the cities.’

The economic chaos that resulted as a consequence of the disastrous demonetizations and economic mismanagement by the Junta led to widespread riots (referred to as the 8888 Uprising), and eventually a military coup by General Saw Maung.

In 1989, the country’s name was changed from Burma to Myanmar, and new Myanmar kyat notes were issued. This time, however, the old Burmese kyats were not demonetized, but were left to simply fade away through wear and tear.

Soviet Union and Russia:17 Demonetizations of 1991, 1993 and 1998

1991 On 22 January 1991, the President of the USSR, Mikhail Gorbachev, signed a decree demonetizing all 50 rouble and 100 rouble banknotes (issued since 1961), and restricted monthly bank deposit withdrawals of new notes to 500 roubles, from the state-owned Sberbank (Savings Bank).  The Vremya (Time) television news programme broadcast this news at 9.00 p.m.

The purpose of the demonetization, named the Pavlov Reform after its architect, the Minister of Finance, Valentin Pavlov, was officially to ‘…remove counterfeit roubles allegedly being brought into the Soviet Union from abroad.’ The government proclaimed that this measure would freeze the assets of speculators, corrupt officials, illegal businesses, and end counterfeit money.

Notes could be exchanged for only three days, i.e., 23–25 January. Each person was allowed to exchange up to 1,000 roubles. After that, only special commissions had the right to allow the exchange of larger sums until the end of March 1991.

Long lines of people immediately formed at savings banks. The demonetization was described as a ‘cruel blow to honest citizens’ as their lifelong savings, often as much as 15,000–30,000 roubles (a fortune in the erstwhile Soviet Union), vanished overnight. While the demonetization invalidated one third of the money in circulation, almost 14 billion roubles, or 10.5 per cent of the entire money supply, was confiscated from citizens through this step.

By April 1991, food, transport and utilities prices had risen from 100 to 300 per cent. The standard of living in the country plummeted, as hyperinflation took hold. GDP fell by 20 per cent compared with 1990, and the budget deficit reached an estimated 20–30 per cent of the GDP. By the end of 1991, the economy of the USSR was in shambles.

The 1991 demonetization undermined the people’s trust in the Kremlin and caused a complete loss of confidence in both the government and in President Gorbachev. He faced a coup attempt that August which destroyed his authority and led to the breakup of the Soviet Union in the following year.

1993: On 24 July 1993, the new Russian government, headed by Boris Yeltsin, announced a demonetization of all banknotes issued prior to January 1993. Citizens were given two weeks, until 7 August, to exchange up to 35,000 roubles (equivalent now to only US$ 34) for new notes.

All other savings could be deposited into a State Savings bank, but would be frozen there for six months at a low rate of interest. Foreigners could exchange no more than 15,000 roubles of old notes. Those Russians, who were outside the country during this period could exchange their notes later, if they were able to prove they were away from the country. As the country started to panic, President Yeltsin increased the exchange threshold to 1,00,000 roubles (about US$100).

The Prime Minister, Viktor S. Chernomyrdin, said that roubles dumped into Russia from the former Soviet republics were outnumbering those printed by the central bank, making control over the money supply more difficult. He said there was a sufficient supply of the new banknotes, which featured the white, blue, and red Russian flag. The central bank said the move ‘…would eliminate outdated and counterfeit notes, many of them issued during the Soviet era and still bearing the likeness of Lenin’ and that their estimate was that 20 per cent of Russia’s money supply consisted of older notes held in former, neighbouring Soviet republics.

Pavel S. Bunich, a well-known economist, summed up the 1993 Russian demonetization by stating that the short-term economic impact would not be as significant as the demonetization of 1991, because the hyperinflation that followed 1991 had already destroyed the savings of many Russians. However, it would cause people ‘…to judge that once again their government has deceived them’, given that the move was once again confiscatory in nature.

By September 1993, the economic situation exacerbated the political opposition to the Yeltsin government. The parliament tried to depose Yeltsin, who responded by dissolving the parliament and calling for new elections. Street battles erupted in Moscow between supporters and opponents of Yeltsin. This constitutional crisis climaxed on 4 October with the military shelling the parliament under Yeltsin’s orders.

The 1993 demonetization did not strengthen the rouble but led instead to serious economic complications both within Russia and its neighbours, the former Soviet states, whose currencies were linked to the rouble. Russia tried to negotiate the establishment of a new type of rouble zone, but did not succeed.

The 1993 demonetization nevertheless achieved an important goal – it gave Russia a single set of valid banknotes, instead of a variety of rouble notes of different colours and sizes.

1998 The successive demonetizations of 1991 and 1993 and confiscation of savings had led to Russians losing confidence in their currency.

Russia had effectively become a demonetized and/or a multi-currency economy, where trade and business were not primarily conducted in roubles, but in foreign currency. US dollars were widely used and, by early 1998, it was estimated that the value of the dollar stock in Russia was greater than the value of the rouble stock!

There was also extensive use of barter in business-to-business transactions. According to the Russian Economic Barometer Survey time series report, the share of barter in industrial output had risen from five per cent in early 1992 to almost 50 per cent in 1998.

The only silver lining of the previous demonetizations and economic chaos that followed, as stated by the Finnish economist, Pekka Sutela, was ‘…if money and financial institutions are little used, their collapse will not bring the whole economy down.’

Preparation for the demonetization of 1998 started in August 1997. Learning from the experience of 1991 and 1993, exchange of the old banknotes occurred gradually from 1 January 1998 until 2002.

The new rouble was worth 1,000 old (1993) roubles. The design and appearance of the new notes did not change, except only the zeroes were removed! Its intent was simple – to reduce the nominal value of money in circulation, and as citizens were given adequate time to exchange their money, confidence returned.

This demonetization had a positive impact on money circulation and was welcomed by citizens, as it simplified calculations and accounting. Strengthened by the other fiscal and monetary measures, the rouble, though significantly devalued, gradually regained its role as the major currency of Russia.

Zaire18

Colonial rule ended in Belgian Congo on 30 June 1960, when the newly independent Republic of Congo was formed. The first five post-independence years were marked by political upheaval and secessionist movements. In 1965, General Mobutu seized power in a military coup and renamed the country the Republic of Zaire (derived from the Portuguese name of the Congo river – Zaire). The currency of the new Republic was also called the zaire.

As the Congo was rich in natural resources, especially uranium, it became one of the focal points in the Cold War between the Soviet Union and the US. Mobutu’s rule was characterized by widespread cronyism, endemic corruption and economic mismanagement.

In early 1990, the zaire traded at about 300 to the US dollar, but it rapidly depreciated when the Americans withdrew support after the end of the Cold War. Hyperinflation accelerated and vast segments of the economy shut down. With the price of food beyond the reach of most of the population, there was a migration from urban areas back into the ‘bush’, where food was still available. In July 1991, Zaire Army soldiers mutinied because they had not been paid. In the weeks of looting and violence that followed, several shops and industrial establishments were destroyed. The rioting also led to the evacuation of virtually all foreign workers, including most of the country’s university professors, teaching staff at hospitals, and geologists in the vital mining industry.

Rioting erupted again in February 1992, when soldiers discovered that the new five-million-zaire banknotes used to pay them were impossible to spend. They seized control of the parliament building and held several hundred lawmakers hostage, demanding that they order local merchants to accept the new banknotes. Hundreds, including the French ambassador, were killed.

The 1993 Demonetization

In an effort to prop up the economy, on 22 October 1993, Mobutu demonetized the old zaire, replacing it with the New Zaire (NZ) at a rate of NZ 1= Z3 million, with an initial parity of NZ 3 per US$ 1.

Prof. Hughes Leclercq reports that the demonetization backfired, with ‘…soldiers refusing to accept the new notes in salary payments leading to renewed rioting. The new currency depreciated sharply, sending prices into a further sharp upward spiral. By December 1993, the NZ had depreciated to 102 per US$ 1, and monthly inflation had surged to 250 per cent, yielding cumulative price increases that exceeded 3,300 per cent during the three-month period ending in January 1994.’

In his article in The New York Times, Kenneth Noble quotes a number of people who summed up the situation. Peter Rosenblum, a senior lawyer with the Human Rights Law Group, said, ‘Zairians are in terror of the new bills. They know that each time a new bill is introduced, the old bills become virtually worthless, and inflation takes another galactic leap.’

Etienne Tshisekedi, Zaire’s main opposition leader at the time, called the demonetization a ‘criminal swindle and pure piracy.’ In Washington, George Moose, the Assistant Secretary for African Affairs, said at a Congressional hearing that the Mobutu government’s currency manipulations were ‘…wrong-headed and could incite a new round of pillaging and military unrest.’

These words were to prove prophetic. As the economy collapsed, ethnic violence increased and in May 1997, Laurent Kabila, who had led a popular rebellion against Mobutu, seized power, declared himself President, and renamed Zaire as the Democratic Republic of the Congo. Mobutu fled into exile in Morocco and died four months later.

North Korea19

Korea, which had been annexed by Japan in 1910, was liberated in 1945 at the end of World War II. The country was divided into two zones – the North occupied by Soviet forces and the South by the Americans. As negotiations for unification failed, two separate governments were formed. The Democratic People’s Republic of Korea was established in the north on 9 September 1948, with Kim Il-sung as Premier.

Until the 1960s, North Korea’s economic growth was higher than South Korea’s, and North Korean per capita GDP was equal to that of its southern neighbour until as late as 1976. The North Korean Won was pegged to the US$ at the rate of Won 2.16=US$ 1. The rate was reportedly set since 16 February (i.e., 2.16) was the Premier’s son Kim Jong-il’s birthday! By the 1980s, the economy had begun to stagnate and almost completely collapsed when aid from the Soviet Union stopped in 1991. In 1994, Kim Il-sung died of a heart attack and his son Kim Jong-il took over.

In July and August 1995, floods described as being ‘of biblical proportions’ ravaged the country, causing not only the destruction of crop lands and harvests, but also the loss of emergency grain reserves, as these were stored underground. According to the United Nations, the floods of 1995 destroyed around 1.5 million tons of grain reserves. There were further major floods in 1996, and a drought in 1997. In the resultant famine (known as the March of Suffering), approximately 3.5 million North Koreans died from hunger and starvation, out of a total population of 22 million.

After the famine, informal private markets sprung up across the country enabling an increasing number of North Koreans to feed themselves and earn a basic living by trading. The UN estimated that about half the calories consumed in North Korea in 2009 came from food purchased at private markets.

On 30 November 2009, Kim Jong-il announced a demonetization of the Won, replacing the [image: Image]1,000 notes with [image: Image]10 notes. The announcement was made to foreign embassies and later carried via a wire-based radio service only available within North Korea. The government announced that an individual could exchange only up to 1,00,000 Won (an amount that would buy a 50 kg sack of rice, or less than $40, at black-market exchange rates), and any amount above that threshold would be, in effect, worthless. In response to the citizens’ immediate and widespread anger, those limits were subsequently raised to 1,50,000 Won and later to 5,00,000 Won.

Furthermore, while the old notes ceased to be legal tender on 30 November 2009, the new Won notes were not distributed until 7 December 2009, which meant that North Koreans could not exchange any money for goods or services until that date. Most shops, restaurants and transport services shut down for the week. 

The move sparked a nationwide panic. To quell civil unrest, army bases were put on standby, and authorities threatened ‘merciless punishment’ for any person who violated the rules of the currency change.

North Korean authorities took a second step against the markets by banning use of foreign currencies on 28 December 2009. This measure was designed to further strengthen political control over ‘black markets’ by criminalizing the unauthorized possession of foreign currency.

The third step was the most drastic. North Korean authorities shut down general markets across the country in order to transition them to farmers’ markets. This shutdown exacerbated both inflation and the short supply of goods inside North Korea, contributing to the spread of famine conditions in various parts of the country, and resulting in starvation deaths.

Explaining the rationale for the demonetization, Bill Powell wrote in Time magazine, ‘The government allowed black markets to proliferate this decade out of desperation, but they had grown to the point where the leadership may have begun to feel threatened. Small traders and black markets existed outside of government control, and, by definition, at some point the regime was not going to tolerate that… The breakaway, snowballing market was a threat to the regime… Under the new plan, however, the small savers who run those private markets will be stripped of much of the cash they need to run their businesses.’

The demonetization was a failure, and the Won plummeted 96 per cent against the US dollar in the ensuing days. Lifetime household savings and the working capital of many private trader entrepreneurs were completely destroyed.

Scott Snyder of the Asia Foundation commenting on the outcome said, ‘As social opposition to these moves began to manifest itself, the government was forced to backtrack, offering compensatory wage increases, sometimes paying workers at the old wage rates in the new currency, amounting to a 100-fold increase in money income. The result was a complete disintegration of the market, as traders, intimidated by the changing rules of the game, withheld supply, reportedly forcing some citizens to resort to barter…’

The reopening of the markets was accompanied by a rare public apology. In a meeting with government officials and local village leaders, Premier Kim Jong-il is reported to have stated ‘…regarding the currency reform, I sincerely apologize as we pushed ahead with it without a sufficient preparation so that it caused a big pain to the people…’ and that the government ‘…will do its best to stabilize people’s lives.’

In January 2010, the director of the Planning and Finance Department of North Korea’s ruling Workers’ Party, Pak Nam-gi, allegedly responsible for the demonetization, was dismissed from his post, and was executed by a firing squad in March 2010. It was widely believed that he was made the scapegoat for the botched demonetization.

In December 2011, Kim Jong-il died and was succeeded by his son, Kim Jong-un. 

Successful Demonetizations

The examples above reinforce the poor outcomes from demonetization, especially when undertaken with an objective to eliminate corruption and black money. This may raise the question whether demonetizations are ever successful. And the answer is, yes!

Demonetizations have been used most successfully to tackle hyperinflation,20 and when the value of the original currency has been so debased that it becomes worthless as a medium of exchange.

Though the causes and triggers for hyperinflation are complex, economists believe that it is either caused by a lack of confidence – that the government or the central bank will remain solvent, or by a spiralling downward cycle of monetary expansion. In both cases, it is initially caused by large government deficits financed by reckless money creation. As people realize that their banknotes are able to purchase fewer and fewer ‘real goods’, there is a frenzy to spend them before there is a further loss of purchasing power, which further accentuates the downward spiral of loss of value.

Such hyperinflationary episodes are often dealt with by a demonetization, redenomination or revaluation of currency, and by pegging the paper value of the new currency to a stable unit of value, e.g., gold or, in more recent times, the US dollar. However, faith in the new replacement currency rarely lasts, unless accompanied by strong fiscal and monetary discipline, and often a change in rulers or regime as well.

The following are some of the more famous instances of hyperinflation dealt with successfully by demonetization.

Roman Empire in the Third Century21

As the Roman Empire extended its geographical reach, successive emperors sought to finance their military expenditures, initially by a series of increasingly unjust taxes, and, when this was no longer sufficient, by ‘debasing’ the currency.

The silver denarius, introduced by Emperor Augustus at the end of the first century BCE, which was 95 per cent silver, had continued for almost two centuries as the medium of exchange across the Roman Empire. By the third century CE, the Roman treasury was bankrupt and successive emperors kept reducing the percentage of silver in the denarius, till it was nothing more than a bronze coin dipped in silver. Prices during this period rose by nearly 1,000 per cent in many parts of the Roman Empire.

Emperor Diocletian finally abandoned the denarius in 294 CE. Constantine, the first Christian Roman emperor, tried to address this situation by issuing a new gold coin in 312 CE called the solidus – solid gold – which was struck 72 coins to a pound of gold. Over time, the government began collecting taxes and paying soldiers in gold, and thus the gold standard was strengthened and became the ‘real’ money of the Roman Empire.

Emperor Constantine’s demonetization succeeded. Sadly, however, this situation did not last. While soldiers and bureaucrats were paid in gold and thus protected against the effects of inflation, the ordinary citizen had to struggle with an increasingly unjust and corrupt tax system to finance the profligacy of successive emperors. By early fifth century, the Roman Empire was in terminal decline. In the opinion of the Christian priest Salvian of Marseille, the Roman state was in a state of collapse because it deserved collapse; because it denied the first premise of good government, which was justice to the people.

A prophetic and cautionary message for all governments!

China During the Yuan Dynasty and from 1948–4922

Paper currency was first introduced in China during the Tang dynasty (618–907 CE) as privately produced promissory notes, which were exchanged by merchants across the Silk Road.

However, ‘official’ paper currency was only introduced by the Song dynasty (960–1279 CE). The first government-backed notes called Jiaozi were produced in 1024. Each issue of paper notes put into circulation was backed by the government, and could be exchanged for standard copper coins. The currency was popular especially among merchants and tradesmen as the paper notes were more convenient and much lighter to carry than strings of copper coins. By the twelfth century, paper notes were the main form of currency in China. Thanks to strict controls on the issuance of such currency, these paper notes maintained their value. Counterfeiting of paper currency was punishable by death.

When the Mongols took over China and established the Yuan dynasty, they issued their own paper currency, called Chao. Though it was initially backed by precious metal, the Khans soon resorted to excessive printing of the Chao, to finance military expeditions. As a result, no longer backed by gold or silver, the Chao depreciated in value by almost 1,000 per cent leading to runaway inflation and ultimately collapse of the dynasty in 1368.

The Ming dynasty that followed suspended the printing of paper money for much of their reign, using silver instead, which was brought to China by Spanish traders from Peru and Mexico. China did not revert to paper money for another 600 years until 1890, when the Qing dynasty began producing the Yuan.

During 1948–49, China once again experienced extreme inflation, peaking in April 1949 at 5,070 per cent. The Yuan was replaced first by a gold yuan and then a silver yuan but with little success. The currency was finally stabilized by the newly installed Communist government, who issued a new currency – the Renminbi (literally, the people’s currency) in December 1948. For several years the Renminbi remained pegged to the US dollar, with tight monetary control, and, as a consequence, remained stable.

France During the French Revolution23

The French Revolution caused severe inflation and tax revenues declined precipitously. The problem was compounded as aristocrats had fled with vast quantities of gold and silver. The National Assembly, therefore, issued a new paper currency in 1789, called Assignat, backed by the value of confiscated properties from the Catholic Church.

It used these to pay the interest and principal falling due on the enormous debt accumulated by the former monarch, and also on fresh debt incurred for the public work projects they had commenced in Paris, and on bread subsidies.

However, people had little faith in this new paper currency. Compounded by an unwillingness of the masses to pay any taxes, growing civil unrest, rising prices and food shortages, several issues of Assignats were made with the result that they soon lost almost all their value. It is also believed that these were counterfeited both locally and by the British, Belgian and Swiss, exacerbating the problem.

In February 1796, production of Assignats was officially halted. At the time, it is said that a 1,000 Assignat note could barely purchase a cabbage in the market at Strasbourg! A general demonetization of the Assignats (and the short-lived Mandats that followed) occurred in February 1797.

When Napoleon took over as First Consul, the Germinal Law was passed introducing the new Franc. This law established the face value of the new French Franc: the coins of quarter-, half-, three-quarter-, one-, two- and five francs were minted in silver. The twenty- and forty- franc pieces were to be in gold. The weight of metal and alloy were fixed, and the unit of account corresponded identically to the actual value of the money.

Napoleon is said to have requisitioned every silver and gold coin found during his invasion of Italy and countless treasures of the Vatican to back the new currency. He insisted that from thenceforth, soldiers, contractors and merchants would be paid only in gold, or its equivalent. Under him, France conquered most of the Continent while on the gold standard, and the Germinal Franc was to remain stable until 1914.

Germany During the Weimar Republic24

Emperor Wilhelm II and the German Parliament decided to fund their World War I efforts entirely by debt. When Germany lost the War, the new Weimar Republic had to not only service this debt, but also pay the war reparations. Since the reparations had to be paid in gold or hard currency, the Weimar Republic resorted to mass printing of Marks, with which they then purchased hard currency to pay the reparations.

This resulted in a complete breakdown in the value of the Mark and galloping hyperinflation. In the first half of 1922, 1 US dollar was worth 320 marks; by November 1923 it was worth 4.2 trillion marks.25

The law and order situation deteriorated rapidly across the country. The galloping hyperinflation naturally placed great pressure on the state. On 9 November 1923, Adolf Hitler, leader of the Nazi party, attempted to seize power through the infamous Beer Hall Putsch and was put on trial and eventually imprisoned for treason. He used his time in prison to evolve his forthcoming political and military strategies and to write Mein Kampf. Many historians attribute his rise and success in German politics to the hyperinflationary episode of 1921–23.

In September 1923, the Weimar Republic finally took steps to stabilize their economy. The newly appointed Chancellor, Gustav Stresemann, declared a State of Emergency. In October, the Rentenmark Ordinance was published, allowing for a new currency, the Rentenmark – equivalent to the gold linked pre-War Mark – to be issued by a new institution, the Rentenbank.

On 13 November 1923, Hjalmar Schacht (formerly the managing director of the Darmstadt and National Bank) was appointed Commissioner for National Currency. Two days later, he stopped the printing of the old devalued Mark and the next day the first Rentenmarks began to emerge. On 20 November, the old Mark was pegged at the new Rentenmark at a trillion to one, and Germany reverted to the gold standard.

The description of how Dr Schacht operated is fascinating. He sat in a single room which had once been used as a charwoman’s cupboard, looking on to a backyard in the Ministry of Finance. From this post he transformed the German financial system from chaos to stability in less than a week. His secretary, Fraulein Steffeck, was later asked to describe his work as the commissioner: ‘What did he do? He sat on his chair and smoked in his little dark room, which still smelled of old floor cloths. Did he read letters? No, he read no letters. Did he write letters? No, he wrote no letters. He telephoned a great deal – he telephoned in every direction and to every German or foreign place that had anything to do with money and foreign exchange as well as with the Reichsbank and the Finance Minister. And he smoked. We usually went home late, often by the last suburban train, travelling third class. Apart from that, he did nothing.’26

The amazing thing was the Weimar Republic still had practically no gold bullion, and the Rentenmark was not redeemable in gold. However, people and debtors had the confidence that issuance would be strictly controlled. Thus, hyperinflation in the Weimar Republic was controlled mainly due to the trust and credibility in the issuing authorities.

Nathan Lewis in his article lays out a great lesson in how demonetization and remonetization can control hyperinflation: ‘No preparation was necessary. No staff was necessary. No time was necessary. The only thing that was necessary was a clear policy, namely to maintain the value of the Rentenmark equivalent to a pre-war gold mark, and a clear means to accomplish this policy, by restricting the supply of Rentenmarks to maintain its value.’

A year later, a new Reichsmark replaced the Rentenmark at 1:1, and the period of hyperinflation in Germany drew to a close.

Hungary Post-World War II27

After World War II, Hungary recorded the worst case of hyperinflation in modern history, with prices rising by 1,50,000 per cent every day. In 1944, the highest denomination of Hungary’s currency, the Peng[image: img], was 1,000 Peng[image: img]. In July 1946, at the peak of the crisis, the highest denomination note was 1028 Peng[image: img]!

As in many other instances of hyperinflation, the root of the problem lay in war. As a German ally during World War II, Hungary had borrowed to support the German war effort (debts that were never repaid) and had largely escaped destruction. However, by 1944, it had become a battlefield between Germany and Russia. More than half its industrial capacity and factories were destroyed. Transportation could not function, railway lines and bridges were destroyed, and the retreating German and Soviet armies appropriated any functional machinery.

After the War, the Allied powers ordered Hungary to pay the Soviet Union huge War reparations, which it could not afford. The Hungarian government believed that inflation would reinvigorate the economy, regenerate productive capacity, and create jobs.

As Brian Taylor says:

The government literally flooded the country with money to get the economy going again. Money may not have grown on trees, but it certainly flowed off the printing presses… the hyperinflation made it even more difficult for the government to collect taxes, so they introduced the Milpeng[image: img] (1,000,000 Peng[image: img]), which in turn was replaced by the Bilpeng[image: img] (1,000,000,000,000 Peng[image: img]), which was replaced by the inflation-indexed Adopeng[image: img]. But even the indexed Adopeng[image: img] succumbed to the inflation. By July 1946, there were 2 million trillion Adopeng[image: img] to the Peng[image: img].

