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ABSTRACT 
At the start of November 2016, the government of India under the leadership of Prime Minister Narendra Modi announced the demonetisa-
tion of two high value currency notes: ₹500 & ₹1000. As a result, these Bank Notes will not be used as a medium of exchange a nd/or store 
of wealth for future use. The elimination of these notes was an effort to fight corruption, counterfeiting & tax evasion in the country. 30th 
December 2016 was set as the deadline for people to exchange the notes they have in their possession. This paper does a research on the 
new financial Architecture of India’s economy & the banking regulations set by the government thereafter.  
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Executive Summary 

The announcement surprised many people sending financial shock waves across the country. The shares signifi-

cantly dipped below the daily normal performance. See the figure below and take note of the 200-day moving 

average. 

 

Figure 1Behavior of stocks after the announcement 
 
These two bank notes constituted approximately 86.4% of the Nation’s currency translating to a whooping total 

of USD 22.5 billion in value of all the cash in circulation. Notwithstanding the widespread acceptability & 

availability of electronic settlement systems, India predominantly relies heavily on cash & therefore the effects 

will be greatly felt.  
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Below is a diagrammatical representation of denominations held by the economy by November 2016  

 

 

 

 

 

This swift disruption meant that businessmen & citizens should embrace & start using digital payments plat-

forms such as mobile-banking, debit cards, internet banking, pre-paid cards etc. To encourage these digital 

payments, the government decided to implement a scheme where people’s Aadhar cards will be made an alter-

native for all types of payments and transactions. The Unique Identification Authority of India (UIDAI) is in the 

process of developing a mobile application that can be used by seller and buyers to make transactions. As per 

the Chief Executive officer of UIDAI, Mr. A B Pandey, the online transaction via the Aadhar card would simply 

be executed between two entities or individuals by firstly linking the bank account with the Aadhar card and 

then entering the 12-digit unique identification number in a mobile device equipped with Aadhar-enable app 

followed by a biometric scan to verify.  
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This complete wipe-out of over 86 percent of the currency in circulation has resulted in extreme contraction of 

the supply of money in the economy. This decrease in the money supply is unquestionably a contractionary 

monetary move. It means that several transactions will be eliminated in the short run because there is insuffi-

cient medium of exchange. In the medium term, banks will accumulate additional deposits & these seem likely 

to stimulate a sizeable increase in the probable credit that can be made in the economy (Rai entire). Shortly after 

the demonetization start date i.e. November 8, most banks in India saw a shoot in customer deposits. In refer-

ence to data from the RBI (Reserve Bank of India) given out on November 21st, deposits surpassed the 5 tril-

lion-rupee mark from November 10-18th. After ₹500 & ₹1000 banknotes ceased to be a legal tender in India, 

this is the highest liquidity absorption by the Reserve Bank of India, according to India Ratings and Research 

Pvt. Ltd.  

 At ₹68.2 to $1, it translated to $75 billion in-terms of deposits in just 8 working days (Reuters entire).  

Figure 2: Marginal Cost of funds-based Lending Rate: Major Indian Banks 

Most Banks saw a sharp increase in fixed deposit accounts since the demonetisation. It is due to these effects 

that banks drastically lowered their deposit rates. One of the prominent banking institution of India, State Bank 

of India (SBI) reduced deposit rates from a year to 455 days to 6.90%, down 15 basis points, while kept the 7% 
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rate for deposits between 211 days to one year unchanged.  Away from reducing term deposit rates, commercial 

banks lowered their loaning rates too. From April 1 Indian loans were approved with reference to the Marginal 

Cost of funds-based Lending Rate (MCLR), rather than the Base Rate, which was formerly used. These adjust-

ments suggest that some transformations for the consumer & the banking framework may have grave ramifica-

tions for macro-economy & the consumer behaviour (Dubbudu entire). Since there is a massive dash in the de-

posit base, it has brought down the cost of funds for banks, which is why they are planning to lend loans at low 

interest rates. Now, these banking institutions are planning to invest in government bonds.  However, since these 

banks have deposited so much in reverse purchase operations under the liquidity adjustment facility wherein the 

RBI accepts money from banks by offerings these banks government securities as bonds as collateral, shortly 

RBI’s ₹ 7 trillion worth securities are likely to face a pressure. And it is possible, that this liquidity flush might 

force the Reserve bank of India to sell bonds in the secondary market to absorb this liquidity. There are certain 

solutions that the reserve bank should plan to undertake like to issue cash management bills against the new de-

posits, hike the Cash reserve ratio, route towards the use of the Market stabilization schemes or even open up an 

uncollateralized window of liquidity absorption (Nair). To an extent, this high deposition of liquidity can be 

seen as a way towards achieving one of the macroeconomic objects. For example, as per the demonetization 

program, any deposit that significantly exceeds the amount ₹2.5 lakh and reflects an abnormal rise in income 

would become a likely subject to scrutiny and would also be subjected to a 200% penalty. This means some on 

the money will be taxed, which would not have been taxed before the implementation of demonetisation poli-

cies. Therefore, the budget deficit of the government will be relatively lesser, which will certainly have wide-

spread effects on the inflation in the economy.  