The Milliard Bilpeng[image: img], the highest denomination note in this sequence (also the highest denomination note ever printed), was equal to a billion trillion Peng[image: img], which astonishingly, was only worth about US 12 cents!

The Hungarian economy could only be stabilized by the introduction of a new currency, and therefore, on 1 August 1946, the Forint was reintroduced at a rate of 4,00,000,000,000,000,000,000,000,000,000 (400 octillion) = 4×1029 Peng[image: img], dropping 29 zeros from the old currency. 

The stabilization worked, and prices remained relatively stable in Hungary until the 1960s. And as for all the old Peng[image: img], they were thrown away because they were worthless!

Two other instances of demonetization which were successful are noteworthy.

European Union

The first was the demonetization of European currencies when the Euro was introduced in 2002. This was a major and very complex demonetization as it involved introducing a new currency in 12 countries, while withdrawing their respective national currencies. This major demonetization was successfully implemented because of the painstaking planning that preceded the step and also because the old currencies remained convertible for an extended period of time.

Australia

In order to tackle the problems of both counterfeiting and wear and tear of the paper currency, Australia between 1992 and 1996 replaced all paper-based notes with polymer banknotes, after an initial trial in 1988.

As the objective of the demonetization was very specific, very well planned, and executed prudently over an extended period, it was successful, without any negative impact on the population or the economy.

My Perspective

In principle, demonetization is not a bad thing. It is merely a tool, well-suited in certain specific circumstances, and most effective if planned meticulously and executed efficiently.

It is the best way for a government to tackle economic problems such as hyperinflation, and to signal that it is serious about pursuing more responsible macroeconomic policies in the future. It is also the only way to replace currencies following a geo-political event, such as India’s 1947 Partition or the formation of the European Union in 1992.

It is not suitable as a means to tackle problems such as endemic corruption or black money, as India has tried to do. Not once, but thrice! It does not address the root causes of the problem. It is also a disastrous measure, if poorly planned and hastily executed.

The social turmoil and violation of human rights when money is forcibly expropriated, especially from the very poor, can have very long-term economic and political consequences, as is evident from the experience of several countries shared in this chapter.

Policies such as demonetization can only be effective where systems are democratic and institutions are accountable, for then, there is a chance of a reasoned debate where all factors are assessed and the consequences on all sections of society are thoughtfully considered. 

Sadly, for India, the planners of demonetization overlooked the overwhelming evidence that would prove it would not succeed, ignoring in their wisdom the lessons both of economics and of history.
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The Human Impact

Before you do anything, stop, and recall the face of the poorest, most helpless, destitute person you have seen, and ask yourself ‘Is what I am about to do, going to help him?’

– Mahatma Gandhi

On the day demonetization was announced, my mother and I had just arrived in Delhi, breaking journey for a few days on our way to Ajmer and Pushkar. The note ban had us scrambling to try and exchange notes to manage expenses for our travel. It proved to be more difficult than we imagined, and we each spent several hours in bank queues – only to end up with a few unusable `2,000 notes.

Describing the scenes outside banks, The New York Times reported:

Thousands of security forces were deployed to keep the peace at India’s banks, where crowds of people had formed jittery, snaking lines in the early morning, desperate to exchange now-useless currency notes... Many people on the street said they were stunned and angry. Brawls broke out in lines outside banks, where many had to stand for hours, uncertain whether the stockpile of bills would run out... Poor migrants to the city said the sudden move had stranded them without enough money to eat.1

Government spokespersons were swift to dismiss stories of hardships faced by Indians as ‘anecdotal claims’. However, since demonetization touched every single person and household in India, anecdotal evidence of the hardships people had suffered was plentiful. People ask why there were no riots in India, if demonetization was as disruptive as these anecdotal stories seemed to indicate it was.

There are some who believe people were scared to protest, for fear of being branded anti-national or unpatriotic. There were reports of people being abused or beaten up when they spoke against demonetization. An example of this was Lallan Singh Khushwaha, a painter, who was beaten up in southeast Delhi’s Jaitpur area. He sustained head injuries. When he criticized the step taken by the government, a person identified as Ashiq verbally abused him. ‘When I asked him the reason, he started hitting me and asked how I could criticize the Prime Minister. Soon after, others joined him. I sustained injuries on my head and started bleeding,’ said Khushwaha. He said that only when some people intervened, was he spared.2

Another explanation was that people simply had no time to protest; everyone was struggling to get enough cash to stay afloat. Also, perhaps there was an element of comparative Schadenfreude in the general public. A feeling of – even if I lose one eye (standing in the queue, loss of wages, etc.) the fat cats will lose two (their ill-gotten millions).

A third explanation is that the generosity and open heartedness of our people helped and sustained those around them. Our family experienced this first hand.

Though we had very little usable cash, we put our faith in God and proceeded on our journey. Co-passengers in the train generously shared their food. The auto rickshaw driver took us to our hotel – accepting whatever meagre spare change we had. The Khadim3 at the Ajmer dargah paid for our lunch. Even those seeking alms gave their blessings not expecting anything in return for everyone understood that cash was scarce. At Pushkar,4 the catastrophic impact of demonetization was visible on the distressed faces all around us. Villagers, for whom this was a major annual income-generating event, sat resignedly waiting in vain for buyers. There were tourists aplenty, but no one had money that they could spend and everyone was spending long frustrating hours in ATM queues instead of at the fair.

On return to Delhi, we had dinner with a family friend who ran a successful brass export business from Moradabad. He employed skilled artisans on daily wages, based on the export orders he received. In 2016, he had received good orders for the Christmas season, and had taken on 2,000 workers. That evening he told us that he had let most of them go, as he could not pay their wages. ‘It’s crazy,’ he said. ‘I have the orders, I have the workers, and I have money in the bank, but I can’t pay my workers and so will not be able to fulfil my orders. This has happened twice before. Once during the Mandal riots,5 when I suffered a loss of `8 crore, and the second time during the Babri Masjid riots,6 when I suffered a loss of `12 crore. I don’t know what my loss will be this time…’

In December, our domestic staff too experienced the effects of demonetization. Without claiming to have any premonition about demonetization, but simply to make payments more seamless, I have been, for a long while, paying salaries digitally on the first of each month to our household staff, directly into their accounts. Our old family retainer transfers part of his salary home also digitally, by standing instructions to his bank. And on the second of each month, his wife, accompanied by her daughter-in-law, makes the 15 km bus journey, from her village to the nearest bank ATM, to draw money for the family’s monthly expenses. In December 2016, she had to make 15 exhausting trips to the bank before she was finally able to draw `2,000.

Others were not so fortunate. Newspaper articles started reported increasing numbers of deaths of people who had been waiting endlessly in queues for their money. On 9 January 2017, the West Bengal Chief Minister, Mamata Banerjee, shared a detailed list of 120 persons who had died as a result of demonetization. Appendix 4 contains the tragic details of individuals who died waiting in queues, or committed suicide out of desperation. There were also reports of death of patients who did not receive timely medical treatment because their relatives had no money to pay hospitals or doctors.

 The demonetization deaths were, however, denied by the government. Responding to a question on 17 March 2017 in the Lok Sabha on the total number of people who died during the demonetization period and compensation that would be provided to the families of the deceased, the Minister of State for Finance, Arjun Ram Meghwal, said, ‘The government has not received any “official report” on deaths during the course of currency exchange and withdrawals following demonetization.’7

Middle-class Indians faced tremendous inconvenience as their hard-earned cash was impounded in banks and they had to spend hours trying to withdraw minor amounts. But it was the poorest Indians who suffered the most. Demonetization destroyed both their income and their meagre wealth. Laid off from their contract jobs or unable to sell their produce and forced to take on high cost loans because their own life savings were locked up, the poorest Indians were pushed further into penury and hopelessness.

Some of their stories are narrated below, with grateful thanks to the respective publications who published them.

Many other stories remain untold.

Daily Wage Workers

Daily wage workers were perhaps the hardest hit by demonetization. Subsisting at the bottom of the pyramid, with no savings, no job protection, and no certainty of where the next meal would come from, the note ban was a devastating blow.

Millions of workers in the informal sector lost their jobs as employers, faced with a cash crunch, laid them off. Those who managed to find alternative work were forced to either accept old notes and then spend hours in queues to exchange them, or work on credit in anticipation of a future payment. Reduced to starvation and destitution, the stories below are illustrative of the havoc demonetization wreaked on their lives.


	Sharda Jhala, a farm labourer from Aravalli district, stares at an uncertain future. Work has dried up after demonetization, and she has had work for barely 20 days at half wages of `100 per day. ‘My husband can’t work, and I am the sole breadwinner of the family,’ says Sharda. ‘I had taken a loan recently to buy a cow. With livelihood becoming uncertain, I’ve cut the food even for the animal…We eat once a day with the resources we have – bajra (pearl millet) and onion or chilli. I hope the situation improves, or else we will be forced to starve.’8

	Munna Singh, a porter at the Azadpur mandi in Delhi, spends his day loading and offloading vegetables and fruits from trucks which come to the mandi. ‘If it is a good day at the mandi, I make anything between `700–1,000. On a bad day, my earnings are never less than `500. But I am struggling to get even `100 now. It is not as if I did not work at all. But everyone wants to pay me in old notes. Some traders for whom I worked last week have promised that I will be paid later,’ said Singh.9

	Basanti Marandi hails from the northern district of Mayurbhanj in Odisha and makes a living as a daily wage labourer. ‘I don’t know if I am to get work today because labour contractors don’t hire many labourers for their work since the government has decided to scrap 500 and 1,000 rupee notes. Even if I go to work, getting wages is again uncertain because the contractors also are short of 100 rupee notes to pay the wages,’ says Basanti while waiting for someone who can hire her for a day’s work. At least 3,000 labourers gathered at Bhubaneswar’s Nayapali labour point are passing through similar uncertain fate. As migrants from almost all parts of rural Odisha struggle for survival, the state of these labourers is symptomatic of the situation of poor people across the state.10



Tribal Communities

As per the 2011 Census, India has a population of 104 million tribals, constituting 8.6 per cent of the total population, who live mostly in and around forest areas. As many earn a living by selling minor forest products like honey, berries and herbs, they struggle to make ends meet, even at the best of times.

Already at a disadvantage due to lower income and education levels and poorer access to banking and health services than the rest of the population,11 tribal communities across the country were hurt badly by demonetization. Demand for their products dropped overnight and they were unable to get cash for the limited produce that they could sell.


	‘More than a currency crisis, the situation is becoming a humanitarian crisis. The tribal families who come here after painstakingly collecting the minor forest produce by spending up to four to five days in the jungles are forced to return empty handed as we have no money to procure it. It is really a very sad situation,’ said Rajitha K.A., an official at the Scheduled Tribes Cooperative Society at Kallur near Sultan Bathery. ‘But now the business is down to a bare minimum due to the weekly currency withdrawal limit of `24,000 applicable to the society. We are making part-payment for tribal people, who are desperate to hand over the collected produce to us,’ she added.12

	‘I am anguthachaap’ (thumb impression, indicating one’s illiteracy) said Zumla, a Bhil tribal with a white turban, from the village of Footiya, in Jhabua district, Madhya Pradesh. Footiya is inhabited predominantly by adivasis, or tribals, and does not have a post office, a cooperative or commercial bank, an ATM, or a public phone booth. He said he had had a bank account, but rarely used it because it took him an hour to walk to the nearest bank branch, 6 km from the village. ‘I don’t know how to use an ATM,’ said Zumla. ‘If I can’t read, how do I know what buttons to press?’13



Farmers

Farmers and everyone dependent on agriculture suffered terribly as a result of demonetization. The entire food chain – from traders and transporters, to agricultural labour and daily wage workers, right down to small vegetable vendors – was severely impacted.

As journalist P. Sainath remarked grimly, ‘Demonetization is spreading agony and misery in its wake across the countryside. If there’s been any stroke, it’s the one the heart of the rural economy has suffered.’14

After two consecutive years of drought in 2014–15 and 2015–16, most of India had been blessed with plentiful rainfall and a bumper summer kharif harvest. The timing of the note ban could not have come at a worse time.

Farmers who had sold their produce were stuck with worthless `1,000 and `500 notes as district co-operative banks were prohibited from accepting or changing old notes. Farmers who had not yet sold their crop were stuck as traders at the mandis and Agricultural Produce Market Committees (APMCs) had no cash to pay them. The worst hit were farmers with perishable produce – fruits and vegetables, many of whom were forced to sell their produce for a pittance or watch it rot before their eyes.

As a consequence, despite a bumper harvest, farmers across the country were unable to pay their farm labour or repay their loans. They could not buy agricultural seeds or fertilizers for the sowing season of the winter rabi crop. As a consequence, not only land-owning farmers but also landless agricultural labour and migrant workers, dependent on agriculture, were rendered destitute.

The stories below are an indicative sample of the widespread distress faced by 65 per cent of India’s population, who depend on agriculture for their livelihood.


	The price of tomatoes at Girnare mandi near Nashik, Maharashtra dropped to as low as 50 paise per kg, making it impossible for farmers to recover the investments they made while sowing.  Faced with the alarming fall in the price of tomatoes, Yashwant and Hirabai Bendkule, a poor adivasi couple, were forced to destroy their crops because keeping them standing would result in a greater loss.15

	‘Because farmers living in remote villages face a huge problem of walking long distances to reach a bank to exchange their higher denomination notes, some middlemen take their notes at a value discounted by 20 to 30 per cent,’ says Udit Sahu, in-charge of a Customer Service Point in Dungriput village of Koraput district, Odisha. ‘The situation with farmers who have sold their kharif harvest is all the more dire because they all have invalid `500 and `1,000 notes in cash. They are not able to avail the limited exchange facility because the banks ask the farmers for documents like Aadhar or PAN card, which most of the tribal and backward farmers of Kandhamal district do not have… Local cooperative societies and the district cooperative banks do not accept the old currency notes. And many of the farmers do not have accounts with nationalised banks to deposit the cash available with them. So, farmers having cash with them are in a helpless state.’16

	Bandu Ghormade had no choice but to accept the old `500 notes from the procurement agent and a lower price of `200 less for every 40 kg crate of his freshly harvested eggplants. ‘If I didn’t, my produce would have gone to waste,’ said the farmer in his late 40s. He grows carrots, spinach, eggplants, and okra in Chicholi, Betuk district, Madhya Pradesh. ‘Those who grow grains or cotton can hold on to their crop, I can’t.’ Since 8 November, Ghormade has been selling at a loss at the mandi every day, while his son is going to the nearest bank, five kilometres away, to stand in queue and deposit the notes.17

	Jitender Chowdhary, a farmer in Sonipat, Haryana, brings around 12 sacks of cauliflower every day to the mandi by paying the transporter `15 per sack. While each sack of cauliflower usually sold for anywhere between `200 to `250, it is now being sold at `80 or less. ‘I can’t do anything. If I don’t sell it for this price, I will only have to feed my produce to the cattle,’ said Chowdhary. In September 2016, he sowed cauliflower after getting a loan from his arhtiya (commission agent). ‘I supported the prime minister’s move initially but I had not imagined its fallout. The cauliflower season lasts only for a month and a half. I don’t know what I will do if I don’t manage to sell it now. I run the risk of doubling my loans,’ said Chowdhary.

	The backbone of the fruit and vegetable mandis (wholesale markets) are the arhtiyas, who are the channel between farmers and distributors. Both the farmer and the distributor depend on the arhtiyas for logistical requirements like porters, transporters, credit accounting, etc. A successful arhtiya builds a huge network of farmers across India, and, sometimes lends money to farmers for cropping and other inputs for farming. Since the note ban, the arhtiyas of Azadpur mandi, in Delhi, have been caught between a rock and a hard place.  

	‘The farmer needs cash for his daily requirements. Therefore, most of our transactions were cash-based. Today, the distributor, already reeling under a demand crunch, does not have enough new notes and the farmer is not ready to accept old notes,’ said Mukesh Tyagi, an arhtiya, who deals with cauliflower farmers and buyers. ‘All our money is legal and all of it is accounted for. We are feeling the pinch only because we work in a cash-intensive market,’ he said.18



Sellers of Eggs, Poultry, Fish and Meat

When cash is short, people cut back on fruits and vegetables and stick to staples like lentils and rice. Being perishables, the prices of fruits and vegetables drop precipitously, as seen above.

The effect is even more pronounced on so-called ‘luxury, non-vegetarian’ foods – eggs, poultry, fish and meat. Since most of these products are sold either live or unprocessed in India, they have a very short shelf life. The market for these products also crashed after the note ban, severely affecting the livelihoods of all those engaged in their supply chains.


	‘December to January is peak season for egg sales. We sell over 15,000 eggs each day and prices are high. But, since markets are facing shortage of currency notes post-demonetization, our trade has encountered a rough patch. We could not sell even 8,000 eggs in one day and prices are falling with every passing day,’ said Abdul Aziz, a wholesale egg seller in Aurangabad. ‘Winter is generally a time when sales go up by around 100 per cent owing to the healthy nature of the product. However, this time people are spending less on items like eggs, and hotels have decreased their demand too.’19

	‘Chicken is sold at a huge mark-up price by retailers. Before demonetization, the cost of chicken across Maharashtra ranged between `120 and `160 per kg. In the last few days, the prices have plunged to as low as `80–`120 per kg across the state. The demand for chicken generally spikes in winters which leads to an increase in price. However, this time even retailers have been forced to sell at `70–`80 per kg,’ said Nazim Sayyed, a poultry retailer in Mumbai.20

	Anju Thengue is a village in Kerala with a population of 16,732, out of which 8,475 are women. Sixty per cent of the women work in the fish trade. ‘One box of fish used to be auctioned for at least for `1,000, but now the box is not being auctioned even for `100,’ says Karmali, the official controller of the fish auctioning. Unsold fish are being dried and sold in packets and fisherwomen are trying to sell them on the Varkala-Kovalam beach road. But selling the packets is also not easy. ‘Instead of paying `100 for a dry fish packet, most of the buyers are giving `2,000 notes and seeking change.’

	The Mamballi Nedughadam Fishermen Society, situated at the centre of the village, is the apex agency of 160 women’s self-help groups comprising 3,000 fisherwomen. Most of them don’t have a bank account in any of the commercial banks. The scenes at the society office are turning ugly. One desperate fisherwoman vented her ire against the society authorities. ‘I have deposited my entire savings with the society,’ she said. ‘But I am not permitted to withdraw the amount. Please help me if you can.’ Says an office bearer: ‘According to the new regulations, even a cooperative society cannot withdraw more than `24,000 per week from a bank. We will only have `1 lakh to distribute amongst 3,000 women before Christmas. We are helpless.’21



Dairy and Milk Producers

India is the world’s largest producer and consumer of milk and dairy products. Much of the success of India’s white revolution is attributed to the success of milk co-operatives across the country. Large milk federations like Amul buy milk every day from district-level cooperatives, who buy their milk from block- or taluka-level cooperatives called sanghs, which in turn purchase milk from village mandalis. At the base of the milk supply pyramid is the individual dairy farmer, who has no time for bank visits between grazing his cattle, milking them, and delivering milk twice a day to village dairy mandali.

When the Central Government banned all district cooperative banks from exchanging or receiving deposits of demonetized currency notes, this proved crippling for members of dairy cooperatives.


	Nearly 50 days after demonetization was announced, the farmers from the village of Timba were on their third trip to the bank in Gujarat’s Surendranagar district to try to open new accounts. They had travelled the 30 km from Timba to Surendranagar town in a group, so that they could help each other with the seemingly overwhelming process of filling out the bank forms correctly. ‘I haven’t been paid for any of the milk I sold in the past 50 days,’ said Govindbhai Rabari, a 70-year-old dairy farmer who looked utterly lost in the corridors of the bank. ‘Hundreds of us have spent the past seven weeks without any money.’

	‘Dairy farmers need cash to buy essentials for their cattle and their homes, and I usually pay them every 10 days for all the milk they have delivered,’ said Tejabhai Tamaliya, the secretary of a milk cooperative in Surendranagar’s Diksar village. Tamaliya’s cooperative has 150 members, whom he needs to pay at the current rate of `5.9 per kilo fat of milk (the amount of milk that would yield 1 kilo of fat). Since most of them haven’t been paid in 50 days, Tamaliya now owes his members a total of nearly `15 lakh. ‘I have the money in my account, but a withdrawal limit of just `24,000 a week is too little, and the cooperative bank is not even able to give me that much cash each week,’ said Tamaliya.22

	John Kokkat, proprietor of the Popular Dairy Farm in Bhiwandi district, Maharashtra has 156 animals (10 cows and 146 buffaloes), which provide 900 litres of milk per day collectively. He worries they may not survive the demonetization. With no fodder to feed them, they may soon just be dead meat. Kokkat faces a double-edged sword. First, he is worried that he doesn’t have enough legal tender to pay for the special feed for his cattle. ‘I have enough money to pay for the coconut oil-cakes, but it is in the old `500 and `1,000 notes. I also have over `7 lakh stuck in the market. I need to pay my creditors and labourers, but as I could not deposit cash, two of my cheques to the feed supplier have already bounced and I had to plead for a few bags of feed. No supplier can accept these defunct notes,’ he said.

	The situation at Padgha weighing bridge was equally grim, laden with overflowing hay from the trucks. Kalpesh Nichite, a trader from Sahapur, said, ‘We collect the hay from farmers at `8 to `15 per bundle and with the help of six daily workers. Now, the weighing bridge has stated they won’t be taking the old currency so the traders and dairy owners are forced to keep bills pending. It is a chain reaction and we all are suffering.’23



Tea Gardens and Workers

There are three main tea producing areas in India. The Terai, Dooars and Darjeeling region (with approximately 363 gardens employing 4.25 lakh people); Assam; and south India (where tea is grown on 1.19 lakh hectares across Tamil Nadu, Kerala and Karnataka).

The management of several gardens suspended operations post-demonetization as they had no cash to pay workers. The stories below are illustrative of the distress faced by tea plantation workers across the country.


	Tirrihannah Tea Estate, about 35 km from Siliguri, employs 1,200 permanent and 1,300 casual workers. In December, the management suspended operations because of non-availability of cash to pay wages. ‘Tirrihannah has not made a single payment since the note ban announcement on November 8,’ said Gautam Ghosh, general secretary of the union. ‘There was no agitation and workers did not prevent the dispatch of tea (produced in the gardens). The management has used the cash crisis as an excuse to shut down the garden.’24

	After finding himself reeling under mounting debts and no liquidity, Achyut Bhuyan, a worker of Pipratoli Tea Estate at Chabua in Dibrugarh district of eastern Assam, committed suicide last week. He consumed poison because of his mounting debts. The worker was plunged into a debt trap because of irregular payments by his employer on account of the cash crunch precipitated by demonetization.25

	According to the Association of Planters in Kerala, the plantation sector in south India has been going through a crisis. ‘The situation became worse owing to the ill effects of demonetization. Most migrant workers left plantations as they did not get wages on time.’26



Tourism and Those Dependent On It

The winter months are peak months for tourism in India. As a result of demonetization, both foreign and local tourists got stranded without cash, resulting in losses across the tourism chain. Small guest houses and hotels, transport operators, tourist guides, right down to sellers of trinkets – everyone lost an entire season.

The stories below were from Rishikesh, but were reflective of the situation at every tourist destination in the country at the time.


	A small guest house, where foreign tourists stay for long periods, said that foreign tourists began to leave after the note ban was announced as they found it difficult to cope with the new situation. ‘Overall business has gone down by 70 per cent and we have been idle since demonetization. Everyone from the owner to the waiters has been affected by the note ban,’ the manager said.

	Anil, who owns a store that sells gifts, ornamental, and decoration items, said, ‘In winter we have good sales from foreign tourists but their number has been reduced to just 10 per cent of the expected norm. Our overall sales are down to 50 per cent of what one expects in this season. Conditions are still relatively secure for people like us, but it has been worse for poor people, workers and villagers.’27



Small Retailers and Traders

Indian retail trade is estimated to have a turnover of approximately `14,000 crore per day, of which 60 per cent is generated in urban areas and 40 per cent in rural areas.

A report by India Spend28 suggests that there are at least 12 to 14 million kirana (neighbourhood grocery retail) shops in India. In a sample survey of such shops in January 2017, they found that nearly 80 per cent of the shops reported losses over 50 per cent or higher and less than 38 per cent had adopted cashless methods of transactions. Shopkeepers continued extending credit to regular customers but, in the process, were harming themselves financially. They were also forced to buy more goods than they needed because the suppliers couldn’t provide change.


	Yogesh Prajapati, a kirana store owner, said, ‘Earlier, I would have one customer every hour at least; now days go by without a sale.’

	Ambika Kumbhar’s small kirana store off the Maharashtra state highway 35 has seen a drastic reduction in the number of cars that stop by after the note ban. ‘I earn only `200 to `300 a week, and cannot even afford to pay my electricity bill any more.’

	Mangalwara’s Patang Bazaar in Bhopal has been a gloomy place post-demonetization. Nawaab, a kite seller whose family has been in this business for more than 50 years, said, ‘There were three permanent shops in Patang Bazaar in addition to many hawkers who sold kites on the roadside. But November 8 put most hawkers out of business and led to closure of two shops… Earlier, sale of kites would start from November, but this year, we are still waiting for orders and customers for Sankranti. Last year, we sold over 50,000 kites during the festival, but this year we just hope to touch 50 per cent of last year’s sale.’29

	Faizal Ahmed, a shopkeeper at the Ashok Nagar market in Delhi running a stall selling women’s garments for the last 25 years, said, ‘We sell cheap products and our customers are mainly from the lower strata of the society. Our customers don’t have credit or debit cards. Many of them don’t have smartphones and, those who have, don’t know how to make digital transactions. Our profit margin is between `50–60. If we start using cards we will have to increase the cost of our products to meet the surcharge rate, which is not feasible. The USP of our business is cheap prices and we cannot increase them beyond a point.’30



The Textile Industry: Cotton Farmers, Weavers, Mills, Looms and Textile Merchants

The textile and apparel sector is the second largest employer after agriculture and contributes two per cent to India’s GDP. Most workers in this industry are migrant workers who are paid in cash and who do not have any bank accounts. The entire supply chain from the cotton farmer, to ginning factories, to weavers and power looms and ultimately wholesale and retail cloth markets was severely impacted by demonetization, with most of the workers being sent back home as farmers and factory owners did not have enough cash to reimburse them.

Some of their stories.


	‘About 30 vehicles with cotton come to our mill every day,’ said Mukesh Patel, who runs the ginning facility at Pashupati Mills in Ahmedabad. ‘On January 6, we had only five vehicles coming to sell cotton. The highest number we have seen after demonetization is 15… Farmers accept only cash as they have to pay their farm labour in cash,’ said Patel. ‘Cashless does not work there.’ Patel is worried as his factory, which used to run 24 hours a day for four months, will now work only for 12 hours a day for eight months, since he will now receive cotton from farmers at a slow pace, over a longer period. ‘My labour costs will be double this year, and my operational overheads will rise,’ said Patel. ‘This year, we don’t have any option, do we?’31

	For the struggling saree weavers in Banaras, demonetization has come as a fatal blow. Decline in business coupled with withdrawal limits have led to a cash crunch and they aren’t able to pay labourers or procure raw materials to run their businesses. ‘What will my family eat, if I use up the little cash I have managed to get to purchase raw materials?’ asks weaver Akhlaq Ahmed, 48, who has three daughters. He has stopped his business as he struggles to recover his dues.32

	Bhiwandi, Maharashtra, holds more than a sixth of India’s 6.5 million power looms, and is one of India’s largest power loom hubs, providing direct employment to a million people. ‘Only 20 per cent of these (Bhiwandi’s looms) are running today,’ said Mannan Siddiqui, president of Bhiwandi Textile Mills Association. ‘Notebandi ne humko paanch saal peeche fek diya (Demonetization has set us back by five years),’ said Asad Farooqi, 65, a labour contractor who has been running more than 100 power looms for about 30 years.

	At Ahmedabad’s New Cloth Market, trade had fallen by 80 per cent, according to Rajesh Agarwal, secretary of the market association. Sixty of his 80 embroidery workers had returned to their villages after notebandi (note ban). When sales dropped, his cash dried up – except exports, the revenues of which he received through a bank account – so he could not pay salaries. ‘Workers, prefer to go temporarily jobless than endure the hassle of opening accounts in already stressed banks,’ said Agarwal.33

	‘The worst impact is on the small and micro-exporters as they are mostly dependent on cash payments. They employ a fairly large number of people and serving them is critically important… In Tirupur, there are around 350 ATMs and 7 lakh people, so one can imagine what the situation would be. It will still take a lot of time for things to get settled,’ said Vijayakumar, MD, CBC Fashions Asia P. Ltd., Tirupur.34



Small Manufacturers

There are many stories of how some other labour-intensive industries were affected by demonetization. Employing millions of workers, these micro and small industries were starved of working capital and forced out of business.

A survey conducted by the All India Manufacturers Organization (AIMO),35 representing more than 3,00,000 industries engaged in manufacturing and export activities, showed that post-demonetization there was a 35 per cent drop in employment and 50 per cent drop in revenues. AIMO stated that almost all industrial activities have stopped, with the small and medium-sized enterprises being worst affected.

Leather Manufacturers and Tanneries

With annual manufacturing revenues exceeding `12,000 crore, the footwear industry in Agra accounts for almost 35 per cent of the total footwear exports from India and caters to 65 per cent of the domestic footwear market. There are around 10,000 footwear manufacturing units in Agra. About 30–35 per cent of Agra’s population depends on the leather footwear manufacturing industry that provides employment to nearly 5,00,000 people.


	In Quazipada, Agra, home-based micro units produce over one million pairs of shoes every day. A shoe passes through at least five to six hands before finally reaching the stores. ‘A fitter gets `20 per shoe while the one who fixes the sole gets paid `15 per pair. The one who puts the lace gets `4–5 and the man who does the pasting and stitching gets `10–15 for every pair. This is the price for a pair of rexine shoes while this gets doubled in the case of leather shoes,’ says Taj Ahmed, the owner of one such small unit. ‘Nine of my 20 workers have left the job since 8 November. The others simply sit around as I have not been able to source raw material with the limited money I have.’

	A few metres from Agra Fort is Chakki Paat, a densely populated Dalit settlement which produces tens of thousands of shoes every day. ‘Ordinarily, we would produce 200 pairs of shoes a day, but it’s now down to a few pairs; most days even less.’ Sharvan, a Dalit worker in a lace factory in Bijlighar, says, ‘The government should have thought about the poor. Hum soch mein hi aadhe huain jaa rahe hain (we are worrying ourselves to death).’

	The bigger manufacturing units are no better. About 40 km away in Unnao, processing and manufacturing units are facing similar problems due to shortage of hides. ‘Because of inability to run units,’ says Taj Alam of Kings International Pvt. Ltd., ‘our export orders are being affected and are being diverted to other countries like Indonesia, Sri Lanka, Pakistan, Bangladesh. In the past few weeks, there has already been a downfall of about 25–30 per cent in the trend of orders.’36



Brassware Manufactures and Exporters

The brassware export industry in Moradabad earns over $1 billion in annual revenue, making Moradabad one of the largest generators of exports of handicrafts in India. The bulk of the brass industry’s exports go to Europe, the US and Australia.


	‘This is a very sensitive industry,’ said Prashant Garg of Gargsons Exports, one of the larger export houses in the city. ‘Our quality, the intricacy of the workmanship and our commitment, it’s dependent on all these factors. There will be shows, there will be requirements, how will these be fulfilled? The market has always run on cash and demonetization has made it difficult for us to pay the artisans.’

	Mohammed Idris is 64 years old and is busy carving intricate patterns on a brass vase. The work, he explains, is known as soda kalam. ‘I do three vases every day. Beyond that, my eyes hurt.’ For each vase, he charges `300. ‘Until 8 November, I used to finish 21 vases in a week, working on all seven days. Since then my work has been cut by more than half. Now, I work only three days a week.’37



Secondary Steel Industry

The secondary steel industry in India consists of an integrated supply chain starting from rolling mills, furnaces, sponge iron plants, and steel traders down to agents. The retail secondary steel market is completely dependent on cash for its business. Once the flow of cash stopped, this market stopped too.


	Sanjay Jain, President of the Raipur Iron and Steel Trade Association, explained, ‘Demonetization has led to a severe drop in business, which in turn means that manufacturing units are on the verge of shutting down. Retail trade has been hit the most, not just in Chhattisgarh, but across the country… Business has come down to just a quarter of what it was.’

	Stating that 800 participants just in the Raipur association were jobless and currently sitting on piles of stock but no cash to conduct their business, he said, ‘People have stocks of goods but there is no buyer or supplier in the market because cash is not available. The full chain is interlinked and if one part stops working, other parts start getting affected too. Even labourers cannot be paid because they don’t know banks and don’t have accounts. Daily wage labourers work on cash only and if they can’t be paid, they won’t come to work…There will be losses of at least `20 crore in the market every week till the situation normalizes.’38



My Perspective

The accounts reproduced in this chapter are a small fraction of the thousands of stories on the human impact of demonetization. They are illustrative, not exhaustive. The common thread running through all of the stories is the sheer despair and desperation that both individuals and business owners had to suffer.

Demonetization did not just destroy incomes and wealth – it destroyed lives.

Daily wage workers and casual contract labour lost their jobs overnight. Their pitifully meagre savings were forcibly impounded. Those fortunate enough to retain their jobs didn’t have much choice. They could either accept old notes and then stand in queues to exchange these notes, forfeiting another’s day wages, or work on credit, in the hope of a future, but not secure, payment.

Farmers and sellers of perishable products such as vegetables, fish and milk products were forced to watch their life’s savings waste away before their eyes.

Small businesses across the country went bankrupt and had to shut down, even though they had full order books, employees at work and money in the bank. They went bankrupt, not because they were incompetent business people, but simply because they were deprived of their own money and had no liquidity to pay their employees and their suppliers.

Stories of the elderly and sick who were stranded without cash, students who found themselves unable to pay fees, and the millions of Indians who suffered in myriad ways under the note ban have not been included for want of space. But their stories do matter and the distress and inconvenience they suffered were very real.

The architects of demonetization had thoughtlessly sucked the liquidity out of a well-functioning economy and left an entire nation, and especially the poorest of poor, gasping for breath.

In terms of the human toll it extracted, India’s 2016 demonetization sadly turned out to be a catastrophe.
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The Economic Shock

There is no subtler, no surer means of overturning the existing basis of society than to debauch the currency.

– John Maynard Keynes

For many years, I have been going to Sassoon Docks to buy fish. One gets the freshest and best variety of fish in Mumbai at this daily morning market that starts work at the crack of dawn.

There is a bustling eco-system in this crowded fish market. Koli fishermen throw baskets of fish up from their boats which are deftly caught by auctioneers on the quayside. Fish are auctioned by numbers not weight – the smaller fish in 11s or 22s while the bigger ones may even be sold solo. Each basket is auctioned within a few minutes. Wholesale fish vendors and bulk buyers from hotels and restaurants snap up most of the fish, but they smilingly make room for retail fisherwomen and the occasional housewife. Dealings are entirely in cash and scrupulously honest. At the bottom of the food chain are women who help buyers to carry the fish from the docks to the gate in baskets that are perfectly balanced on their heads.

Over the years, many of these women have become friends. Spotting me from a distance, one or the other invariably finds me and takes me under her wing – helping me identify the freshest fish, bargain a little, and then carry the morning’s purchases to my car. Helped with a little seed capital and encouragement, a few of them have started tiny businesses, buying some fish at the market and selling it to regular customers in the vicinity before heading home. It has been a joy to see their confident smiles as they have embarked on the path to entrepreneurship.

A few days after we returned from Delhi, I went to the docks. The impact of demonetization was audible in the uncharacteristic silence there, and visible in the weary desperation in the eyes of Malti, one of my women micro-entrepreneur friends.

She summed up the economic impact of the note ban in simple words: ‘Every morning, I invest `1,000 to buy fish at the auction. During the day, I sell the fish for about `1,200–1,300. The profit of `200–300 feeds my family. And the next morning, I go back and invest `1,000 again to buy the next day’s fish. When the note ban hit us, I was stuck with the fish for two days with no buyers and no place to store it. I not only lost my income; I lost my capital, and after a few days, all my savings too.’

The devastating human impact of India’s 2016 demonetization has been narrated in the previous chapter. Insofar as the economic impact of the demonetization was concerned, the government reluctantly acknowledged there had been some limited impact, but that this was, and would remain, only transient. Economists, both in India and abroad, had differing views on this matter, and indeed the long-term economic impact of this demonetization can only be judged fairly with the passage of time.

This chapter analyses the data on the economic costs of the move both in the immediate short term (during the 50-day demonetization window) and in the medium term (18–20 months) post-demonetization. The latest data available as of August 2018 has been included in the analysis below.

Immediate Economic Impact

The immediate impact of the note ban, as anyone who experienced the shock on that day would attest, was to bring practically all economic activity in the nation to a halt. The first few days after the announcement were completely chaotic as consumers, households and businesses scrambled to get cash. Though the situation stabilized slightly in the weeks that followed, the monetary cost to the economy rose sharply.

The Centre for Monitoring Indian Economy (CMIE)1 estimated the cost of demonetization during the cash exchange window – the 50 days between 8 November and 30 December 2016 – to be in the region of `1,28,400 crore (`1.284 trillion), as shown in Table 1 below:

Table 1: Short-term Cost of Demonetization




	Loss by
	`Crores
	Rationale





	Business
	61,500
	Consumption Exp. of Households = 31 lakh crore p.a. 
Reduction in Discretionary Consumption = 50 per cent 
Impact of 50 days lower sales = 61,500 crore



	Banks
	35,100
	Cost of recalibration of ATMs 
Overtime salary to bank employees 
Other expenses related to collection and counting notes



	RBI
	16,800
	Costs of printing and transporting new notes 
Costs of counting and destroying old notes



	Households
	15,000
	Lost wages for standing in queues to change notes



	TOTAL
	1,28,400
	 





Source: Research Note by Centre for Monitoring Indian Economy (CMIE), January 2017

As per the RBI Annual Report 2017, just the cost of printing new notes was `7,965 crore in 2016–17. In addition, RBI’s domestic earnings dropped sharply as it had to pay interest of `17,426 crore for mopping up excess liquidity in the banking system following demonetization. The previous year, RBI had earned interest of `506 crore in its liquidity management operations. This additional interest cost has not been considered in the CMIE calculation.

Mahesh Vyas, Chief Economist and CEO of CMIE, explained that this was an extremely conservative estimate and limited to only the 50-day demonetization period. He went on to add, ‘The impact of low liquidity, broken supply chains, and loss of confidence in consumers are likely to impact the economy over a longer period.’2

Medium-term Economic Impact

There are no similar quantified estimates on the medium-term economic costs of the note ban. However, there can be no doubt that the move resulted in a sharp contraction of economic activity across the economy, particularly affecting Micro, Small, and Medium enterprises (MSMEs) and those in the informal sector. This section puts forth the economic impact of demonetization as measured by quantifiable data, covering the period up to August 2018, on three key economic indicators, namely:


	Impact on India’s Gross Domestic Product (GDP)

	Impact on Jobs

	Impact on Investment and Savings



Impact on India’s GDP

The impact of demonetization on India’s GDP has been much contested and debated since its announcement.

Manmohan Singh, former RBI Governor, Finance Minister, and Prime Minister of India and a highly-respected economist, had forecast a drop of two per cent in India’s GDP, saying, ‘In my opinion, the way the scheme has been implemented will hurt agricultural growth in our country, will hurt small industry, will hurt all those people who are in the informal sector of the economy. And my own feeling is that the national income, that is the GDP, can decline by about two per cent as a result of what has been done. This is an underestimate, not an overestimate.’3

On the other hand, globally-acclaimed economists such as Jagdish Bhagwati, Professor of Economics, Law, and International Relations at the Columbia University, maintained that demonetization would increase growth, asserting, ‘On the effects of demonetization on growth, I should say that I was the one economist who had argued, from first principles, that demonetization would increase, not diminish, growth.’4

Before we assess the data on this important subject, it may be helpful to understand what lies behind the GDP number itself, how the GDP is calculated, what is included, and what is not.

Simply stated, GDP is a measure of the economic size of a country. It is viewed as the single number that is representative of the monetary value of all the finished goods and services produced within a country’s borders in a specific period of time. It is the standard indicator used globally to indicate the health of an economy.

Though easy to define, GDP is often criticized as being a poor measure of economic welfare or even the health of the economy. For instance, GDP only measures output that is bought and sold; hence activities that have tremendous value but no price, such as the work of a housewife or the caring for an elderly parent, are not accounted for. In India, the impact of this is significant, as the entire agrarian economy that self-consumes what it produces is excluded while calculating GDP, as is much of the informal economy.

Similarly, governmental corruption and overspending artificially inflate GDP. For example, if the government spends `500 crore for a bridge that should cost only `100 crore, GDP is inflated by `400 crore, which is actually a waste of money.

In addition to its limitations, GDP is complex to calculate, and countries across the globe have different methods to arrive at their country’s GDP.

In India, the GDP number is calculated and published by the Central Statistics Office (CSO), under the Ministry of Statistics and Programme Implementation (MoSPI). The CSO collects data from various central and state government agencies and departments, and compiles this to calculate India’s GDP. Till 2015, the GDP in India was calculated using two methods. The first method was based on economic activity (at factor cost), and the second was based on expenditure (at market prices).5

Though the GDP numbers from the two methods do not match precisely, they are usually close. The factor cost GDP helps in assessing the performance of different sectors of the economy, e.g., the performance of agriculture vs real estate, etc. The expenditure-based GDP calculations, on the other hand, offer an insight into the contribution of different parts of the economy to the GDP, e.g., domestic household consumption vs. government expenditure, etc.

In 2015, in a major overhaul of the way India’s GDP was calculated, the CSO started measuring the country’s economic growth by Gross Value-Added (GVA)6 at basic prices, instead of measuring GDP at factor cost.

There were several reasons given for the move from GDP to GVA. A major reason stated was that the new method had been recommended by the United Nations System of National Accounts in 2008 and this would make India’s GDP growth numbers comparable with that of developed nations.

The base year was also shifted from 2004–05 to 2011–12. The MoSPI stated that shifting the base year to 2011–12 would enable the inclusion of many sectors such as IT, e-commerce, mobile telephony, etc., not included earlier, and this would provide a more realistic and representative picture. The new 2011–12 series would take into account the population census (2011), agriculture census (2010–11) and livestock census (2012), and incorporate the results of the most recent National Sample Surveys.7

In a significant change, instead of using data from the Annual Survey of Industries (comprising approximately two lakh factories) to gauge activity in the manufacturing sector, the annual accounts of companies filed with the Ministry of Corporate Affairs, the MCA21, started to be used. As the MCA database covered almost five lakh companies, this was considered a more reliable indicator of corporate activity.

The happy outcome of this change in methodology was that it lifted India’s growth rate for 2013–14 to 6.9 per cent instead of the 4.7 per cent earlier estimated! Similarly, for FY 2016–17, GDP estimates were projected at 7.6 per cent based on the new GVA methodology.

Though there were many who criticized this as a ‘sleight of hand’, in fairness, the changes were reasonable ones. However, what makes it a legerdemain is the fact that the previous GDP estimates were not recast on these bases, making comparators or trend analysis extremely difficult. This effectively meant apples were being compared to oranges.

In August 2018, the National Statistical Commission released a back-series calculation of data for comparative purposes that showed double-digit growth under the former UPA government. The government swiftly refuted this data stating that the back series were not ‘official estimates’.

In June 2017, the Union Minister in charge of the Ministry of Statistics and Planning, Sadananda Gowda, had announced that the base year of National Accounts Statistics was once again going to be revised to 2017–18. 

In a press conference, Gowda explained, ‘The changes are being made in order to accommodate and factor the changes that take place in the economic scenario of the country… The ministry will undertake various steps in the next fiscal beginning April that will improve the statistical system that will help meet the data requirements in the emerging socio-economic scenario.’

The average citizen could be forgiven for wondering if all of these changes in calculation methodologies and base years were being done to obfuscate the data on the Modi government’s performance, particularly the impact of demonetization. The multiple changes made in the methodology – from economic growth and inflation to jobs and taxes – sparked a countrywide debate on the volatility in the Statistics Ministry’s estimates of GDP and the credibility of government data.

So, it was not much of a surprise that in April 2018, the RBI itself switched back to GDP as a measure to project its growth estimates instead of the GVA methodology. 

In a remarkably candid research paper8 in May 2018, four RBI researchers, working under Monetary Policy Committee member Michael Patra, stated, ‘In view of multiple rounds of data revision, it may be confusing for data users to decide on the true state of the economy, and, more specifically, the real strength of the growth momentum.’  They went on to suggest that ‘It may be advisable for data users to read GDP growth numbers carefully along with other high frequency indicators of the real economy.’ 

Keeping the above caveats in mind, let us look at the GDP data released by the RBI and CSO for the Financial Year (FY) 2016–17, from which the impact of demonetization on economic growth can best be judged:

Table 2: India GVA Growth Estimates for 2016–17




	Date
	Source
	Growth%





	4 October 2016
	RBI, 4th Monetary Policy Statement
	7.6



	7 December 2016
	RBI, 5th Monetary Policy Statement
	7.1



	6 January 2017
	CSO 1st Advance Estimate
	7.0



	8 February 2017
	RBI, 6th Monetary Policy Statement
	6.9



	28 February 2017
	CSO 2nd Advance Estimate
	6.7



	15 September 2017
	RBI Handbook of Statistics
	6.6





Source: RBI’s Macroeconomic Assessment of Demonetization dated 10 March 2017; Handbook of Statistics on the Indian Economy dated 15 September 2017; MoSPI Press Releases.

Table 2 shows that the RBI’s estimates of GVA growth for the year 2016–17 fell from an initial projection of 7.6 per cent to 6.6 per cent. Thus, as per the RBI’s estimates, demonetization cost the Indian economy one per cent in reduced growth for 2016–17.

The detailed estimates showed that growth was either stagnant or declined in all sectors other than in agriculture and public administration. In fact, as the RBI grimly commented in their Annual Report published in August 2017: ‘Absent the implementation of the 7th Central Pay Commission and One-Rank-One-Pension (OROP) for defence services embedded in government consumption, real GDP growth would have been lower by two percentage points.’9

Table 3: GDP Growth Estimates by Other Agencies



	Agency	2016–17	2017–18

	Pre-demonetization	Post-demonetization	Pre-demonetization	Post-demonetization



	IMF	7.6	6.6	7.6	7.2

	World Bank	7.6	7.0	7.7	7.6

	ADB	7.4	7.0	7.8	7.8

	Economic Survey, Government of India	7.0 to 7.75	6.5 to 6.75	 	6.75 to 7.5

	Morgan Stanley	7.7	7.3	7.8	7.7

	HSBC	7.4	6.3	7.2	7.1

	Nomura*	7.8	7.1	7.6	7.1

	Goldman Sachs	7.6	6.3	-	-

	ICRA	7.9	6.8	-	-

	CARE Ratings	7.8	6.8	-	-

	CRISIL	-	6.9	-	-

	FITCH	7.4	6.9	8.0	7.7

	BofA-ML	7.4	6.9	7.6	7.2




*Pertains to calendar year

Source: Macroeconomic Assessment of Demonetization RBI, dated 10 March 2017; Annex Table 2, p. 46.

Table 3 shows GDP growth estimates by other agencies such as the World Bank, IMF, credit rating agencies and leading banks for two consecutive years, highlighting the impact of demonetization.

The drop in GDP growth as a result of the note ban in these estimates averages 1 per cent for 2016–17 and 0.5 per cent for 2017–18.

In February 2018, the CSO and the RBI also lowered the economic growth projections for the year 2017–18 to 6.4 per cent and 6.6 per cent respectively (though this was partly attributed to the Goods and Services Tax [GST] rolled out in July 2017).

If we assume these figures, howsoever conservative, to be correct, then the cost to India of an average of even a one per cent lower growth for two consecutive years is equivalent to approximately `2.31 lakh crore (`2.31 trillion).10

Not surprisingly, government spokespersons sought to downplay the impact of demonetization on economic growth. As GDP growth for April–June 2017 dropped for the sixth quarter in a row to hit a three-year low of 5.7 per cent, BJP President Amit Shah, while addressing industrialists at a FICCI session in New Delhi on 9 September 2017, attributed this to ‘technical reasons’. ‘The Modi government has changed the way GDP is looked at, as it is not only limited to production, services, and infrastructure but also includes improving overall quality of life and social capital,’ he said.

In a strong rebuttal to Amit Shah’s statement, SBI research11 reported on 19 September 2017:

We certainly believe that we are in a slowdown mode since September 2016 and a slowdown that has been prolonged to Q1 of this fiscal year is technically not short-term in nature or even transient… While it is true that the economy has undergone too many structural breaks since November 2016 and that may have precipitated a transient slowdown, it will be unfair if we only call it transient. A slowdown in demand has only aggravated the situation.

Speaking in Davos in January 2018, former Governor of the RBI Raghuram G. Rajan said that a substantial part of the continuing growth slowdown in India was because of the after-effects of the demonetization decision of November 2016. ‘I would suspect that a substantial part of the growth slowdown was because of the effects of demonetization... Some of it was in the informal economy, which weren’t immediately captured, which we are seeing now. Businesses that have shut down, because they couldn’t survive that episode,’ Rajan said.

Only time will reveal the true long-term and residual impact of demonetization on India’s GDP, provided, of course, that statistics that finally get officially released are comparable! For the present, what we can say is that even based on the most conservative estimates, the impact on India’s GDP was definitely significant and negatively so.

Impact on Jobs

Prime Minister Modi’s promise in 2014 of ‘Achhe Din’ was embraced by the nation, in a large measure, based on his promise to create 1 crore (10 million) new jobs each year.12

Estimates of how many jobs are being created in India vary wildly. In 2018, government spokespersons claimed that 75 lakh (7.5 million) jobs were created in fiscal year 2017. Others contested13 both this data and its sources,14 claiming that only two lakh (2,00,000) jobs had been created and that the unemployment rate had risen to over 6 per cent in 2018.15

Just as in the case of GDP, the statistics released from time to time on jobs and employment data are often bewildering. Labour force estimates in India are drawn from four primary sources of employment data – household surveys, enterprise surveys, administrative data, and data from government schemes. Data on this number is hard to estimate accurately, mainly because a very large part of India’s labour force is in the informal sector.

As a consequence, there are large variances in most Indian employment data. For example, the number of people employed in India in 2016 was estimated to be 512.76 million people by the World Bank,16 while CMIE estimated this number at 406.5 million.

Irrespective of the absolute numbers, the India Labour and Employment Report (ILER) 201417 highlighted two very important features about India’s labour market and employment conditions, which are quoted below:


	An overwhelmingly large percentage of workers (about 92 per cent) are engaged in informal employment and a large majority of them have low earnings with limited or no social protection.
This is true for a substantial proportion of workers in the organized sector as well. Over half the workers are self-employed, largely with a poor asset-base, and around 30 per cent are casual labourers seeking employment on a daily basis. About 18 per cent of those employed are regular workers, and amongst them less than 8 per cent have regular, full-time employment with social protection

Table 4: Workers in the Organized/Unorganized Sectors



	Workers	Unorganized Sector %	Organized Sector %	Total %



	Informal Workers	82.6	9.8	92.4

	Formal Workers	0.4	7.2	7.6

	Total	83.0	17.0	100




Source: IHD 2014

Table 4 shows the overwhelming importance of the unorganized sector in providing employment with 83 per cent of total employment in the country. It also shows that there are more informal workers in both the organized and unorganized sectors, pointing to the vulnerable nature of jobs of the vast majority of people who are employed.



	As is typical for a poor and developing economy, most workers in India cannot afford to be unemployed, hence the level of open unemployment is quite low at 2.7 per cent.



This point is particularly important. The National Sample Survey (NSS), on which much of our employment data is based, defines ‘labour force’ as ‘those either working or actively seeking work’. However, in India, many people in the working age group (15–59 years) do not seek work, knowing there are no employment opportunities. As they do not seek work they are excluded from the official definition of ‘labour force’ and hence are not counted as unemployed! In the NSS 2011–12 survey, 339 million people in the 15–59 age group were not counted in the labour force and therefore, not among the unemployed either.

The desperate quest for jobs is reflected in the vast number of people who apply when job positions are declared ‘open’. For instance, in March 2018, 28 million people applied for 90,000 positions with the Indian Railways. In February 2018, 1.9 million people applied for a total of 9,500 positions of village administrative officers, typists and stenographers, in the state of Tamil Nadu. Amongst the job applicants were 992 PhDs and 23,000 MPhils!

In addition to the large numbers who are not counted in the labour force, studies – based on the NSS 2007–08 – estimate that there are 67–80 million migrant workers making up approximately one-sixth of the labour force.18 Many of these migrant workers pursue multiple occupations, for example, working as agricultural labour for part of the year and as construction workers for some months. One study notes that the same workers counted by the NSS as construction workers are counted by the Census 2011 as agricultural workers. As a result, the Census shows a rising workforce in agriculture while the NSS shows a declining one.19

It is clear, therefore, that arriving at an accurate estimate of jobs created or destroyed by demonetization is both difficult and complicated.

However, two reports have been widely quoted on the impact of demonetization on jobs, and seem to have been accepted by economists as providing a reasonably accurate picture.

The first, published by the AIMO in January 2017, was based on a survey of 10,000 respondents across India, including large, medium, small and micro enterprises engaged in manufacturing, trading and exports. As over 3,00,000 micro, small, medium and large-scale industries are represented by AIMO, this report is reasonably indicative and its findings are summarized in Table 5 below:

Table 5: Jobs Lost Due to Demonetization




	Nature of Enterprise
	Job Losses 
October–December 2016
	Revenue Loss October–December 2016





	Trading Organizations
	45 %
	55 %



	Exporters
	25 %
	25 %



	Medium and Small co.s
	35 %
	35 %



	Large co.s
	15 %
	20 %





Source: AIMO report, January 2017

As is clear from Table 5 above, there is a direct correlation between the loss of revenues experienced and job losses, which is not surprising given that most of the workforce is contractual or informal. As the catastrophic effects of the cash crunch hit businesses, they took the logical, but harsh, action of swiftly laying off their workforce.

The second report by CMIE estimated that about two million jobs were lost between January and August 2017. CMIE’s estimates were based on consecutive waves of its Consumer Pyramids Household Surveys (CPHS), all-India household surveys over a sample size of 1,61,167 households, including 5,19,285 adults.

CMIE started capturing employment statistics in January–April 2016 when they estimated that the total employed workforce in India was 401 million. This included both the organized and unorganized sectors, and agricultural and non-agricultural sectors. Subsequent quarterly surveys showed a growth to 403 million in May–August 2016 and then to 406.5 million in September–December 2016. Post-demonetization, this number fell to 405 million in January–April 2017 and dropped by a further 0.42 million during May–August 2017, thus bringing the cumulative jobs lost to 2 million.

A further CMIE report in February 2018 disclosed that the estimated number of unemployed persons who are actively looking for a job almost touched 31 million in the week ended 25 February 2018. This is the highest count of unemployed since October 2016. This seems to suggest that labour that is entering the labour markets in search of jobs is not finding them in sufficient numbers.

The Quarterly Employment Survey20 data for the months of October–December 2016, which covers about five per cent of the workforce and hence is indicative, supported these observations showing that 1.13 lakh persons lost their casual jobs in the manufacturing sector, followed by 20,000 people who were laid off in IT/BPO sector.

India’s first Chief Statistician, economist Pronab Sen, explained in simple terms, devoid of jargon and statistics, the cascading effect of the loss of jobs on consumer confidence and GDP.21

In a society like India, a person’s insecurity arising from his fear of losing his job is less than his insecurity about his children getting jobs. If jobs are not being created, not only will he not get old age insurance that his children were to provide, he will have to provide for them in the future. The level of insecurity, in a sense, is doubled. When people become insecure about their children, they spend less and that has its impact on the economy. That is why the issue of employment is not just about employment, it is also about how people think of their future.

Given the critical importance of more jobs, it is not hard to see why demonetization was such a disaster – far from helping job creation, it caused a devastating loss of jobs. More importantly, it dented confidence across the economy, thus laying the ground for a deceleration in investments and lower job creation for a sustained period going forward.

Impact on Savings and Investment

Though many of us tend to focus on GDP growth rates and unemployment numbers, the levels of savings and investments in any economy are critical drivers of both economic growth and job creation.

Simply put, when people save, they can invest. Aggregated across an economy, household savings can be invested in capital goods, which can be used to produce more goods and services and create more jobs. This leads to a virtuous cycle – as more employment is created, more people have jobs and money to spend, thus boosting consumer demand. They also have more money to save, thus boosting investments and capital formation further.22

It is important to note that for capital formation to actually take place, three distinct though interdependent activities must precede it. The first is actual savings by individuals and households who must be willing to reduce current consumption and set aside money for saving. The second is the activity of finance and of financial intermediaries, through which savings (such as bank deposits, investments in bonds, equities, mutual funds, etc.) are made available to those engaged in the production of capital goods. The third is investment, whereby the savings made available through banks and financial intermediaries are actually put to use productively. Capital formation in any economy depends both on the intensity and efficiency with which these three activities are carried out.

Generally speaking, a higher level of savings leads to a higher level of investment and capital formation, which in turn leads to higher economic growth, national income and GDP. Several economists believe that the rate of capital formation should be above 40 per cent to achieve an ‘optimum rate of economic growth’.

The correlation between Savings, Investment, Capital Formation and Growth has been very evident in India. As noted in the Economic Survey 2018:23

India’s climb to about 10 per cent real GDP growth (in the 2000s) was accompanied by an unprecedented nine percentage point pick-up in domestic saving and investment rates. Specifically:


	The ratio of gross fixed capital formation to GDP climbed from 26.5 per cent in 2003, reached a peak of 35.6 per cent in 2007, and then slid back to 26.4 per cent in 2017.

	The ratio of domestic saving to GDP has registered a similar evolution, rising from 29.2 per cent in 2003 to a peak of 38.3 per cent in 2007, before falling back to 29 per cent in 2016.



From the above, it is clear that Indians have a high propensity to save, which is one of the great strengths of our economy. However, it is also clear that both savings and investment rates have been declining since 2007. The question is, did demonetization have any effect on either the Savings or Investment rate and did it accelerate or reverse this decline?

Impact on Savings

First let us assess the impact on Savings.

India’s Gross Domestic Savings Rate (as a percentage of Gross National Disposable Income) averaged between 32.5 per cent and 32.8 per cent in the 10 years between 2003–04 and 2013–14. This dropped to 30.7 per cent in 2015–16 and fell further to 29.6 per cent in 2016–17.24

At the level of the Household sector, demonetization resulted in a decline in both Gross financial savings (which fell from 10.8 per cent in 2015–16 to 9.1 per cent in 2016–17) and Net financial savings (which fell from 8.1 per cent in 2015–16 to 6.7 per cent in 2016–17).25

This is not surprising given the severely negative impact demonetization had on the jobs and livelihoods of people across the country. As their income vanished, so did their savings.

On the other hand, there is no doubt that there was a significant increase in ‘formal’ financial savings, post-demonetization, led primarily by a massive surge in bank deposits, as citizens were forced to deposit all their cash holdings and savings into banks.

According to the RBI,26 between 28 October 2016 and 6 January 2017 (i.e., days immediately prior to and after demonetization, for which fortnightly banking system data are available), total currency in circulation declined by about `8,800 billion. In turn, aggregate deposits of the banking system increased by about `6,720 billion during this period.

As banks, flush with funds, lowered deposit rates, savers moved funds into other financial instruments, notably mutual funds and insurance products, as shown in Table 6 below:

Table 6: Inflows into Mutual Funds and Insurance Premium



	Category	November 2015–January 2016	November 2016–January 2017	YoY Growth



	Mutual Funds	–311.9	1,007.6	>1,000 %

	Insurance Premia27	396	533	34.5 %




Source: Extracted from RBI Report ‘Macroeconomic Impact of Demonetization – a Preliminary Assessment’, dated 10 March 2017, data drawn from SIBI and IRDA, Table 10 (p. 21) and Table 11 (p. 22)

This shift by individuals and households to more formal financial savings in the form of bank deposits, life insurance products, shares, debentures and mutual funds is a positive development, and a definite benefit of demonetization. These savings could, in principle, help capital formation, if invested in machinery, equipment, factories and other productive assets.

One should note, however, that ‘banks-were-flush-with-cash’ for only a temporary period. As depositors had been forced to deposit their cash but could withdraw only a limited amount, their money had effectively been impounded. But when the situation normalized, and the restrictions on withdrawals were removed, people started withdrawing cash. The growth in bank deposits, which rose to 11.3 per cent because of demonetization in 2016–17, fell sharply to 6.2 per cent in 2017–18, the lowest growth rate in the past 10 years.

As the RBI noted in its 2018 Annual Report: ‘Deposit growth slowed sharply after the post-Demonetisation bulge of the preceding half and also reflected the pronounced deceleration in domestic economic activity in Q1:2017–18… With the phase-out of restrictions on cash withdrawals and the gradual pick-up in currency demand, deposit growth started decelerating and reached its lowest level of 2.6 per cent on 8 December 2017.’28

Thus it is clear that demonetization had a significant negative impact on the aggregate Savings rate, though there was undoubtedly a greater formalization of financial savings, even though this may have been transient.

Impact on Investments

Let us now examine the data on investments to assess whether the higher formal ‘financial savings’ that resulted from the demonetization translated into higher investment. We can judge this through the actual numbers of projects and new investment proposals, as well as the investment (or the rate of Gross Capital Formation) to GDP ratio.

Entrepreneurs and business people make the decision to invest in new projects or to expand capacity based on their projections of future demand. If they are optimistic about selling more, and if their existing capacity is insufficient, they will go ahead and invest, thus adding to capital formation, the creation of new jobs, and, through this process, contribute to enhancing economic growth for the economy as a whole.

It’s important to note that finance – both its availability and its cost of funds – is a necessary but not a sufficient condition to enhance investment levels. Even if plentiful finance is available at a very low cost, investments will not take place unless the business person believes that demand in the future will rise.

The confidence and optimism of business people and entrepreneurs is thus the critical element that drives investment and growth, and these are the fabled ‘animal spirits’ that growth-oriented governments strive to keep enthused!

The data on Projects and New Investments shows that demonetization had a significant negative impact on both business confidence and investments. This data collated by CMIE covers the entire spectrum of listed and unlisted companies, and is based on their disclosures to stock exchanges, government bodies, and other public information. It is, therefore, factual and not anecdotal evidence.

According to CMIE, new investment proposals by India Inc. fell to a low of `1,25,000 crore in the December 2016 quarter, compared to the average `2,36,000 crore worth of new investments seen per quarter in the preceding nine quarters of the NDA government.

The impact of demonetization was immediate and very negative as summarized in the table below:

Table 7: Impact of Demonetization on New Projects/ Investments



	Projects/ Investments	1 October–8 November 2016	9 November–31 December 2016	Decline %



	New Inv. Proposals	227 proposals: ?81,800 crore	177 proposals: ?43,700 crore	46 %

	Avg. New Projects Announced	6	3	50 %

	Avg. Daily Value New Investments	?2097 crore	?824 crore	60 %




Source: The CMIE database on investments extends to over two decades. According to this data, the March 2009 quarter saw the highest value of investment proposals, at `8,21,564 crore, while the greatest number of projects were announced in the March 2011 quarter, a total of 1,676.

Unfortunately, the precipitous decline in investor confidence continued well after demonetization. CMIE reported that new investment projects announced during the quarter October–December 2017 were the lowest for any quarter since June 2004.

Interestingly, though banks were flush with funds, credit offtake remained lukewarm. While bank deposits skyrocketed by `6,720 billion (`6,72,000 crore) as a result of the demonetization bonanza, loans and advances by banks increased by only `1,008 billion (`1,00,800 crore) during 28 October 2016 – February 2017 period.

This was notwithstanding the fact that banks, across the board, had reduced lending rates. The weighted average lending rate (WALR) of banks in respect of fresh rupee loans declined by 56 bps (0.56 per cent) during the period November 2016–January 2017. Similarly, the one-year median Marginal Cost of Funds Lending Rate (MCLR) declined on average by a cumulative 70 bps (0.7 per cent) during November 2016–March 2017.29

What this shows is that business people were unwilling or unable to invest, despite the fact that interest rates had fallen. The decline in the Gross Fixed Capital Formation (GFCF)ratio from 28 per cent in September 2016, to 27 per cent in December 2016 and further to 25 per cent in March 2017,30 is a clear reflection of this fact.

Equally important, banks were also going slow on lending post demonetization. Lending is predicated only partly on how much cash banks have; bankers lend basis their perception of the risk profile of the potential borrower. In a situation of mounting non-performing assets or NPAs and frauds and with a major disruption in economic activities as a result of demonetization, the risk of lending in 2017 in India was extremely high. Thus, even as investors were reluctant to borrow, banks were reluctant to lend, preferring instead to park surplus liquidity in government bonds.

Commenting on the declining investment ratio, the Economic Survey 2017–1831 made some important observations:


	A one percentage point fall in investment rate is expected to dent growth by 0.4–0.7 percentage points.

	The fall in investments is mainly due to the decline in private investment. ‘Based on the break-up of investment and saving that is available up to 2015–16, private investment accounts for five percentage points out of the 6.3 percentage point overall investment decline over 2007–08 and 2015–16.’

	Investment slowdowns are more detrimental to growth than saving slowdowns. Over the short-run, the government’s policy priorities must focus on reviving investment.



And, in a not-so-subtle criticism of demonetization, the Economic Survey bluntly stated:

Mobilizing saving, for example, via attempts to unearth black money and encouraging the conversion of gold into financial saving or even courting foreign saving are, to paraphrase John Maynard Keynes, important, but perhaps not as urgent as reviving investment.

Cautioning policy makers on the perils of measures that led to declining investments, the Survey went on to warn:

Cross-country evidence indicates a notable absence of automatic bounce-backs from investment slowdowns. The deeper the slowdown, the slower and shallower the recovery… Evidence from other countries, which have gone through a similar investment slowdown, seem to suggest that a full recovery rarely happens.

My Perspective

The famous Chinese philosopher Lao Tzu is reputed to have said: ‘Governing a great nation is like cooking a small fish – too much handling will spoil it.’

The economic impact of demonetization shows the truth of this statement. It was a totally unnecessary step which extracted a very high cost.

Instead of taking much needed steps to make it easier to do business in India, the government paralysed businesses with the chaotic demonetization.

The experience of Malti, my micro-entrepreneur fishmonger friend, was multiplied millions of times across the economy. As cash was sucked out of the system, individuals started losing their jobs, faced losses in their farms, and had to shut down businesses, howsoever tiny. They became increasingly more fearful of the future, and in an attempt to conserve cash and preserve savings, they and their families reduced consumption. As demand fell and people started to buy less, firms cut back on production, which led to lower capacity utilization.32 Confronted with falling demand and overcapacity, business people in the private sector postponed or reduced their investment plans.

Unwittingly or otherwise, the architects of India’s 2016 demonetization had accelerated the downward spiral in investment in the formal sector, mortally wounded those in the agriculture and informal sectors, caused innumerable job losses, and seriously impacted GDP growth.

As The Economist had pointed out: ‘India’s “Demonetization” is a cautionary tale of the reckless misuse of one of the most potent of policy tools: control over an economy’s money… Managing an economy’s money is among the most important tasks of the government. Clumsy use of monetary instruments comes with high risk.’

By not recognizing this risk, the NDA government caused a reasonably well-functioning economy to stop dead in its tracks. By not acknowledging the damage they had caused, and hiding behind a maze of confusing data, the government compounded the demonetization error. Since they refused to admit the blow that the economy had suffered due to demonetization and remained in complete denial, they also could not take corrective actions to revive the economy. This state of denial, therefore, compounded one error with another, leading to a much slower recovery than would otherwise have been possible.
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Demonetization Report Card

The care of human life and happiness, and not their destruction, is the first and only object of good government.

– Thomas Jefferson

‘Tughlaqi firmaan’ is how many critics described demonetization, comparing it to the ill-conceived actions of a former Sultan of Delhi, Muhammad bin Tughlaq.

Tughlaq was the Sultan of Delhi during 1325–1351, whose reign was chronicled by Ibn Battuta, the famous Moroccan traveller and jurist, and a guest at his court. Battuta’s memoirs recount that ‘Tughlaq was hasty in nature, with most of his experiments failing due to lack of preparation. He depended on his own judgment and rarely took advice from others.’

His most famous failed experiments were the shifting of his capital from Delhi to Daulatabad (Devagiri in present-day Maharashtra) and the demonetization of gold and silver coins, replacing them with token coins of brass and copper. Both decisions wreaked havoc on his hapless populace. In 1327, having ordered the entire population of Delhi to march 1,500 km to Daulatabad, he reversed his decision in 1335, and reordered his people to return to Delhi. Thousands died on both journeys, and in the meanwhile, Delhi, which had been deserted, was laid to ruin.

Tughlaq’s demonetization decision was just as disastrous. Counterfeit coins flooded the market, and the brass and copper coins became valueless, while hyperinflation soared. In an attempt to stem the economic chaos that resulted, Tughlaq was forced to withdraw the token currency. As a result of public resentment and economic bankruptcy, by the time of his death, Tughlaq’s kingdom had shrunk to a small region around Delhi. A Tughlaqi firmaan has thus become a synonym for a grand, but poorly thought-out and badly executed policy measure that results in hardship and suffering for the common people.

Others compared notebandi to nasbandi, the infamous and flawed sterilization campaign undertaken by the former Prime Minister, Indira Gandhi, in an attempt to curb India’s population growth.1

During the Emergency imposed by Indira Gandhi in 1975, an ambitious population control programme was undertaken. Labelled as a ‘family-planning programme’, vasectomy or nasbandi was forcibly performed. It is reported that 6.2 million Indian men were sterilized that year, amongst them teenagers and old men.2 At least 2,000 men reportedly died in the process. In the 1977 elections, Indira Gandhi was decisively voted out of power and lost her own parliamentary seat. This was attributed to the unpopular Emergency measures, among which nasbandi was high on the list.

We may never know what the current Prime Minister’s motives were for the 2016 demonetization, just as it is hard to discover the motives for the Emergency being imposed by Indira Gandhi or the experiments by Muhammad bin Tughlaq. Were their ‘bold and audacious’ actions driven by a genuine belief that these measures were good for the people or were these cynical political moves?

Irrespective of their motives, history tells us of the outcomes for these two former rulers.3 It is too early to say how history will judge Prime Minister Modi’s note ban, but in fairness, any policy measure should be judged against the objectives that it sets out to achieve.

In this context, the Prime Minister, in his 8 November speech, explicitly described the objectives of India’s 2016 demonetization exercise. Over subsequent months, other objectives were added by the Finance Minister and senior officials of the MoF, subjecting the government to accusations of shifting goal-posts. Notwithstanding this criticism, there can be no doubt that many of the stated objectives were good ones – goals that most Indians believe are desirable, if our nation is to progress.

The question, however, is not if the goals were good ones, but if the demonetization exercise achieved the objectives that its architects had wished for.

What is the report card of this major step?

Though it is clear that demonetization caused great disruption and distress to millions of Indians and delivered a massive shock to the Indian economy, did it achieve any of its stated goals?

In order to be purely objective, factual data from Government of India sources is presented on each of the demonetization goals to enable the reader to arrive at a conclusion.

The Eight Big Goals of Demonetization

Prime Minister’s three main goals: Black money, corruption and terrorism

Flushing out Black Money: On 8 November 2016, while declaring demonetization, the Prime Minister said, ‘For years, this country has felt that corruption, black money and terrorism are festering sores, holding us back in the race towards development… To break the grip of corruption and black money, we have decided that the 500 rupee and 1,000 rupee currency notes presently in use will no longer be legal tender… notes hoarded by anti-national and anti-social elements will become just worthless pieces of paper.’

In this speech, ‘black money’ was referred to a total of 18 times.

Rooting out corruption: Referring to corruption, the Prime Minister said in the same speech, ‘The evil of corruption has been spread by certain sections of society for their selfish interest. They have ignored the poor and cornered benefits. Some people have misused their office for personal gain… it has been a matter of concern for all of us that corruption and black money tend to be accepted as part of life. This type of thinking has afflicted our politics, our administration, and our society like an infestation of termites. None of our public institutions is free from these termites.’

Fighting terrorism by rendering counterfeit notes useless: Explaining how demonetization would put an end to terrorism, the Prime Minister explained, ‘Terrorism is a frightening threat. So many have lost their lives because of it. But have you ever thought about how these terrorists get their money? Enemies from across the border run their operations using fake currency notes. This has been going on for years. Many times, those using fake 500 and 1,000 rupee notes have been caught and many such notes have been seized.’

Expounding further on this theme, the then Attorney General, Mukul Rohatgi, explained confidently to the Supreme Court: ‘Out of the total estimated money in circulation of `15–16 lakh crore, the government expect people to deposit `10–11 lakh crore in banks. The rest, `4–5 lakh crore, are being used in northeast and Jammu and Kashmir to fuel trouble in India. That will be neutralized.’

Prime Minister Modi’s fourth main goal: Digital/cashless/less-cash society

Moving to a Digital and Cashless India: Although the goal of a digital or cashless economy was not mentioned at all in the Prime Minister’s original speech on 8 November, full front-page newspaper advertisements by an e-wallet start-up displaying the Prime Minister’s image on the morning of 9 November heralded the dawn of a new era!

The Prime Minister spelt out his vision of a cashless India, in his Mann Ki Baat radio show on 27 November 2017: ‘Scrapping these notes has opened other avenues to make payments. Download apps of banks and e-payment options. Shopkeepers can keep card swiping facilities and everyone can ensure they pay safely using their credit and debit cards. If not a 100 per cent cashless society, I request you to make India a “less-cash” society.’

Finance Minister Jaitley’s two main goals: ‘Widen and deepen’ the tax base and create a ‘larger and cleaner’ GDP

Though initially silent on demonetization, the Finance Minister Arun Jaitley added his own objectives a few months later.

To expand the tax base Responding to a Parliamentary panel on 11 January 2017, he said, ‘Targeted verification of suspect substantial deposits is likely to widen and deepen the tax base.’

To integrate the informal economy into the formal sector and create a ‘larger and cleaner’ GDP In his Budget speech on 1 February 2017, the Finance Minister said, ‘We are moving from informal to formal economy and the government is now seen as a trusted custodian of public money.’ On 13 February 2017, he added, ‘Demonetization was a bold and decisive strike in a series of measures to arrive at a bigger, cleaner and real GDP… There is greater integration of informal economy taking place with formal economy that leads to larger and cleaner GDP, that was our objective behind the decision on demonetization.’

Other goals stated by senior officials

To lower interest rates by forcing ‘idle’ savings into the banking system On 7 December 2016, the Secretary, Economic Affairs, Shaktikanta Das, said, ‘Demonetization had been carried out to force Indians to put domestic savings lying idle at home into the banking system, so that banks can use that money to give loans at lower interest rates.’

To bring down real estate prices The first time lower real estate prices was stated as being one of the goals of demonetization was reported on 31 January 2017. The Chief Economic Advisor (CEA), Arvind Subramanian, said, ‘Real estate you do see a blip in prices, sales and launches and of course some of it may be adverse to the economy but in the long, some of that could be good, because aim of the demonetization is to bring down real estate prices.’

So how are these eight demonetization goals to be judged? The Demonetization Report Card below presents objective data on each.

Flushing Out Black Money

Of the many problems associated with black money in India, a major one is estimating how much there is!

In a written reply tabled in the Parliament in December 2016, the Finance Minister admitted, ‘There is no official estimation of the amount of black money either before or after the government’s decision of 8 November 2016…’ Naturally this should make it difficult to judge how successful, or otherwise, demonetization was or could have been.

Fortunately, there are other estimates. But before we come to these, it is perhaps helpful to better define what we mean by black money, and draw a distinction between black money, the black economy, black income and black wealth.

Simply put, black income is income on which tax is supposed to be paid, but on which it is not. This income is generated through activities in the black economy. Black income so accumulated leads to a store of black wealth.4 The portion of black wealth held in cash is black money.

It is important to note that all black income and black wealth is not cash.

It is equally important to note that all cash is not black money.

Millions of legitimate transactions take place in cash, not just in India but everywhere in the world. The cash economy is an integral and vital part of the white economy.

Note that the sources of black income, and activities in the black economy can be either:


	Legal: For example, a chemist, who sells medicines without issuing a bill, and, as a consequence, pays neither GST nor Income Tax, is generating income from a legal activity, but if this is not declared for tax purposes, it is black income; or 

	Illegal: For example, income generated from selling narcotics, prostitution, human trafficking, etc., are immoral and illegal activities. As tax is not paid on such income, this is also black income. 



Note also, that some activities considered illegal in certain jurisdictions, such as gambling, are both legal and taxable in others, and can, therefore, be a source of legitimate white income (taxed or taxable, and accounted for) and white money.

Anyone trying to tackle the menace of the black economy must understand human behaviour. A person who works to generate income, be this black or white, will protect it as far as possible, and also try and use it to generate more money. Thus, black money is rarely stashed as cash under a mattress. The holder will either try to launder it (convert it from black to white), or convert it into undeclared assets held domestically or abroad (black wealth), or reinvest it in the business which generated the income (black working capital). Of course, some people simply spend their black money on conspicuous consumption such as ‘black’ weddings!

Note that in all of these cases, the holder, launderer, or spender of the black money has to interact with the white economy at some stage or the other. The notion of a black economy as a parallel economy, which runs in perpetuity, parallel to and never intersecting with the formal white economy, is a completely erroneous one. The black and white economies are closely intertwined, and money changes colour all the time.

For example, if a salaried employee withdraws money from his bank account for expenses, this is white money. When he spends it at a grocery shop which does not issue him a bill, this becomes black money for the grocer. If the grocer then spends this money at a movie theatre, this becomes white money again in the hands of the theatre owner, and so on.

More importantly, money invariably leaves a trail, which, if diligently followed by tax authorities (or others!), can help trace the source of black income and holders of black wealth.

Neither black money nor anonymously held black wealth is restricted to India. Given the magnitude of tax avoidance and money laundering and the misuse of this money for international crime and terrorist financing, governments across the world are uniting to combat the menace of black money. The FATF (Financial Action Task Force) was created in 1989 by the G7 countries. Today, 36 countries, including India, are signatories. The US government has used this framework very effectively to trace, tax, penalize and recover money from American citizens holding black money abroad.

Considerable amount of information has been released in the public domain – most recently the Panama and Paradise Papers, with names and details of Indians with assets abroad. To date, there is no information of any conclusive action taken by the Indian tax authorities to assess whether these assets are black or white, or to bring the holders to book. Given that an effective international framework exists to trace and recover black money illegally held abroad, there is some scepticism about the NDA Government’s commitment to tracing and curbing black money. Prime Minister Modi’s 2014 election promise of bringing back Indian black money from abroad and crediting every Indian’s account with `15 lakh remains a distant dream.

Instead of undertaking diligent and targeted forensic audits to trace black money followed up by swift prosecution, which would have deterred offenders, the government’s demonetization exercise targeted India’s entire cash economy. The patchwork of jumbled and confused notifications by the authorities between 8 November and 31 December 2016 showed a lack of basic understanding of the importance of cash in the Indian economy. The standing assumption seemed to be that all cash was black and that all holders of cash were essentially hoarders of black money.

 More fundamentally, it showed that our political rulers were either in collusion with, or stumped by the innovativeness of the shrewd participants in the thriving black economy, who simply gamed the system, leaving the administration with a huge hole in the exchequer, and egg on its face.

So how much black money do we actually have in India?

Following up on the Finance Minister’s statement to the Parliament that there were no official estimates of black money, the Economic Survey tabled by the CEA on 30 January 2018 adopted an unusual method of estimating India’s black money: by assessing how dirty or clean rupee notes were!

Comparing the cash-to-GDP ratio of various countries versus their per capita income, the survey noted that India had a very high amount of cash in circulation compared to other countries in the same income bracket, even allowing for the estimated level of corruption in the system. This leads to one of two possible conclusions: either India is more corrupt than estimated, or cash is being used for legitimate purposes.

The Survey then proposed the hypothesis that notes actually being used for transactions would be more ‘soiled’ whereas notes that were black money would be just ‘stored’ and hence less soiled. To estimate how many high-value notes are actually used in transactions, it compared the rate to ‘soiled American dollar notes’ and concluded: ‘Using relative soil rates for the US $50 and $20 notes and applying them to comparable Indian high denomination notes, yields an estimate of the amount not used for transactions, and hence potentially black, of about `3 lakh crore. This is substantial, as it represents about two per cent of GDP.’

Though the Survey itself admits this is an imperfect estimation, it comes closest to an official estimation of India’s black money.

Estimates by various economists of India’s black economy have ranged between 25 per cent to 62 per cent of our GDP. Prof. Arun Kumar, eminent author and expert on India’s black economy, provided the following estimate:5




	India’s GDP in 2016–17
	`150 lakh crore



	India’s Black Economy/Income 2016–17
	62 per cent of GDP



	India’s Black Income in 2016–17 
	`93 lakh crore/ year



	India’s Black Wealth in 2016–17
	3 x Black Income = approx. `300 lakh crore



	India’s Black Money in 2016–17
	One per cent of Black Wealth = approx. `3 lakh crore





Given that the two estimates, one in the Economic Survey and the other by Prof. Arun Kumar, are identical, even though they have been arrived at in completely different ways, one could take the sum of `3 lakh crore as a reasonable estimate of India’s black money in 2016.

Next, we can estimate how much black money was ‘flushed out’ of the system by comparing the amount of money that was demonetized on 8 November 2016, with the amount of money deposited back with the RBI (via the banking system).

The difference between the two numbers would be equal to the money that was not returned either because:

The holder could not do so in time: This would constitute white money that in effect the State had expropriated from legitimate holders of cash (e.g., NRIs who were stranded with money and could not deposit it with the RBI in time; senior citizens who had forgotten where they had stored emergency cash, etc.).

The holder did not wish to do so to avoid detection: This would constitute the black money that the Prime Minister had intended to flush out of the system. It was this money that he had referred to in his Goa speech of 13 November, when he said: ‘Those who didn’t throw a penny in the waters of Ganga are submerging their bundles into it…’

The data6 is as follows:


	Amount of money (`500 and `1,000) in circulation as on 8 November 2016: `15.41 lakh crore. (`15,417.93 billion)

	Amount of money (`500 and `1,000) deposited as on 30 June 2018: `15.31 lakh crore. (`15,310.73 billion)

	Amount of money not deposited, or ‘flushed out’ (a-b): `10,720 crore (`107.20 billion), equivalent to only 0.65 per cent of the notes demonetized.



Clearly, demonetization did not lead people to submerge their black money in the holy Ganga waters, as almost every rupee – more than 99.35 per cent of the currency demonetized – came back into the banking system. The expectation that Indians with black money would rather throw away the money rather than deposit it in the banks was clearly misplaced.

Furthermore, the ‘black money flushed out’ through demonetization was only 3.5 per cent of the `3 lakh crore of India’s estimated black money.

Defenders of demonetization claim that black money holders used various dodgy means to convert their black money into white. This is probably true, which is why critics of the move have mockingly called it the largest and most successful ‘money-laundering’ exercise in the history of India.7

Whatever one’s views, the undeniable fact is that judged by the data points above, the 2016 demonetization exercise was a complete failure in flushing out black money and did not achieve the Prime Minister’s goal of eliminating it.

Given that the RBI spent `7,965 crore in 2016–17 and `4,912 crore in 2017–18 (i.e., a total of `12,877 crores) to print new notes – more than 120 per cent of the `10,720 crore ‘black money’ not returned to the system – this has proved to be both a bad and expensive decision, without even taking into consideration the heavy cost it has imposed on the economy and the Indian people.

The really interesting question is, could India’s 2016 demonetization have solved the problem of black money, even if it had been better planned and executed, and the entire `3 lakh crore had been flushed out? Prof. Arun Kumar gave a succinct answer:

You are only demobilizing three lakh crore rupees, at the most, for one year, but black income generation will continue as before. Say, by selling spurious drugs, narcotic drugs, charging capitation fee, under-invoicing and over-invoicing in business and trade and so on. Therefore, cash will again be generated here… In fact, 97 per cent are already the sufferers due to the black economy and now another burden is placed on them, without solving the problem of the black.

Rooting out Corruption

There is no doubt that the Prime Minister touched a deep chord in the heart of India when he talked of the menace of corruption. Who among us has not felt ‘Some people have misused their office for personal gain… that corruption and black money tend to be accepted as part of life… that it has afflicted our politics, our administration and our society like an infestation of termites…’

According to the 2017 Transparency International8 Corruption Perception Index (CPI) report, 73 per cent of the bribes paid in India were by ‘the low economy groups, who had to pay money due to unavailability of other options, or had less influence to avoid paying bribes... high bribes were demanded for accessing public education and healthcare facilities… approximately 58 per cent and 59 per cent bribery rates were seen in education and healthcare sectors in India, respectively. The times when people paid a bribe was also seen to be almost equally high for police, identification documents, and basic amenities.’

The Prime Minister’s promise that demonetization would eradicate corruption was undoubtedly one of the main reasons for the initial goodwill towards demonetization from the very poor, despite the hardships it inflicted on them. Sadly, however, this promise too was belied.

In February 2018, Transparency International reported that India continued to be among the most corrupt countries in the world. In the 2017 Global Corruption Perception Index report, India, with a score of 40 points, was ranked 81, down two places from its ranking of 79 in 2016.

More worryingly, India was named among the ‘worst offenders’ in terms of graft and press freedom in the Asia Pacific region. In their report, Transparency International said, ‘In some countries across the region (Asia Pacific), journalists, activists, opposition leaders and even staff of law enforcement or watchdog agencies are threatened, and in the worst cases, even murdered... Philippines, India, and the Maldives are among the worst regional offenders in this respect. These countries score high for corruption and have fewer press freedoms and higher numbers of journalist deaths… In the last six years, 15 journalists working on corruption stories in these countries were murdered, as reported by the Committee to Protect Journalists (CPJ).’

Transparency International’s Managing Director, Patricia Moreira, said, ‘No activist or reporter should have to fear for their lives when speaking out against corruption. Given current crackdowns on both civil society and the media worldwide, we need to do more to protect those who speak up.’ The CPI report stated, ‘Further analysis of the results indicates that countries with the least protection for press and non-governmental organizations (NGOs) also tend to have the worst rates of corruption.’

Worse still, the report named India as the most corrupt country in the Asia-Pacific region, with 69 per cent bribery rates, which means that almost seven out of ten people had to pay a bribe to access public services. Vietnam was the second-most corrupt country with 65 per cent bribery rates, whereas Pakistan with only 40 per cent bribery rates, ranked much better than India. Japan came out as the least corrupt nation, with a 0.2 per cent bribery rate.

This demolishes one of the main arguments presented in favour of demonetization. The Economic Survey for 2016–2017 had stated, ‘Across the globe there is a link between cash and nefarious activities: the higher the amount of cash in circulation, the greater the amount of corruption... In this sense, attempts to reduce the cash in an economy could have important long-term benefits in terms of reducing levels of corruption.’

As it happens, data does not support this argument. Japan is a case in point. Japan’s Currency to GDP ratio in 2015 was 18.61 per cent, much higher than India’s at 12.51 per cent. In the same year (2015), Japan was ranked as the 18th least corrupt nation in the world while India was ranked 76th, i.e., Japan, which has a much higher currency to GDP ratio than India, has far less corruption.

Clearly, therefore, demonetization failed in its second big goal – eradication of corruption. If anything, the new `2,000 notes made it simpler for corrupt officials to take and stash away larger bribes, compounding the problem for ordinary Indians.

So, once again, the question we must ask is, could demonetization have succeeded in rooting out corruption had it been better planned and implemented?

Clearly, there were some basic fundamental misconceptions at play, which is also the reason prior demonetizations in India, and elsewhere in the world, have had no effect in reducing corruption.

The first is the widely held misbelief that corruption only involves cash. In fact, only a small percentage of corruption takes place in cash and, that too is very ‘local’. Really large-scale corruption takes place in the granting of favours (for example a corrupt crony organization could sponsor the education of bureaucrats’ children abroad, in lieu of a lucrative mining contract) or as offshore payments, and these by their very nature are untouched by demonetization. Moreover, even those who demand and accept bribes in cash at a local level will undoubtedly convert these into various black assets such as property or gold swiftly, which, once again, are not affected by a currency demonetization.

The second, even more fundamental, reason is that a demonetization does nothing to tackle the root causes of corruption. Professor Pulapre Balakrishnan of Ashoka University, Haryana and Senior Fellow-elect at the Indian Institute of Management, Kozhikode, explains this well:

This demonetization is not likely to impact the structure, level, and incidence of corruption in India. Often the proceeds of corrupt bureaucrats and politicians never arrive in India; they are handled offshore. They will now be only too happy to have `2,000 notes at their disposal.

If the Modi government is serious about ending corruption, it must lay out a plan for ending the generation of black money in the interaction of the citizen with the government machinery, including the income tax department itself. In order to target unaccounted income, it is necessary to re-engineer the manner in which the government and citizenry interact, with a public record and independent oversight of each interaction.

Secondly, as most black money is believed to be generated in the registration of properties, details of all property transactions, including names of the two parties and the value of the sale, must be entered on the concerned public authority’s website as soon as the deal is concluded. In today’s IT environment such transparency is easy to achieve. The possibility of public scrutiny, as opposed to that of the income tax department in private, would make a difference to the generation of black money. It should also provide some relief to citizens who are otherwise at the mercy of an unaccountable bureaucracy.

Thirdly, there is the issue of election funding. There is a strong argument for reforming current practices. First, the limits on spending should go, but so must the practice of allowing anonymous donations to political parties. In fact, political parties must be brought under the purview of the RTI Act. The argument that political parties are not public bodies simply does not hold water. Political parties are claimants to the government and, if they come to power, will control every aspect of the economic activity in the country. The citizen is fully entitled to know about their financial transactions. A demonetization allegedly aimed at ending the generation of unaccounted income that has nothing to say about the funding of political parties is not credible.9

Though we had such clear-sighted opinions available to all, in public debates after demonetization, BJP spokespersons would often derisively suggest that anyone opposing the measure was in favour of black money and corruption.10

I quickly discovered the most effective way to silence them was to ask: ‘If the government was serious about tackling corruption as also about a digital India, why did the BJP not set an example by publicly declaring that they would henceforth not accept any political donations in cash but only through transparent digital payments?’

Unfortunately, the BJP has not done this. In the 2017 and 2018 Budgets, election funding has become even more opaque. Companies are no longer required to disclose details of political funding in their annual accounts. A new non-transparent method of election funding through Electoral Bonds has also been introduced, raising concerns about an escalation to an entirely new level of crony corruption. The 2018 Budget also made it retrospectively legal for political parties to accept funding from foreign corporations – giving every political party who had thus far violated the law for the past 42 years, since 1976, freedom from any prosecution or penalty!

Fighting Terrorism and Counterfeit Notes

For several years, there have been concerns regarding the large number of fairly sophisticated counterfeit notes in circulation in India, often referred to as Fake Indian Currency Notes (FICN). Given their sophisticated quality, it is widely believed that these could only have been produced in the printing presses of a hostile nation state.

It is also widely believed that such counterfeit notes have been used to finance illicit activities such as smuggling, narcotics, cross-border arms running, human trafficking and terrorism.11

In August 2016, the Minister of State for Finance stated in the Parliament:12 ‘A study on Fake Indian Currency Notes (FICN) issues, including estimation of FICN in circulation, has been undertaken by Indian Statistical Institute (ISI), Kolkata under the overall supervision of National Investigation Agency (NIA). As per the study, the face value of FICN in circulation was found to be about `400 crore. It was found the value remained constant for the last four years.’

The study, which was undertaken in 2015, further estimated that fake currency worth `70 crore entered circulation every year, with agencies only being able to intercept one-third of this amount. As per the NIA probe, Pakistan was the major supplier of FICN in India. The study concluded, ‘The existing systems of seizure and detection are enough to flush out the quantum of FICN being infused.’

A special FICN Coordination (FCORD) Group was formed in the Ministry of Home Affairs to deal with the problem of counterfeit currency in an integrated manner, and to share intelligence and information amongst the different security agencies of State/Centre to counter the menace of circulation of fake currency notes in the country. The NIA was empowered by the NIA Act to investigate and prosecute offences relating to FICN. The government also constituted a Terror Funding and Fake Currency Cell (TFFC) in the NIA to focus investigation on Terror Funding and Fake Currency cases. From a legal perspective, the Unlawful Activities (Prevention) Act, 1967 was amended so that the production, smuggling or circulation of High Quality Fake Indian Paper Currency, coin or any other material was declared as ‘terrorist act’.13

Over the years, the RBI has also taken several measures to tackle FICNs,14 most notably the decision taken in 2014, to demonetize and withdraw from circulation all `100, `500 and `1,000 notes issued prior to 2005, as they had fewer security features and were easier to forge. As a result, 164 crore pre-2005 currency notes of various denominations, bearing a face value of around `21,750 crore, were withdrawn and subsequently shredded by the RBI.

It is clear, therefore, that the problem of counterfeit notes was considered to be serious, and that successive governments had taken several measures to address it. Nevertheless, the problem had persisted.

So, the question is, was demonetization effective in tackling the problem of counterfeit notes and terrorism?

 On 18 November 2016, the Minister of State for Home Affairs, Kiren Rijiju, proclaimed: ‘Smuggling of FICN from three international borders – Pakistan, Bangladesh and Nepal – has completely stopped after the announcement of demonetization.’

On 27 December 2016, the Prime Minister, addressing a BJP rally in Dehradun, stated that demonetization had neutralized the money held by Maoists, terrorists and human traffickers, thereby cutting off their business. ‘With just one move on November 8, the worlds of terrorism, drug mafia, human trafficking and fake note smuggling were destroyed.’ In an interview two days later, he said, ‘Cash held by terrorists, Maoists and other extremists has also been neutralised. There has been a crippling impact on dangerous and highly damaging illegal activities, such as human trafficking and narcotics.’

However, does data support these claims?

Given that demonetization took all `500 and `1,000 notes out of circulation and they are the most counterfeited notes, one would have expected that the counterfeit notes detected, as money poured into banks and currency chests, would be in the region of `300–400 crore as estimated by the NIA/ISI study, or, at the very least, significantly higher than previous years.

The data below15 shows that this was not the case.

The total value of counterfeit notes detected within the banking system during the FY 2016–17 was only `43.47 crore, of which the FICNs amongst the demonetized `500 and `1,000 notes were `41.51 crore. Of this `41.51 crore, it is interesting to note that the FICNs detected after demonetization, namely between 8 November 2016 and 31 March 2017, were only `19.53 crores.16

The actual number of fake notes detected, post-demonetization is shown in the table below:

Table 8: Fake Indian Currency Notes (FICN) Detected in the Banking System

Number of Notes



	FICN Detected	2014–15	2015–16	2016–17	2017–18



	Total No. of FICN Detected	5,94,446	6,32,926	7,62,072	5,22,783

	No. of Old 500 and 1,000 FICN	4,05,113	4,04,794	5,73,891	2,31,529

	No. of New 500 and 2,000 FICN	NA	NA	837	27,281




Source: RBI Annual Reports 2016–17 & 2017–18

From RBI data, it is clear that only 8,05,420 `1,000 notes and `500 notes (5,73,891 in 2016–17 and 2,31,539 in 2017–18) were detected to be counterfeit out of a total of 2,402.3 crore notes demonetized. This too, after a prolonged and painstaking counting exercise by the RBI over a period of 20 months in which all notes were assessed for genuineness. This is a completely insignificant number – effectively 0 per cent, calling into question this goal itself and certainly indicating its complete failure.

Equally interesting is that the new `500 and `2,000 notes were already being counterfeited within three months of demonetization.

The above data represents only fake notes detected by the banking system. FICNs are also seized by the police and law enforcement agencies. Data shows that the number of fake notes detected after demonetization, outside of the banking system, were also significantly lower than before:

Table 9: Fake Indian Currency Notes (FICN) Detected by Law Enforcement Agencies




	
	No of FICN Notes Seized
	Value of FICNs Seized (`)





	FY 2015–16
	8,80,000
	43.8 crore



	March–September 2016
	NA
	27.8 crore



	9 November 2016–14 July 2017
	1,57,797
	11.23 crore





Source: National Crime Records Bureau

If we aggregate the value of fake notes detected post demonetization, both by the banking system and by law enforcement agencies (accounting for marginal differences in dates), we obtain a value of ` 30.77 crore (i.e., 19.53 + 11.24), a small fraction of the total estimate of `400 crore of counterfeit money.

As stated earlier, the cost of printing the new notes was `7,965 crore in 2016–17 and an additional `4,912 crore in 2017–18, leading to the conclusion that not only did demonetization fail in the objective of destroying counterfeit notes, but it did so at a very high cost.17

So once again, the question we must ask is, could demonetization have succeeded in tackling the problem of counterfeit notes and FICNs had it been better planned and implemented?

Unlike in the case of black money and corruption where demonetization is an ineffective policy measure, in principle, demonetization can help tackle counterfeit currency, if it is planned well, and implemented efficiently.

As described in an earlier chapter, an example of a successful demonetization to tackle counterfeit notes was the one carried out by Australia, which converted its entire currency from paper to polymer between 1992 and 1996. After a trial issue of a polymer commemorative note to celebrate Australia’s Bicentenary in January 1988, the Reserve Bank of Australia issued a complete series of polymer banknotes from 1992 onwards.

The new Australian currency notes were the world’s first ‘durable’ banknotes and conferred the twin advantages of lower on-going printing costs as well as rendering the Australian dollar more counterfeit-resistant, due to the polymer base on which they were printed. This was a well-planned exercise carried out over a lengthy period of time, and achieved its objectives with no negative consequences on the economy.

Given that the Indian Government underwrote the huge cost of printing new notes as they remonetized the economy, it is puzzling why they did not consider moving to polymer-based notes or notes with significantly enhanced security features which would have been more difficult to counterfeit.

The one objective that could easily have been achieved through demonetization remained unfulfilled. Instead, the printing mistakes and running colour of the new `500 and `2,000 notes that were hurriedly introduced lent credence to the view that, even in tackling the problem of counterfeiting, India’s 2016 demonetization was a badly-planned exercise in futility.

But what about the claim that demonetization had severely curtailed terrorism and Naxalite activities? Once again, data does not seem to support this claim. The number of fatalities as a result of terrorist violence in Jammu and Kashmir, and in Maoist/Naxalite attacks, is shown below:

Table 10: Deaths Due to Terrorism and Naxalism




	Year
	Deaths in Jammu and Kashmir
	Deaths due to Maoist/Naxal Insurgency





	2012
	117
	367



	2013
	181
	421



	2014
	193
	314



	2015
	174
	251



	2016
	267
	433



	2017
	358
	332





Source: South Asia Terrorism Portal: Institute for Conflict Management.

Note: Data on fatalities include death of civilians, security personnel and terrorist insurgents.

As is evident, fatalities in Jammu and Kashmir showed an increase in 2016 and 2017 while fatalities in Maoist/Naxal areas showed no significant decrease.

While it is true that terrorists may be relying on counterfeit currency to fund their operations, to expect demonetization to be the silver bullet that could end terrorism was wishful thinking at the best.

Captain Raghu Raman, former Army Officer and founding CEO of the National Intelligence Grid (NATGRID), explained why demonetization would not and could not affect terrorism in India:18

Terror financing falls into three categories. ‘Tactical terror financing’ is the money needed to mount specific operations. This aspect would remain unaffected by the demonetization of `500 and `1,000 notes, for the simple reason that terror operations are incredibly cheap and can be funded by kosher resources. For instance, the entire cost of 9/11 attacks was estimated to be $300,000–400,000… Similarly, an attack like 26/11 in Mumbai can be launched for less than `40 lakh (including the bounty that was supposedly paid to the families of the ten terrorists).

‘Operational terror financing’ includes funds required for running a low-intensity campaign like the ISI-sponsored ‘thousand cuts’ strategy in Kashmir. More than tactical financing, it is operational financing that is well within the capability of state-sponsored terrorism. Equipping a few hundred terrorists with assault rifles, explosives, communication tools and blood money is well under a few score crores. In the case of inland terror groups like the Naxals, much of the funding is obtained through extortion from the local populace.

Damaging our economy by flooding counterfeit currency is the third strategic prong of Pakistan’s plan, and, strictly speaking, while this is not a part of ‘terror financing’, (the correct nomenclature would be ‘economic warfare’) demonetization will disrupt it only for a brief period until the ISI replicates the new format of high denomination notes. Granted that the newer currency will be harder to replicate, but if Indian mints can make them, so can Pakistani.

Moving to a Digital and Less Cash India

There are several benefits of using less cash. The most worthwhile advantages are those that benefit consumers, especially the very poor.

I began to understand this when dealing with street children, whom our bank’s foundation supported. In a candid conversation, I asked a bright 11-year-old urchin why he did not save some of the alms he collected each day for a rainy day. He laughed at my naïveté. ‘Where will I keep the money?’ he asked. ‘If I have any money at the end of the day, it will get stolen, and I will get beaten up in addition. Much better to spend it all on a good meal.’

Women beneficiaries of our microfinance programme in villages across the country shared similar feedback. The micro businesses that they set up generated small surpluses over and above the amounts needed for the weekly repayment of their loans. But it was impossible to save this. Cash in hand was quickly spent – at worst confiscated by an abusive or drunk husband and at best used up for domestic exigencies. Going all the way to the nearest bank or post office branch to deposit a few rupees was not practical.

From a banker’s point of view, I was familiar with the costs and security implications of dealing with large amounts of cash at our branches. The problems were magnified manifold for banks with currency chests. And, of course, for the RBI both costs (including the costs of printing new currency, dealing with and replacing soiled notes, and detecting and destroying counterfeit notes) and security headaches were compounded.

So, the advantages of moving to a ‘less cash’19 economy for everyone – citizens, banks, security agencies, the RBI, and the government – were clear and evident. The question was, could India do so in a manner that would provide the poorest Indian a workable substitute to cash – digital access to her money, anytime, anywhere, at a zero or very low transaction cost.

The mobile revolution and digital payment networks such as M-Pesa,20 in other countries, laid out one possible model to adopt. However, the RBI was concerned that this would result in telecom companies functioning as de facto banks, outside the ambit of a regulatory framework. In August 2015, the RBI tried to resolve this problem by issuing licenses to 11 payment banks including India Post, some telecom and e-wallet companies, and various corporate industrial houses.

However, the real breakthrough came with the implementation of the Unified Payments Interface (UPI) on 11 April 2016. At the heart of a good and efficient cashless economy there has to be a trusted, safe and seamless mechanism for bank-to-bank transfers. The RTGS and NEFT systems had provided this for several years in India for larger payments, though at a cost. UPI made swift and seamless bank transfers available to every single retail bank customer in the country, free of cost and for payments as small as `1.

Developed by the National Payments Corporation of India (NPCI), UPI is a real time payment system that works by instantly transferring funds between two bank accounts on a mobile platform. Unlike mobile wallets such as Paytm, which take a specified amount of money from users and store this in their own accounts therefore benefitting from the ‘float income’, UPI withdraws funds directly from the bank account of the payer and deposits these funds instantly into the bank account of the recipient. When launched, it was announced to be free for transactions from `1 to `1 lakh. The interface regulated by the RBI was built over the secure and tested IMPS (Immediate Payment Service) platform.

Combined with the millions of Jan Dhan Yojana bank accounts21 opened in the last few years and high mobile penetration, UPI paved the way for Indians to embrace digital payments, as anyone in India who had a bank account and a mobile phone could now transfer funds to anyone else with a mobile and bank account, instantaneously, free of cost and at any time of day or night.

This was a perfect platform to popularize cashless, electronic transactions. It was enabled for all scheduled banks across India to use. Yet on the date of demonetization, only 27 banks had enabled UPI. Missing from the list were some of India’s largest public sector and private banks. UPI should have been popularized and advertised (like other high-profile initiatives such as Swachh Bharat) with basic training and incentives provided to Jan Dhan Yojana account holders during the 10 months leading up to demonetization.

Popularizing the robust and safe UPI electronics payment system prior to withdrawing the `1,000 and `500 currency notes would definitely have eased some of the hardships caused by demonetization. At the very least, it would have added credence to the government’s claim that a major objective of the move was to help make India cashless.

Of course, the note ban was not necessary to achieve this objective. Given the fact that digital payments are more convenient for both the payer and receiver, and cheaper and more efficient for all the financial intermediaries involved, there was no doubt that Indians would gradually and seamlessly make the switch. Not because cash was bad, but because the digital alternative was more convenient.

However, as cash from the system was sucked out post-demonetization, e-wallets such as Paytm took centre stage and moving to a less cash digital India suddenly became a justification for the move.

Paytm was set up in in August 2010 by Vijay Shekhar Sharma as an e-payments and e-commerce brand of One97 Communications. The name was an acronym for ‘Payment Through Mobile’. The company had attracted foreign venture capital investments, notably Chinese investment, from Jack Ma’s Alibaba. As on 31 March 2016, Alibaba (through Alibaba.com and Alipay Singapore E Commerce Pvt. Ltd) held 40.93 per cent, Venture Capital Fund SAIF (through SAIF Mauritius and SAIF Partners India Pvt. Ltd.) held 28.68 per cent and Vijay S. Sharma held 21.33 per cent of the equity in the firm.

On 9 November 2016, the morning after demonetization, Paytm ran full front-page advertisements in mainline newspapers across the country, displaying Prime Minister Modi’s picture prominently and congratulating him for ‘taking the boldest decision in the financial history of independent India’. The ad used the hashtag ‘Ab ATM nahin, #Paytm Karo’ (now, instead of ATMs, use Paytm).22

How Paytm was able to secure this enormous quantum of advertising space in every national newspaper, that too at such short notice, became the subject of much speculation. Questions were also raised as to whether the Prime Minister had given his prior approval for his image to be used in the advertisement – which was in contravention of the Emblems and Names (Prevention of Improper Use) Act, 1950. While the first question remains unanswered, the answer to the second question emerged four months later. On 10 March, Minister of State for Consumer Affairs C.R. Chaudhary said in a written reply to the Rajya Sabha that ‘Clarifications were sought by the Department of Consumer Affairs (in February 2017) from Paytm… wherein they have apologised for their inadvertent mistake.’23

Continuing their advertising blitz, on 12 November, Paytm rolled out what many felt was a very insensitive TV commercial: ‘Drama band karo, Paytm karo’ (Stop being melodramatic, use Paytm). The ad, which was subsequently withdrawn, featured a visibly angry woman talking about the hardships that demonetization had created, especially for daily wage workers and household help, who was then advised to stop creating a ‘drama’, and just use Paytm.24

In the meanwhile, the company claimed that it registered a 700 per cent increase in overall traffic and 1,000 per cent growth in the amount of money added to the Paytm account. During this period, the transaction value continued to be 200 per cent of the average ticket size while the number of app downloads went up 300 per cent. The number of transactions per user also went up from three transactions to over 18 transactions in a week.25

It was clear that Paytm was one of the biggest beneficiaries of demonetization. In an article by Bloomberg26 on 10 January 2017, founder Sharma was quoted as saying that post-demonetization Paytm had been signing up the equivalent of a small European country’s quantum of customers every week. ‘Overnight,’ Sharma says, ‘we went from a new thing to a must-have… I want to be India’s first $100 billion company by value… I think I’ve landed in the world where there are miracles at work.’

While the Paytm miracle unfolded, arguments on the benefits of a cashless India trotted out by various government officials and spokespersons showed how muddled their thoughts were on this matter.

The first argument was that less cash in the economy would reduce corruption, based on the mistaken premise that it was cash that caused corruption. The second argument was that if every transaction were to be digitally recorded, tax evasion would be reduced. The third was that the economy would become more advanced and efficient with less cash used, as many developed economies have a lower cash to GDP ratio. All of these confused cause and effect and, moreover, targeted cash as the enemy.

Nevertheless, no matter what the arguments, let us assess whether demonetization was successful in achieving its objective of making India use ‘less cash’. While there is no doubt that the use of e-wallets like Paytm skyrocketed, and more and more Indians started using digital payments, did demonetization structurally reduce the use of cash in India?

To assess this, we can look at a simple objective data point, namely Currency in Circulation (CIC).

Every fortnight, the RBI releases data on money supply and money in circulation. If demonetization had indeed succeeded in making India more ‘cash less’, CIC should have fallen post-demonetization and remained at much lower levels than pre-demonetization. The data is as follows:

Table 11: Currency in Circulation




	Date
	Currency in Circulation 
(` lakh crore/trillion)
	Percentage of Pre-Demonetization CIC





	4 November 2016
	17.97
	100 %



	6 January 2017
	8.98
	50 %



	30 June 2017
	15.06
	84 %



	30 June 2018
	19.12
	106 %





Source: RBI Data on Money Supply, RBI Annual Report 2018

As is evident, Currency in Circulation, which fell drastically post-demonetization, is now higher than pre-demonetization levels. By this measure, the move failed to make India use less cash.

Another objective measure is the Currency (or Cash) to GDP ratio. Had demonetization succeeded in persuading Indians to use less cash, the Currency to GDP ratio should have declined. Unfortunately, as the RBI’s Annual Report 2018 points out, demonetization failed on this score as well: ‘India’s currency to GDP ratio moved up to 10.9 per cent in 2017–18, returning to being amongst the highest levels of currency usage in peer emerging market economies and advanced economies as well. In consonance, the use of digital payments, which had surged to a peak in December 2016 in the aftermath of demonetisation, fell back to the elevated post-demonetisation trend.’

Notwithstanding this, advocates of demonetization have pointed out that digital payments have increased since demonetization and this is undoubtedly true, especially in respect of UPI payments.

However, as pointed out in an article by James Wilson,27 the trend towards digitization preceded demonetization, and, even today, digital transactions are still a small percentage of cash transactions.

‘The biggest year to year growth in overall retail digital transaction was recorded between 2011–12 to 2012–13 (53 per cent) and between 2012–13 to 2013–14 (49 per cent), while 2016–17 witnessed only a growth of 46 per cent from the previous financial year despite demonetization and a digital push. Despite their phenomenal growth, UPI and Prepaid Instruments (PPIs, e.g., e-wallets) are still a tiny fraction of total digital retail transactions, which themselves are still only 25 per cent of total retail transactions.’

Ajit Mozoomdar, former Finance Secretary and Secretary of the Planning Commission, summed up the situation well, saying:

What is wholly unnecessary is forcing the pace of digital transactions between individual buyers and sellers in order to reduce the use of cash… The wrong-headed approach, treating cash transactions as undesirable and hence to be curtailed, sets impossible targets and will lead to wasted effort… The government would do well to concentrate on restoring normal cash flows in the economy in all parts of the country and dissuade the apologists from promoting absurd notions of the virtues of a cashless society.28

To Expand the Tax Base

It is a commonly held misconception that only a small percentage of Indians pay taxes. In fact, every single Indian pays tax, albeit indirect taxes in the form of GST (formerly VAT, Sales Tax, Excise Duty, etc.) on the goods and services we consume.29

The tax base that the Finance Minister was hoping to expand through the demonetization exercise was the Direct Tax base. More specifically, the objective was to get more people to pay income tax.

Data on income tax payers shows that this is a very fair objective. Only 40.7 million (4.07 crore) Indians (representing approximately three per cent of the population) filed income tax returns in Assessment Year (AY) 2015–16. However, only 20.7 million (2.07 crore) or half of those who filed returns, actually paid income tax. The rest filed nil returns.30 This effectively means that only approximately 1.5 per cent of the Indian population pays any income tax.

Of these, there were only 57,399 people who declared incomes greater than `1 crore. Given that 36,207 luxury cars, costing approximately `50 lakh each, were sold in 2015 alone (and a total of 1,40,396 luxury cars in the past four years),31 this certainly seems to indicate a lot of people are not declaring their true incomes.

Of course, we should consider that agricultural income in India is exempt from tax and that approximately 800 million Indians depend on agriculture for their income. In addition, as per the 2011 Census, 41 per cent or approximately 525 million Indians are below the age of 20, and therefore not earning any income or paying any taxes.

Notwithstanding the above caveats, the tax base in India is still too small. In a thoughtful analysis, author and economist Vivek Kaul32 points out further revealing data:


	18 million tax payers paid an average income tax of `24,000.

	Only two million tax payers paid an income tax greater than `1.5 lakh.

	1,88,000 people accounted for 76.3 per cent of all income tax paid.

	Only 0.16 per cent of India pays 76.35 per cent of the entire income tax collected.



Clearly, there is a case for more people to be brought into the tax net and to declare and pay taxes more honestly.

One of the main reasons attributed to the low tax compliance in India has been high tax rates.33 Though tax rates in India have been lowered quite significantly over the years, the tax base has not increased correspondingly.

On the basis of the Wanchoo Committee’s recommendation, the highest marginal rate of individual income tax was reduced from 97.75 per cent to 77 per cent in 1974–75 and to 66 per cent in 1976–77 and then increased to 69 per cent in 1977–78 and further to 72 per cent in 1979–80. But it was again reduced to 66 per cent in 1980–81 and further to 50 per cent in 1985–86. In 1992–93, the highest marginal tax rate was further reduced to 40 per cent and in 1997–98 to 30 per cent, which is the current rate. Of course, successive governments have added various cesses and surcharges making the effective tax rate higher (for instance in 2017–18, the effective rate is 35.54 per cent).

Individual tax rates in India are presently lower than tax rates in several developed countries, but are slightly higher than taxes in most emerging markets. A report by Kotak Institutional Equities in January 2017 suggested, ‘The general disgruntlement among Indian tax payers (the ones with salaries in the organized sector) despite the relatively low individual tax rates in India versus other countries can be ascribed to two reasons: (1) Poor quality of public services (such as education, healthcare, infrastructure such as electricity, roads and water and sewage) provided by governments (Central, state and local) and (2) large evasion of taxes by huge sections of the population in the informal economy, which puts the entire burden of public services on the narrow base of law-abiding tax payers.’

Successive governments have introduced Voluntary Disclosure Schemes to encourage more honest tax compliance, but with poor overall results.

There have been 10 Voluntary Disclosure Schemes between 1951–2017, as shown in the table below.

Table 12: Voluntary Disclosure Schemes Since 1951




	Year and Name of VDS Scheme
	Income Disclosed 
(`crore)
	Additional Tax Collected 
(` crore)





	1951 Tyagi VDS Scheme
	70.20
	10.89



	1965 VDS 60/40 scheme
	52.18
	30.80



	1965 Black scheme
	
145.00
	
19.45



	1975 Emergency VDS
	
744.00
	
248.70



	1985 Amnesty Circulars
	
10,778.00
	
495.00



	1991 Foreign Remittance Scheme
	
2200.00
	
200.00



	1997 VDIS
	
33,000.00
	
9729.00



	2015 VDIS Compliance Window
	
4147.00
	
2488.00



	2016 IDS (Income Declaration Scheme)
	
65,250.00
	
29,362.00



	2017 PMGKY (Pradhan Mantri Garib Kalyan Yojana)
	4900.00
	2451.00





At the time of VDIS in 1997, the All-India Federation of Tax Practitioners, stating that such a practice was discriminatory against those who paid their taxes regularly and dutifully, filed a petition in the Supreme Court.

The Supreme Court ruled that such schemes would demoralize honest tax payers and help tax evaders to get away from prosecution by merely paying a penalty. The government had to give an undertaking to the SC that the 1997 VDIS was the last of its kind. Any future scheme would need the prior approval of the SC. As a consequence, for each of the Voluntary Disclosure schemes initiated by the NDA Government (in 2015, 2016 and 2017), the name of the scheme was changed by omitting the word ‘amnesty scheme’ and putting ‘income disclosure scheme’ in its place!

As explained above, widening the direct income tax base is undoubtedly a good objective. The questions is, did demonetization succeed in doing so?

As in the case of the other demonetization objectives, there was a spate of statements by various senior government authorities claiming success on taxes. Unfortunately, most of the statistics quoted were contradictory and confusing, leading to the impression that data was being fudged.


	The first off the block was the Finance Minister, who, on 17 May 2017, stated that 91 lakh tax payers had been added to the tax net as a result of action taken by the Income Tax Department.

	In reply to Unstarred Question No 2017 in Rajya Sabha on 1 August 2017, it was stated that 33 lakh new tax payers were added to the tax net post-demonetization.

	The Economic Survey, Vol. 2 released on 12 August 2017 mentioned that 5.4 lakh new tax payers were added post-demonetization.

	And finally, the Prime Minister proclaimed in his 2017 Independence Day speech: ‘The number of new tax payers filing income tax returns from April 01 to August 05 is 56 lakh while in the same period last year only 22 lakh filed the returns. In a way it has more than doubled. This is the result of our fight against black money.’



Given the wide variance between 91 lakh and 5.4 lakh new tax payers, there was considerable scepticism about the veracity of this data.

The MoF, scrambling to reconcile the information, put out a press release on 18 August 2017 ‘clarifying’ that there was no inconsistency in the data. They attempted to reconcile the varying statistics as follows:


	91 lakh of the Finance Minister:34 ‘The statement of the Finance Minister regarding addition of 91 lakh tax payers to the tax-base referred to the total number of new returns filed during the entire FY 2016–17 and therefore, it is neither comparable to the data in Prime Minister’s speech nor with the data in Economic Survey (different period and different type of tax payers).’



This was a weak argument, given that media headlines on 17 May 2017 proclaimed that these were numbers post-demonetization, which was not clarified by the Ministry at that time. More importantly, the Economic Survey states that the total number of tax payers for the entire financial year 2016–17 as 80.7 lakh, not 91 lakh.


	33 lakh in Rajya Sabha:35 ‘The reply to Unstarred Question No. 2017 in Rajya Sabha on 01.08.2017 mentioned that during 09.11.2016 to 31.03.2017 the number of ITR (income tax returns) filed was 1.96 crore as against 1.63 crore filed during the corresponding period of last financial year (2015–16). Therefore, the number of additional returns filed during this period works out to be 33 lakh. However, this data cannot be compared with the other data mentioned above. The data referred to in Economic Survey is with regard to new tax payers or first-time return filers only whereas the data provided in the Rajya Sabha Question was in respect of all returns filed.’

	5.4 lakh in Economic Survey: ‘The analysis given in Table-6 on page 22 of the Economic Survey (Vol.2) is based on the data for the period of 9 November to 31 March of 2016–17 and corresponding periods of the last two financial years. Moreover, the growth in the number of tax payers discussed in the Economic Survey is based on the number of new tax payers assuming the previous year’s growth rate as the reference growth rate. On the other hand, the growth of Individual return-filers referred to in Prime Minister’s speech is with respect to new as well as old tax payers. Thus, the data used in Economic Survey is different from data referred to in Prime Minister’s speech in respect of the period of filing as well as the type of tax payers and the two are not comparable.’

	56 lakh of the Prime Minister: ‘The Prime Minister’s speech referred to the increase in number of e-filed Personal Income Tax Returns filed from 1 April 2017 to 5 August 2017 over the ITR filed in corresponding period of earlier years. The data maintained by the IT Department shows that during 1 April 2017 to 5 August 2017, 2.79 crore e-returns of individual tax payers were received as against 2.23 crore e-returns received during 1st April 2016 to 5th August 2016. Thus, the additional ITR received in 2017 works out to be 56 lakh. During the same period of 2015, 2.00 crore e-returns were received, meaning thereby, that in 2016, only 22 lakh (rounded off) additional e-returns were received by the due date of filing.’



Given that the Prime Minister had clearly talked of new tax payers and not e-returns, this too did not reflect well on the authorities. In any case, given that the filing of e-returns has been mandatory since AY 2013–14,36 this clarification in itself made little sense.

Furthermore, on 22 April 2016, the Central Board of Direct Taxes (CBDT) released circular F No 309/11/2016-OT, defining the terms ‘New Tax Base’, ‘New Taxpayer added’ and ‘Tax Payer’ and recommended ‘these standard definitions be adopted for the purpose of generating relevant statistics, as also for reporting to Parliamentary Committees and various outside agencies.’ It is a mystery why the government did not use these guidelines, which could have saved both the Finance Minister and the Prime Minister needless embarrassment.

So, what was the real number of new tax payers added as a result of demonetization? The Economic Survey is undoubtedly the most reliable estimate, namely 5.4 lakh new tax payers. The comments in the Economic Survey are even more revealing than the number itself:

Para 1.86 of the survey states, ‘The growth of tax payers post-demonetization amounted to about 5.4 lakh tax payers or one per cent of all individual tax payers in just a few months. The addition to the reported taxable income (of these new payers) was about `10,600 crore. So, the tax base did expand after demonetization. It is, however, interesting that the average income reported of the new tax payers – `2.7 lakh – was not far above the tax threshold of `2.5 lakh, so the immediate impact on tax collections was muted.’

The Economic Survey makes an important distinction between the number of new tax payers and increased tax collections. Clearly, in addition to more tax payers, collecting more taxes is important. So, the next question we must answer is, did demonetization result in higher tax realizations?

There is, of course, a natural growth in taxes collected. As the economy grows, incomes grow and taxes grow. So, what we need to assess is, if demonetization caused a sudden spurt in taxes.

Every quarter, the MoF shares data on actual tax collections. When we compare the data for the period of demonetization to the corresponding period in the previous year, we see an interesting result.

On 9 August 2017, the MoF press release stated, ‘The Direct Tax collections up to July, 2017 (for the period April 17–July 17) in the Current FY 2017–18, net of refunds, stands at `1.90 lakh crore which is 19.1 per cent higher than the net collections for the corresponding period of last year.’

This seems like a healthy growth. However, when compared to the previous year the growth in taxes has actually declined! On 9 August 2016, a similar MoF press release stated: ‘The figures for direct tax collections up to July, 2016 (for the period April 16 to July 16) show that net revenue collections are at `1.59 lakh crore which is 24.01 per cent more than the net collections for the corresponding period last year.’

What this shows is that before demonetization, the growth in direct tax collections was higher (24.01 per cent) than after it (19.1 per cent). When one thinks about it, this is not surprising – slower economic growth, job losses and lower incomes, led naturally to lower tax collections as well.

What did, however, happen after demonetization was that a massive amount of data on people and companies who were purportedly avoiding tax, became available to the tax authorities.

Finance Minister Jaitley stated in May 2017 that the Income Tax Department had identified 1.8 million persons whose cash deposits during the demonetization period were not in line with their tax profile, and had sent them tax notices asking for explanations. Transactions of over 3,00,000 registered companies were investigated and ‘more than 37,000 shell companies which were engaged in hiding black money and hawala transactions’ were identified.

The assets seized and undisclosed income detected as a consequence of these actions by the Income Tax department was shared in response to a question in the Rajya Sabha, in December 2017, and are summarized in the following table:

Table 13: Assets Seized and Income Detected Post-Demonetization




	Dates
	IT Searches and Surveys
	Assets Seized
(` Cr)
	Income Detected
(` Cr)





	November 2016–March 2017
	9,139
	900
	14,706



	April 2017–October 2017
	3,463
	573
	10,285



	Total
	12,602
	1,473
	24,991





Source: Minister of State for Finance, P. Radhakrishnan in a written reply to the Rajya Sabha, on 19 December 2017.

This implies that of the 1.8 million individuals and 3,00,000 companies identified, surveys and searches were carried out on only 12,000, leading to an income disclosure of an average of `2 crore per entity – a paltry amount by any stretch of imagination. It is hard to understand why the authorities have been so slow to mine the data they have collected and not taken tangible steps to bring more evaders into the tax net.

However, going forward, individuals and companies who deposited significant amount of cash during demonetization will probably have to declare similar levels of cash receipts and income in the future, as they are now on the radar of the tax authorities. One hopes that this leads to higher direct tax receipts in the future, yielding at least some future benefits from a hugely expensive and destructive demonetization exercise.

To Integrate the Informal Economy into the Formal Sector and Create a ‘Larger and Cleaner’ GDP37

By using the word ‘cleaner’ in this objective, the Finance Minister, perhaps inadvertently, seemed to insinuate that the informal sector was ‘dirty’ or undesirable.

Perhaps he held this view because those working in the informal sector don’t pay tax, ignoring the basic fact that millions of people working in the informal sector are not in the taxable bracket and, therefore, do not have to pay tax in the first place.

His statement also indicates a fundamental misunderstanding of the Indian economy. It portrays the informal and formal sectors as being clearly distinct and unrelated, when in fact they are closely integrated. The informal sector and people working in it are an integral part of the supply chain providing goods and services to those paying tax in the formal sector. They are also consumers of goods and services provided by the formal sector.

For example, consider a ‘pakoda seller’.38 He buys provisions from a grocery store, uses a gas cylinder, and sells fresh pakodas to office-goers who pass his stall every day. While he himself operates in the informal economy without any job security, he is buying provisions and gas from agencies in the formal economy (and presumably paying GST on these) and selling to customers, several of whom could be salaried employees within the formal economy.

The truth is that India’s informal sector, far from being ‘dirty’ or ‘undesirable’, is actually the backbone of our economy. The Indian economy is overwhelmingly ‘informal’. Rather than being a ‘residual sector’ of the economy, the informal sector is the dominant sector, both in terms of employment and in the value it adds to our GDP.

Before proceeding, it is probably a good idea to define what we mean by the terms ‘formal’ and ‘informal’ sectors. The Economic Survey, presented in January 2018 by the CEA, for the first time provided a definition of the formal and informal sector, and an indication of the size of each.

The survey said that there are many different definitions of formal and informal sectors. The most common ones are:


	Whether a worker has a formal contract;

	Whether a worker is a regular/salaried worker (as opposed to self-employed or casual); 

	Whether a firm is registered with any branch of the government;

	Whether the firm pays taxes; and 

	Whether a worker receives social security.



Estimating the size of each sector, the survey stated:

Formal Sector: ‘About 0.6 per cent of firms, accounting for 38 per cent of total turnover, 87 per cent of exports, and 63 per cent of GST liability are what might be called in the “hard core” formal sector in the sense of being both in the tax and social security net.’

Informal Sector: ‘At the other end, 87 per cent of firms, representing 21 per cent of total turnover, are purely informal, outside both the tax and social security nets.’

From these definitions, it is clear that in terms of the number of firms, the informal sector dominates the formal sector, though, in terms of turnover, the picture appears different. This is probably because the turnover of the majority of these small firms is neither recorded nor captured in the formal statistics, something that will hopefully be remedied as increasingly micro and small firms register under the GST framework.39

An article by Neelkanth Misra,40 of Credit Suisse, shares a perspective on the contribution of the informal sector to India’s GDP.

…ninety per cent workforce is engaged in the informal economy (that is, not in companies). About half of India’s GDP is informal (that is, not generated by incorporated enterprises) among the highest ratios in the world… Productivity growth has been the most dramatic in the informal side of the economy… But this doesn’t show up in the current GDP statistics because we don’t measure it.

The Report by the Committee on Unorganized Sector Statistics re-emphasizes the fact that the informal economy makes a considerable contribution to the economy. In addition to generating jobs (albeit low-paying jobs), this report estimates that the informal sector produces up to two-thirds of the country’s GDP. In addition, the formal economy benefits from the informal economy, becoming more cost competitive through subcontracting and sourcing of cheaper products and services.

Data from the National Sample Survey Office (NSSO)41 validates the contribution of the informal sector to employment generation. The NSSO 2011–12 estimates that 84.7 per cent of the 473 million jobs in the Indian economy are in the informal or unorganized sector. The India Labour Market Update (2016) by ILO estimates that over 90 per cent of the employment in the agricultural sector and 70 per cent in the non-agricultural sector (mainly in manufacturing, construction and trade), are informal.

Thus, by any estimate, it is clear that the informal sector provides employment to most of India. More than 400 million workers and their families depend on the informal sector. The problem is that these workers have low wages, little job security, and few of the protections guaranteed to workers under different labour laws in the formal sector.

While demonetization struck at the heart of the informal economy, it did nothing to create a larger and cleaner GDP. Instead of making the informal sector more formal, it pushed more workers into the informal sector. A six-month field study undertaken by the Centre for New Economic Studies at O.P. Jindal Global University concluded that while destroying informal markets, demonetization also led to rising informalization.42

The study observed, ‘Demonetization had hardly any impact in formalising the regulatory process of cash-based transactions across the identified market arrangements. On the contrary, the short- to medium-term impact of the announcement caused a massive drop in market activity, affecting the economic livelihoods of most trading merchants. As a radical economic reform intended to curb the black economy, demonetization can be seen as a major epistemic failure.’

In a thoughtful article in May 2017, titled ‘Is Informal the New Formal’, Prof. Himanshu43 summarized the problem:

One of the issues that continue to haunt the Modi government after three years of rule at the Centre is the problem of job creation. By all estimates, the economy has seen a deceleration in the pace of employment creation with actual employment generation in the economy not even a fraction of the estimated 20 million jobs that need to be created every year as per government’s own commitment… Between 2004–05 and 2011–12, net addition to jobs in the economy was 14 million, the bulk of which was in the informal sector… So, how should one deal with the large informal sector, without killing the golden goose? The best way is to recognize that the informal sector is the new normal… what is needed is to upgrade the skills of those who are already in the informal sector with government support through easier access to credit, technology and availability of markets.

So, while it is clear that demonetization did not succeed in meeting the Finance Minister’s objective of ‘Integrating the informal economy into the formal sector and creating a “larger and cleaner” GDP’, the question that arises is, was this even a desirable objective?

Instead of focussing on making the life of those working in the informal sector easier, better, and more secure – the ‘Achhe Din’ promised by the Prime Minister – demonetization brutally targeted the informal sector, destroying livelihoods and causing untold misery.

By not understanding how closely integrated the informal and formal economies were, the architects of demonetization dealt a fatal blow to supply chains across the Indian economy, destroyed precious working capital, dented business confidence, and set back economic activity everywhere in the country. In and of itself, this was a completely misdirected objective, which failed spectacularly, at great cost to both the informal and formal sectors of the Indian economy.

To Lower Interest Rates by Forcing ‘Idle’ Savings into the Banking System

As a stated goal of demonetization, this was quite Kafkaesque. On 7 December 2016, the Secretary, Economic Affairs claimed, ‘demonetization had been carried out to force Indians to put domestic savings lying idle at home into the banking system, so that banks can use that money to give loans at lower interest rates.’44 Undoubtedly, demonetization did succeed in forcing all of India to put money into the banking system, though it is questionable whether forcing people to deposit their money into a bank is a desirable or an ethical objective, or indeed, whether 86.9 per cent of the country’s Cash in Circulation can be called ‘idle savings’ lying at home.

Quite apart from the ethical questions around forcibly impounding the nation’s cash and/or savings, there are several concerns with this objective such as:


	What impact did these artificially lower interest rates have on depositors (especially on pensioners and senior citizens) who had their life savings in fixed deposits in banks? (62 per cent of Indian household savings are held in banks.)

	What effect did this move have on the profitability of banks? Did they benefit from the sudden influx of deposits?

	What effect did the upsurge in bank liquidity have on the RBI’s liquidity management operations, and at what cost? (Note: RBI’s domestic earnings declined as it had to pay interest of `17,426 crore after it mopped up excess liquidity in the banking system following demonetization. The previous year, the central bank had earned interest of `506 crore in its liquidity management operations.)



It is also true that, as a consequence of the huge inflows into the banking system, interest rates did drop, but the question is, did this lead to more lending by banks (and therefore more productive investment and a virtuous cycle of economic growth) which is presumably what the government wished to achieve? We have addressed the impact of demonetization on savings and investment in an earlier chapter, but for the purposes of this Report Card, the data45 by which we can judge this objective is as follows:


	Increase in Bank Deposits: Aggregate deposits during the demonetization period increased by `6,720 billion.46 

	Decrease in Fixed Deposit rates: The incremental deposits into banks were mostly current accounts (on which no interest is paid) and savings accounts (on which most banks pay 3–4 per cent). As a consequence, Indian banks were flush with low-cost funds, and lowered their domestic term deposit rates. The median-term deposit rates of scheduled commercial banks declined by 38 basis points (bps)47 during the period November 2016–February 2017.

	Decrease in Lending Rates: The combination of lower fixed deposit rates and the sharp increase in low-cost current and savings accounts (CASA), allowed banks to reduce their lending rates. The WALR of banks in respect of fresh rupee loans declined by 56 bps during the period November 2016–January 2017.
The Median Reduction in both Deposit and Lending Rates – post-demonetization (up to 7 March 2017) is summarized in the table below.

Table 14: Decrease in Bank Rates Post Demonetization

(basis points)



	Bank Group	MCLR
(Median)	Term Deposit Rates
(Median)

	1 year	Up to 1 year	1 to 3 years	All Tenors



	Public Sector Banks	85	 26	35	28

	Private Sector Banks	65	 50	48	50

	Foreign Banks	40	8	34	6

	Scheduled Commercial Banks	70	31	40	 38




Source: RBI Report on Macroeconomic Impact of Demonetization, 10 March 2017.


	Impact on Lending: Despite the fact that banks were flush with funds and interest rates had fallen, lending and credit declined instead of increasing. Data excerpts from the Economic Review section of the RBI’s 2017 Annual Report show how drastic the decline was:




	The growth in non-food credit extended by scheduled commercial banks (SCBs) reached a low of 5.8 per cent at end-March 2017, the lowest since 1994–95 (10.9 per cent in the previous year). Banks typically build up credit portfolios at the end of the year for balance sheet considerations. Excluding this window-dressing, non-food credit growth as on 17 March 2017 was even lower at 5.1 per cent vis-à-vis 10.9 per cent on the corresponding day in the previous year.

	Real credit growth showed a sharp deceleration to 1.8 per cent from 5.8 per cent a year ago.

	Credit to all major sectors, barring services, decelerated/contracted during 2016–17.

	Credit to agriculture slowed down to 12.4 per cent from 15.3 per cent in the previous year. 

	Credit to industry contracted by 1.9 per cent during 2016–17, in contrast to a growth of 2.7 per cent in the previous year. 

	Credit to infrastructure (which accounts for about one-third of the outstanding bank credit to industry) contracted by 6.1 per cent in 2016–17 on top of a low growth of 4.4 per cent in the previous year. Within infrastructure, credit growth contracted/decelerated in respect of all major segments such as power, telecommunication and roads. 

	Credit to textiles and engineering goods also declined. 



Worse still, the impact of demonetization persisted well into 2017.


	During 2017–18 (up to June 2017), overall credit slowdown has persisted with most sectors witnessing deceleration or contraction. While credit to industry continued to contract, credit growth to agriculture slowed down significantly to 7.5 per cent in June 2017 from 13.8 per cent in the corresponding period of the previous year. Credit to the services sector decelerated sharply, reflecting slowdown across all its sub-components, barring trade and other services. 



The Economic Review went on to candidly explain the reasons for lower credit offtake:

A combination of factors drove down credit growth despite softening of lending rates.


	The subdued state of economic activity; 

	risk aversion in the banking sector with a legacy of NPAs and capital adequacy requirements acting as a binding constraint on banks; 

	one-off/statistical factors such as loan write-offs; and

	banks’ pre-occupation with exchange of notes/deposits following demonetization.



The simple truth is that Indians, like honest people everywhere, borrow when they feel confident about the future and their ability to sell their goods and services profitably and repay their loans; they do not borrow just because interest rates are slightly lower.

Equally important, Indian banks, reeling under a mountain of NPAs and struggling to meet capital adequacy norms, were not overenthusiastic about further lending. Demonetization compounded their problems – as their borrowers got hit by its economic impact, and they themselves got buried under the extra load of exchange and counting of notes.

Ignoring both the data and all of the above, Shaktikanta Das announced at the Asian Development Bank (ADB) Conference in Yokohama in May 2017,48 ‘The impact of demonetization was very, very transient and has not spilled over to the current financial year... Post-demonetization, the rates have come down, there is scope for further transmission of rates. I would expect that to happen. We see signs of revival in credit cycle.’

The prevarication and obfuscation of data on demonetization were not confined to India. Unfortunately, this was carried to international audiences too.

To Bring Down Real Estate Prices

Given the high real estate prices in India, this objective was widely welcomed, especially amongst aspiring homebuyers. The Housing and Urban Affairs Minister, Hardeep Singh Puri, claimed success on this score a year after demonetization.

In an interview with The Times of India on 9 November 201749, he stated that post-demonetization, the real estate sector had seen a drop in prices by up to 5–10 per cent. In addition, many developers had offered freebies during the past one year, in the range of 5–7 per cent. According to the Housing and Urban Affairs Ministry, the effective discount/correction was, therefore, expected to be up to 15 per cent.

 The minister also said, ‘The data also showed that the average resale price of properties witnessed a dip of 10–15 per cent immediately after demonetization… In fact, there could be further price correction and the Ministry is optimistic most of the non-serious and fly-by-night players will vanish soon.’

However, when asked in the Rajya Sabha for the data that supported the claim that demonetization had brought down realty prices, the Minister was forced to admit in a written reply50 to the Parliament that ‘No such study has been carried out by the Ministry of Housing and Urban Affairs.’

In fact, data shows that real estate prices actually increased across the country, both during and immediately after demonetization. The RBI publishes an all India House Price Index (HPI) on its website each quarter.

As shown below, house prices increased every quarter between June 2016 and December 2017, showing that demonetization failed in this objective as well.

Table 15: Change in Housing Prices Post Demonetization




	Quarter
	Year on Year Growth
	Sequential Increase
Per cent (Q on Q)





	July–September 2016
	7.7 %
	



	October–December 2016
	8.3 %
	2.3 %



	January–March 2017
	10.4 %
	2.2 %



	April–June 2017
	8.7 %
	3.8 %



	July–September 2017
	7.3 %
	0.4 %





Source: RBI web site (https://www.rbi.org.in), on the Database of Indian Economy (DBIE) portal, quarterly Press Releases. (Base: 2010–11=100).

The HPI is based on transactions data received from housing registration authorities in 10 major cities (viz., Mumbai, Delhi, Chennai, Kolkata, Bengaluru, Lucknow, Ahmedabad, Jaipur, Kanpur and Kochi).

My Perspective

As report cards go, the demonetization Report Card is an important one.

Notwithstanding numerous claims of success by various ministers and bureaucrats, factual data shows that the Modi government failed to achieve any of the eight major stated objectives of demonetization.

The 2016 demonetization was not just a complete failure, but given the crippling economic costs and the debilitating human impact of the move, also an unmitigated disaster.

Hopefully, this report card will give future governments pause to reflect on the policy measures that can and should be taken to achieve important objectives such as tackling black money, corruption, and counterfeiting, as also on measures that they should not take.

To paraphrase the words of former Governor of the RBI I.G. Patel ‘We should beware of gestures that produce much work, great pain, and little gain.’51


Conclusion

A nation cannot suffer, it cannot feel pain, it cannot feel fear, it has no consciousness… civilians suffer, but the nation cannot suffer...

It’s not such a good idea to cause suffering to real entities in the service of fictional stories.

– Yuval Noah Harari, author of Sapiens

India’s 2016 demonetization evokes strong feelings, both amongst its critics and its supporters.

When asked my views, during the roller-coaster demonetization period, I summarized them as follows:

Every Indian will agree with the stated objectives of demonetization, namely, removing black money and corruption and tackling fake notes and terrorism.

Only time will tell whether demonetization was the correct policy to achieve these objectives.

Personally, I do not believe it was.

But there can be no disagreement that the 2016 demonetization was extremely poorly executed, causing untold hardship to millions across the India especially the poorest.

I believe it will set the Indian economy back and has also shaken the faith of the common man in the banking system and the RBI – our central bank.1

The economic data, and views of the majority of economists, in the period since demonetization seem to support these views.

While the opposition parties have roundly criticized it as a disastrous failure, spokespersons of the government have tried to showcase the demonetization exercise as a grand success that will have manifold long-term benefits for the Indian economy.

Stepping back and rising above politics, the basic issue confronting each one of us who cares about the future of India, is what that future holds for our children and grandchildren.

Prime Minister Modi received a record mandate in 2014 as the people of India voted for ‘Achhe Din’. More jobs, greater ease of doing business, more transparency, more opportunities, more prosperity, and more wealth – this was the vision. His speeches went to the heart of the dreams and aspirations of every Indian, and this is why India voted for him.

I believe that our country is poised at a critical point in history. In the next few decades, we can create the enabling circumstances to empower our people to rise from poverty into prosperity. If we can capitalize on the demographic dividend of our millennial generation, and harness the talent and entrepreneurial skills of our people, this could be the dawn of a golden age for India.

However, this is also a period fraught with great challenges.

Every day, almost 33,000 young Indians enter the workforce. Many of them are ill-equipped with the skills needed for the twenty-first century. Growing unemployment, low economic growth, and declining investment levels are leading to a situation where these young people are not being provided with opportunities for gainful employment. As traditional occupations like farming are no longer able to provide a viable livelihood or satisfy their aspirations, protests are growing across the country by farmers, demanding higher prices for their produce and reservations for their children. The increasing incidents of violence by aimless and unemployed youngsters against ‘others’, be they women, Dalits, or members of minority communities, point to a future where our demographic dividend could well turn into a demographic disaster.

The global scenario has also turned unfavourable. Rising oil prices and falling exports have put pressure on the rupee. Increasing protectionism and the very real possibility of reciprocal trade wars do not bode well for India. As robotics and Artificial Intelligence become more ubiquitous, we will start to lose the advantages of low-cost manpower.

There are also the challenges of pollution and climate change and their impact on the health, livelihoods, and homes of millions of Indians. This is increasingly evident from rising health costs across the country and the human and financial costs of recent droughts and floods.

Gazing at the future, a range of questions confront us. The 10 most important ones in my view are:


	How will we create opportunities for gainful occupation and/or employment for the 12 million young Indians who are entering the workforce each year?

	Will our path to development be characterized by large-scale migrations from rural to urban areas and if so, do our cities have the governance structures and infrastructure to cope?

	Can we find ways to make farming and agrarian activities not just sustainable, but attractive to young people?

	Will industries create enough jobs or does the advent of automation, robotics and Artificial Intelligence curtail these possibilities?

	Can we grow and develop our economy without fatally polluting our air, water and land, while protecting the precious bio-diversity of flora and fauna that India is blessed with in the face of a changing climate and its consequences?

	How do we tackle the menace of corruption, cronyism and black money?

	How will we cope with the growing polarization of views that threaten to divide the country on grounds of religion, caste and community?

	How do we ensure justice is fair and speedy and that the rule of law is applicable to all irrespective of political, money and social power?

	How will we finance and build the physical (e.g., roads, electricity generation, etc.) and social (e.g., education and health) infrastructure, which will enable and empower our citizens to maximize their potential?

	How will we deal with geo-political challenges that confront us and deal with the growing threat of terrorism?



In short, what do we need to do to ensure ‘Achhe Din’ for our children?

These are the challenges that have confronted every government in India, since Independence, and indeed it can be argued, depending on which side of the political spectrum one is, that progress has been made on many fronts. However, it is equally true that much remains to be done.

As an optimist on the future of India, I believe the next few decades could be the golden years for India. Our people have the entrepreneurial skills and innovativeness to help our economy prosper. We have a consumer market of such size and depth that there is room for a billion entrepreneurs, ranging from the tiny solo-preneur to the global-scale titans of Indian industry, to coexist and flourish. Given our high propensity to save, domestic savings can both help propel this growth and finance our infrastructural deficits. The list of India’s competitive advantages is a long one, and, I believe, more than adequate to overcome all the challenges we face.

What we need, however, is honest and competent leadership. Leaders who genuinely pursue the maxim of ‘Maximum Governance, Minimum government’.2 Who provide a safe and secure environment for citizens to lead their lives and where the rule of law and justice prevail. Who invest in the infrastructure needed to skill Indians and develop India. And who create a level playing field for every Indian to maximize her potential, without having to battle the obstacles of corruption and cronyism that stifle creativity, innovation and enterprise.

The tragedy of our present-day politics is that in their quest to win elections, many of our politicians and political parties have lost sight of the fact that winning or losing is not the objective – creating a better future for Indians is.

Their slogans have captivated our imagination for 70 years. Sadly, we wait in vain for them to deliver, and, in the meanwhile, suffer the consequences of ill thought-out policies that are badly implemented, ranging from nasbandi to notebandi.

One can only hope that as we journey into the future, our political leaders pay heed to the wise words of Milton Friedman who said, ‘The government solution to a problem is usually as bad as the problem and very often makes the problem worse.’

Had those who made the decision and ‘planned’ for India’s 2016 demonetization reflected on this sage advice, they would not have gone ahead.


Appendix 1

Text of Demonetization Announcement by Prime Minister Narendra Modi, 8 November 2016

My dear citizens,

I hope you ended the festive season of Diwali with joy and new hope. Today, I will be speaking to you about some critical issues and important decisions. Today, I want to make a special request to all of you. You may recall the economic situation in May 2014 when you entrusted us with an onerous responsibility. In the context of BRICS, it was being said that the ‘I’ in BRICS was shaky. Since then, we have had two years of severe drought. Yet, in the last two and a half years with the support of 125 crore Indians, India has become the “bright spot” in the global economy. It is not just we who are saying this; it is being stated by the International Monetary Fund and the World Bank.

Source: www.narendramodi.in

In this effort for development, our motto has been ‘Sab Ka Saath Sab Ka Vikas’: We are with all citizens and for development of all citizens. This Government is dedicated to the poor. It will remain dedicated to them. In our fight against poverty, our main thrust has been to empower the poor, and make them active participants in the benefits of economic progress.

The Pradhan Mantri Jan Dhan Yojana,

the Jan Suraksha Yojana,

the Pradhan Mantri Mudra Yojana for small enterprises,

the Stand-up India programme for Dalits, Adivasis and Women,

the Pradhan Mantri Ujjwala Scheme for gas connections in the homes of the poor,

the Pradhan Mantri Fasal Beema Yojana and Pradhan Mantri Krishi Sinchai Yojana to protect the income of farmers,

the Soil Health Card Scheme to ensure the best possible yield from farmers’ fields,

and the e-NAM National Market Place scheme to ensure farmers get the right price for their produce

– these are all reflections of this approach.

In the past decades, the spectre of corruption and black money has grown. It has weakened the effort to remove poverty. On the one hand, we are now No. 1 in the rate of economic growth. But on the other hand, we were ranked close to one hundred in the global corruption perceptions ranking two years back. In spite of many steps taken, we have only been able to reach a ranking of seventy-six now. Of course, there is improvement. This shows the extent to which corruption and black money have spread their tentacles.

The evil of corruption has been spread by certain sections of society for their selfish interest. They have ignored the poor and cornered benefits. Some people have misused their office for personal gain. On the other hand, honest people have fought against this evil. Crores of common men and women have lived lives of integrity. We hear about poor auto-rickshaw drivers returning gold ornaments left in the vehicles to their rightful owners. We hear about taxi drivers who take pains to locate the owners of cell phones left behind. We hear of vegetable vendors who return excess money given by customers.

There comes a time in the history of a country’s development when a need is felt for a strong and decisive step. For years, this country has felt that corruption, black money, and terrorism are festering sores, holding us back in the race towards development.

Terrorism is a frightening threat. So many have lost their lives because of it. But have you ever thought about how these terrorists get their money? Enemies from across the border run their operations using fake currency notes. This has been going on for years. Many times, those using fake five hundred and thousand rupee notes have been caught and many such notes have been seized.

Brothers and sisters,

On the one hand is the problem of terrorism; on the other is the challenge posed by corruption and black money. We began our battle against corruption by setting up an SIT headed by a retired Supreme Court judge, immediately upon taking office. Since then


	a law was passed in 2015 for disclosure of foreign black money; 

	agreements with many countries, including the USA, have been made to add provisions for sharing banking information; 

	a strict law has come into force from August 2016 to curb benami transactions, which are used to deploy black money earned through corruption; 

	a scheme was introduced for declaring black money after paying a stiff penalty; 



My dear countrymen,

Through all these efforts, in the last two and a half years, we have brought into the open nearly 1 lakh 25 thousand crore rupees of black money belonging to the corrupt. Honest citizens want this fight against corruption, black money, benami property, terrorism and counterfeiting to continue. Which honest citizen would not be pained by reports of crores worth of currency notes stashed under the beds of government officers? Or by reports of cash found in gunny bags?

The magnitude of cash in circulation is directly linked to the level of corruption. Inflation becomes worse through the deployment of cash earned in corrupt ways. The poor have to bear the brunt of this. It has a direct effect on the purchasing power of the poor and the middle class. You may yourself have experienced when buying land or a house, that apart from the amount paid by cheque, a large amount is demanded in cash. This creates problems for an honest person in buying property. The misuse of cash has led to artificial increase in the cost of goods and services like houses, land, higher education, health care and so on.

High circulation of cash also strengthens the hawala trade which is directly connected to black money and illegal trade in weapons. Debate on the role of black money in elections has been going on for years.

Brothers and sisters,

To break the grip of corruption and black money, we have decided that the five hundred rupee and thousand rupee currency notes presently in use will no longer be legal tender from midnight tonight, that is 8th November 2016. This means that these notes will not be acceptable for transactions from midnight onwards. The five hundred and thousand rupee notes hoarded by anti-national and anti-social elements will become just worthless pieces of paper. The rights and the interests of honest, hard-working people will be fully protected. Let me assure you that notes of one hundred, fifty, twenty, ten, five, two and one rupee and all coins will remain legal tender and will not be affected.

This step will strengthen the hands of the common man in the fight against corruption, black money, and fake currency. To minimise the difficulties of citizens in the coming days, several steps are being taken.


	Persons holding old notes of five hundred or one thousand rupees can deposit these notes in their bank or post office accounts from 10th November till close of banking hours on 30th December 2016 without any limit. 

	Thus you will have 50 days to deposit your notes and there is no need for panic. 

	Your money will remain yours. You need have no worry on this point. 

	After depositing your money in your account, you can draw it when you need it. 

	Keeping in mind the supply of new notes, in the first few days, there will be a limit of ten thousand rupees per day and twenty thousand rupees per week. This limit will be increased in the coming days. 

	Apart from depositing your notes in your bank account, another facility will also be there. 

	For your immediate needs, you can go to any bank, head post office or sub post office, show your identity proof like Aadhaar card, voter card, ration card, passport, PAN card or other approved proofs, and exchange your old five hundred or thousand rupee notes for new notes. 

	From 10th November till 24th November the limit for such exchange will be four thousand rupees. From 25th November till 30th December, the limit will be increased. 

	There may be some who, for some reason, are not able to deposit their old five hundred or thousand rupee notes by 30th December 2016. 

	They can go to specified offices of the Reserve Bank of India up to 31st March 2017 and deposit the notes after submitting a declaration form. 

	On 9th November and in some places on 10th November also, ATMs will not work. In the first few days, there will be a limit of two thousand rupees per day per card. 

	This will be raised to four thousand rupees later. 

	Five hundred and thousand rupee notes will not be legal tender from midnight. However, for humanitarian reasons, to reduce hardship to citizens, some special arrangements have been made for the first 72 hours, that is till midnight on 11th November. 

	During this period, government hospitals will continue to accept five hundred and thousand rupee notes for payment. 

	This is for the benefit of those families whose members may be unwell. 

	Pharmacies in government hospitals will also accept these notes for buying medicines with doctors’ prescription. 

	For 72 hours, till midnight on 11th November, railway ticket booking counters, ticket counters of government buses and airline ticket counters at airports will accept the old notes for purchase of tickets. This is for the benefit of those who may be travelling at this time. 

	For 72 hours, five hundred and thousand rupee notes will be accepted also at

	Petrol, diesel and CNG gas stations authorised by public sector oil companies

	Consumer co-operative stores authorised by State or Central Government

	Milk booths authorised by State governments

	Crematoria and burial grounds. 

	These outlets will have to keep proper records of stock and collections. 





	Arrangements will be made at international airports for arriving and departing passengers who have five hundred or thousand rupee notes of not more than five thousand rupees, to exchange them for new notes or other legal tender. 

	Foreign tourists will be able to exchange foreign currency or old notes of not more than `5000 into legal tender. 

	One more thing I would like to mention, I want to stress that in this entire exercise, there is no restriction of any kind on non-cash payments by cheques, demand drafts, debit or credit cards and electronic fund transfer. 



Brothers and sisters,

In spite of all these efforts there may be temporary hardships to be faced by honest citizens. Experience tells us that ordinary citizens are always ready to make sacrifices and face difficulties for the benefit of the nation. I see that spirit when a poor widow gives up her LPG subsidy, when a retired school teacher contributes his pension to the Swachh Bharat mission, when a poor Adivasi mother sells her goats to build a toilet, when a soldier contributes 57 thousand rupees to make his village clean. I have seen that the ordinary citizen has the determination to do anything, if it will lead to the country’s progress.

So, in this fight against corruption, black money, fake notes and terrorism, in this movement for purifying our country, will our people not put up with difficulties for some days? I have full confidence that every citizen will stand up and participate in this ‘mahayagna’. My dear countrymen, after the festivity of Diwali, now join the nation and extend your hand in this Imandaari ka Utsav, this Pramanikta ka Parv, this celebration of integrity, this festival of credibility.

I am sure that all political parties, all governments, social services organizations, the media and indeed all sections of the society will take part in this with enthusiasm and make it a success.

My dear countrymen,

Secrecy was essential for this action. It is only now, as I speak to you, that various agencies like banks, post offices, railways, hospitals, and others are being informed. The Reserve Bank, banks and post offices have to make many arrangements at very short notice. Obviously, time will be needed. Therefore, all banks will be closed to the public on 9th November. This may cause some hardship to you. I have full faith that banks and post offices will successfully carry out this great task of national importance. However, I appeal to all of you to help the banks and post offices to meet this challenge with poise and determination.

My dear citizens,

From time to time, based on currency needs, the Reserve Bank with the approval of the Central Government brings out new notes of higher value. In 2014, the Reserve Bank sent a recommendation for issue of five thousand and ten thousand rupee notes. After careful consideration, this was not accepted. Now as part of this exercise, RBI’s recommendation to issue two thousand rupee notes has been accepted. New notes of five hundred rupees and two thousand rupees, with completely new design will be introduced. Based on past experience, the Reserve Bank will hereafter make arrangements to limit the share of high denomination notes in the total currency in circulation.

In a country’s history, there come moments when every person feels he too should be part of that moment, that he too should make his contribution to the country’s progress. Such moments come but rarely. Now, we again have an opportunity where every citizen can join this mahayajna against the ills of corruption, black money, and fake notes. The more help you give in this campaign, the more successful it will be.

It has been a matter of concern for all of us that corruption and black money tend to be accepted as part of life. This type of thinking has afflicted our politics, our administration, and our society like an infestation of termites. None of our public institutions is free from these termites.

Time and again, I have seen that when the average citizen has to choose between accepting dishonesty and bearing inconvenience, they always choose to put up with inconvenience. They will not support dishonesty.

Once again, let me invite you to make your contribution to this grand sacrifice for cleansing our country, just as you cleaned up your surroundings during Diwali.

Let us ignore the temporary hardship

Let us join this festival of integrity and credibility

Let us enable coming generations to live their lives with dignity

Let us fight corruption and black money

Let us ensure that the nation’s wealth benefits the poor

Let us enable law-abiding citizens to get their due share.

I am confident in the 125 crore people of India and I am sure country will get success.

Thank you very much. Thanks a lot.

Namaskar.

Bharat Mata Ki Jai.


Appendix 2

SBI Ecowrap, 7April 2016
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Source: SBI website (https://www.sbi.co.in)

[image: img]

[image: img]


Appendix 3

RBI Circulars on Specified Bank Notes (SBNs)

List of RBI Notifications Pertaining to Demonetization

8 Nov 2016–30 March 2017

Original Notifications can be viewed at: https://www.rbi.org.in/Scripts/NotificationUser




	No
	Date
	Circular No
	Contents





	1
	8 Nov 16
	RBI/2016–17/111
	ATM closure/ restarting on 11 Nov



	2
	8 Nov 16
	RBI/2016–17/112
	Demonetization announcement and Instructions to banks



	3
	9 Nov 16
	RBI/2016–17/113
	Tourists can exchange up to `5000 at airports



	4
	9 Nov 16 
	RBI/2016–17/114
	Banks to remain open on Sat Nov 12 and Sun Nov 13



	5
	9 Nov 16
	RBI/2016–17/115
	RBI sets ATM withdrawal limit at `2,000 per day per card up to 18 November 2016.



	6
	10 Nov 16
	RBI/2016–17/116
	Payment systems to remain open on Sat Nov 12 and Sun Nov 13



	7
	10 Nov 16
	RBI/2016–17/123
	Cash withdrawal limits of `10,000 per day/ `20,000 per week



	8
	11 Nov 16
	RBI/2016–17/124
	Govt departments permitted to draw more than `10,000



	9
	11 Nov 16
	RBI/2016–17/125
	Daily Reporting Formats for Bankers – 6 A



	10 
	11 Nov 16
	RBI/2016–17/127
	Issue of pre-paid instruments to foreign tourists



	11
	12 Nov 16
	RBI/2016–17/128
	Modification of Daily Reporting Formats for Bankers 6 A revised



	12
	13 Nov 16
	RBI/2016–17/129
	Modification of limits to 4500 exchange; 2500 ATMs, 24,000 OTC



	13
	14 Nov 16
	RBI/2016–17/130
	Prohibiting Exchange at District Central Cooperative Banks



	14
	14 Nov 16
	RBI/2016–17/131
	Expanding distribution locations for deposit and withdrawal of cash



	15
	14 Nov 16
	RBI/2016–17/132
	Waiver of customer charges for ATMs till Dec 30, 2016



	16
	15 Nov 16
	RBI/2016–17/133
	Indelible ink on the finger of the customers – Procedures



	17
	16 Nov 16
	RBI/2016–17/135
	Insistence on PAN card for deposits > 50,000



	18
	16 Nov 16
	RBI/2016–17/136
	Daily reporting requirements on SBNs



	19
	17 Nov 16
	RBI/2016–17/139
	Exchange of cash limited to `2,000, only once per person



	20
	18 Nov 16
	RBI/2016–17/140
	Limit on withdrawals at Point of Sale – `2,000



	21
	20 Nov 16
	RBI/2016–17/141
	ATM withdrawal limit revised to `2,000



	22
	21 Nov 16
	RBI/2016–17/142
	Current A/C and Overdraft A/C limits revised to `50,000/ week



	23
	21 Nov 16
	RBI/2016–17/143
	60 days additional time to repay loans for small borrowers



	24
	21 Nov 16
	RBI/2016–17/145
	Wedding withdrawal guidelines, procedures and documents



	25
	21 Nov 16
	RBI/2016–17/146
	Revision of withdrawal limits for farmers and traders



	26
	22 Nov 16
	RBI/2016–17/147
	Warning regarding fraudulent practices



	27
	22 Nov 16
	RBI/2016–17/148
	Advisory to DCCBs to make cash available for Rabi crop



	28
	22 Nov 16
	RBI/2016–17/149
	Wedding Circular modification 



	29
	22 Nov 16
	RBI/2016–17/150
	Instructions on limits for Pre-Paid Instruments (PPIs)



	30
	23 Nov 16
	RBI/2016–17/151
	Stop accepting SBN deposits in Small Savings Schemes



	31
	24 Nov 16
	RBI/2016–17/153
	Deposit of SBNs with RBI under Guarantee Scheme to decongest the storage facilities at banks



	32
	24 Nov 16
	RBI/2016–17/154
	Instruction to meet Cash requirements of pensioners and Armed Forces Personnel



	33
	24 Nov 16
	RBI/2016–17/155
	No further exchange of SBNs w.e.f. 24 Nov midnight



	34
	25 Nov 16
	RBI/2016–17/157
	Foreign tourists limit for exchange `5000/week till Dec 15



	35
	25 Nov 16
	RBI/2016–17/158
	Weekly limit of withdrawals incl. from ATMs `24,000/ week



	36
	26 Nov 16
	RBI/2016–17/159
	Incremental CRR of 100 per cent on incremental deposits



	37
	27 Nov 16
	RBI/2016–17/160
	Currency Chest Guarantee scheme 



	38
	28 Nov 16
	RBI/2016–17/162
	Extension of Chest Guarantee Scheme



	39
	28 Nov 16
	RBI/2016–17/163
	Relaxation of cash withdrawal limits for those depositing new notes



	40
	29 Nov 16
	RBI/2016–17/164
	Chest Balance Limit / Cash Holding Limit



	41
	29 Nov 16
	RBI/2016–17/165
	Accounts under PMJDY – Precautionary limits



	42
	1 Dec 16
	RBI/2016–17/166
	Advisory to banks to ignore Information from Unauthenticated Sources 



	43
	2 Dec 16
	RBI/2016–17/169
	Advisory on even Allocation of banknotes



	44
	6 Dec 16
	RBI/2016–17/173
	KYC and Records for re-activation of Dormant accounts



	45
	7 Dec 16
	RBI/2016–17/174
	Withdrawal of the Incremental CRR w.e.f. 10 Dec 16



	46
	8 Dec 16
	RBI/2016–17/176
	Amendment to Master Direction (MD) on KYC guidelines



	47
	8 Dec 16
	RBI/2016–17/177
	Amendment to Master Direction Circular 176



	48
	9 Dec 16
	RBI/2016–17/178
	Technical Audit of Prepaid Payment Instrument issuers



	49
	12 Dec 16
	RBI/2016–17/179
	Reporting guidelines for counterfeit notes detected 



	50
	12 Dec 16
	RBI/2016–17/180
	Reporting requirements for New notes received



	51
	13 Dec 16
	RBI/2016–17/181
	Preservation of CCTV recordings



	52
	15 Dec 16
	RBI/2016–17/183
	Compliance to Master Direction (MD) on KYC guidelines



	53
	16 Dec 16
	RBI/2016–17/184
	Rationalisation of Merchant Discount Rate (MDR) for transactions up to `2,000/-



	54
	16 Dec 16
	RBI/2016–17/185
	Reduction of charges for IMPS, USSD and UPI transactions



	55
	16 Dec 16
	RBI/2016–17/186
	Foreign tourists limit for exchange `5,000/week till Dec 31



	56
	16 Dec 16
	RBI/2016–17/187
	Notification of Pradhan Mantri Garib Kalyan Deposit Scheme (PMGKDS), 2016



	57
	16 Dec 16
	RBI/2016–17/188
	Pradhan Mantri Garib Kalyan Deposit Scheme (PMGKDS), 2016 – Operational Guidelines



	58
	19 Dec 16
	RBI/2016–17/189
	Only one deposit >`5000, till Dec 30, to be accepted only after questioning by 2 bank officers



	59
	21 Dec 16
	RBI/2016–17/191
	Reversal of Circular 189, for KYC compliant accounts



	60
	29 Dec 16
	RBI/2016–17/200
	Additional Working Capital Limits to Micro and Small Enterprises (MSEs)



	61
	30 Dec 16
	RBI/2016–17/201
	Closure of SBN scheme – Accounting guidelines



	62
	30 Dec 16
	RBI/2016–17/202
	Permitting White Label ATM Operators (WLAOs) to source cash from retail outlets



	63
	30 Dec 16
	RBI/2016–17/203
	ATM withdrawal limit revised to `4500 per day



	64
	3 Jan 17
	RBI/2016–17/208
	Foreign tourists exchange limit extended till Jan 31



	65
	16 Jan 17
	RBI/2016–17/213
	ATM withdrawal limit revised to `10,000 per day, current accounts to `100,000 per week



	66
	30 Jan 17
	RBI/2016–17/217
	Limits on ATM and Current account withdrawn, but not on Savings bank accounts



	67
	8 Feb 17
	RBI/2016–17/224
	Limits on Saving Bank Accounts raised to 50,000 per week and withdrawn w.e.f. March 13, 2017



	68
	30 Mar 17
	RBI/2016–17/263
	Foreign tourists limit for exchange withdrawn






Appendix 4

[image: img]

Source: Chief Minister of West Bengal, Ms Mamata Banerjee

Courtesy: Derek O’Brien

[image: img]

[image: img]

[image: img]


Notes

Introduction
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28.While a lower court ordered the CBI to frame charges against these politicians, higher courts ruled that the diary entries did not qualify as admissible evidence. When the CBI didn’t act on the evidence of the Jain diaries, journalist Vineet Narain approached the Supreme Court. His petition became the basis of the landmark Vineet Narain judgement of 1997. In addition to the directions above, the Supreme Court, in an attempt to shield such investigations from political interference, gave constitutional status to the Central Vigilance Commission (CVC), granted it oversight over the CBI, and mandated a fixed tenure of two years to the director of the CBI.
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31.Circular No. RBI/2016-17/191 DCM (Plg) No. 1911/ 10.27.00/2016-17.

32.Token interest rate incentives on housing and agricultural loans were announced. Some schemes of the erstwhile UPA Government, such as benefits to pregnant women for institutional deliveries, were also repackaged and renamed, to considerable derision in the media and social media.
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40.Neelkanth Mishra (Managing Director, Economist and Strategist, Credit Suisse India), ‘The hidden growth’, The Indian Express dated 6 August 2013, https://indianexpress.com/article/opinion/columns/the-hidden-growth/

41.NSSO is part of the statistical wing of the Ministry of Statistics and Programme Implementation. The quinquennial Employment and Unemployment surveys of National Sample Survey (NSS) are the primary sources of data on various indicators of labour force at National and State levels. These are used for planning, policy formulation, decision support and as input for further statistical exercises by various Government agencies.

42.A six-month field study was undertaken in 2017 by Deepanshu Mohan, Assistant Professor of Economics and Executive Director, Centre for New Economic Studies at O.P. Jindal Global University, and Richa Sekhani, former researcher at ICRIER, New Delhi. The study was undertaken in cash-run informal bazaars across Delhi such as Mayur Vihar (east Delhi) and the old markets of Chawri Bazaar, Chandni Chowk, and Meena Bazaar (Old Delhi). ‘While Destroying Delhi’s Informal Markets, Demonetisation Also Lead to Rising Informalisation’, The Wire dated 21 July 2017, https://thewire.in/economy/urban-informal-markets-demonetisation

43.‘Instant Recall: How Modi Government Kept Changing Demonetisation’s Goalposts’, The Wire dated 31 August 2017, https://thewire.in/economy/modi-demonetisation-aims-golas

44.Himanshu is an Associate Professor at Jawaharlal Nehru University and visiting fellow at Centre de Sciences Humaines, New Delhi.

45.This Data represents the period between 28 October 2016 and 6 January 2017 (i.e., days immediately prior to and after demonetization for which fortnightly banking system data are available). The increase takes into account outflows of NRI deposits during the period.

46.‘Macroeconomic Impact of Demonetization’, RBI Report dated 10 March 2017.

47.One basis point is equal to 1/100th of 1 per cent, or 0.01 per cent, or 0.0001, and is used to denote the percentage change in a financial instrument.

48.‘Still scope of rate cut pass-through for borrowers: Das’, Deccan Chronicle dated 5 May 2017, https://www.deccanchronicle.com/business/economy/050517/still-scope-of-rate-cut-pass-through-for-borrowers-das.html

49.‘Demonetisation helped bring down realty prices by 5-10%: Housing ministry’, The Times of India dated 9 November 2017, https://timesofindia.indiatimes.com/business/india-business/demonetisation-helped-bring-down-realty-prices-by-5-10-housing-ministry/articleshow/61569838.cms

50.In a written reply, tabled in the Rajya Sabha on 21 December 2017 by Union minister Hardeep Singh Puri.

51.Commenting on the 1978 demonetization, in his book, Glimpses of Indian Economic Policy: An Insider’s View (Oxford University Press, 2002).

Conclusion

1.During demonetization, I was interviewed frequently on print and TV media for my views. The quote above was published in an interview with the Free Press Journal.

2.The concept of Minimum Government Maximum Governance was first enunciated by Mahatma Gandhi while explaining his ideology of Swaraj. In the run up to the 2014 Lok Sabha elections, PM candidate Modi promised the nation ‘Minimum Government Maximum Governance’, if elected.
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