New Financial Architecture after the Demonetisation 

Banking industry was the largely affected amongst the financial services sector industries.  Financial analysts & 

Economists predict this abrupt contraction will definitely hinder the growth of India's economy in a great way. 

The effects of this Demonetization could last two to three quarters. Consequently, the GVA (Gross Value Added) 
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& GDP (Gross Domestic Product) from November 2016 through January to March 2017 could be notably lower 

as compared to previous periods (The Indian Express entire). 

Since banks are the lynchpin of this entire process of demonetisation, they will perhaps benefit the most. After 

the exchange of the old currency by December 31st, banks would benefit from greater deposits and transaction 

volumes, lesser cash handling costs and increased acceptance of digital channels. They are also going to benefit 

from the increased financial savings by insurance companies and asset or wealth management companies. A day 

after, ₹500 and ₹100 notes ceased to be a legal tender, the National 50 stock exchange closed down to 1.31%, 

while the Bank NIFTY closed higher by 0.09% which is a clear indicator of the growth of the banks in the com-

ing months.       

We know that the deposition of the cash in the short term may rise, but gradually, in the long term, the effect is 

going to come down. Currently, the savings which these banking institutions hold are the liquid cash that people 

stored with them in their hands. It is unrealistic to believe that such savings will only exist with the banks in the 

long term. The main reason why people saved money in the banks was to convert the old currency notes into the 

new notes. It is clearly not the voluntary savings aimed by people to get interest payment on their savings and 

most likely, it will be converted into running liquidity by these people as soon as the new currency is fully in the 

money circulation in the economy. And what is believed by people that there will be big savings in the banking 

system in the long term does not seem true at this point of time since these savings are simply for the time being 

and can be called as short term deposit.  

Furthermore, it is clear that as the deposition of money continue to increase in these banks, the CASA ratio 

(the ratio of deposits in current and savings accounts to total deposits) will increase which will further increase 

the net interest income and the net earnings of the banks.  This is because, as CASA will increase, there will be 

an increased amount of deposits in the current and the savings account. This way the banks will get funds at 

relatively lower interest rates because banks do not pay interests on current account deposits, a pay a low per-

centage of interest on savings account deposits. 
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One major issue that may come up as this transformation happens is that there will be a mismatch between in-

clinations to cash & the accessibility of cash. Before traders adjust to the use of the digital payments systems, an 

increase in demand for cash may create an environment where agents are forced to pay a fee to get the legal cur-

rency. Banks will be forced to visualise in a risk averse perspective the fraction of deposits that they can lend to 

their customers since they can borrow from the call market but at a higher cost.  

At a macro-economic perspective, this abrupt wipe out of a medium of exchange would lead to contraction of 

employment, consumption & income. Then again, the effect of the 2nd change, i.e. cash being replaced partly in 

the system would have negative effects of expansion in potential credit development. This potential credit mak-

ing process would equate to actual credit making given there is enough demand for loans. If the demand for 

loans in the country is great enough, the probable credit can be actualised. Out of the loans made, other things 

held constant, it can be projected some part of the loans, will be for industrious reasons. This directly translates 

to growth in investments throughout India & consequently a rise in GDP & employment afterwards (Watson 

entire).   

A contraction in demand in India would subsequently reduce the emotions propelling investments. This means 

that loans demand would keep on going down and the expected creation of credit would not be accomplished 

instantaneously. 

It is true that after demonetisation of the Indian’s currency in early November 2016, the rupee became weaker 

than over 100 countries world-wide. A six months data before demonetization starting May 8, 2016 to Novem-

ber 19, 2016 can clearly depict the facts. See below table 

 

(Statistic time.com) 

This weakened currency is expected to negatively impact on the inflation as consumers reduce the spending 
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significantly. They have refrained from buying any items apart from the essential consumables, fuel & energy 

requirements & medical needs. In fact, a 30% decline in prices of houses has been noted since the activity real 

estate which involves large sums of cash & untraceable transactions has slowed down. Inflation of food related 

items is at an overall 47.3% on the Consumer Food Price Index (CPI). 

If we look at the banking infrastructure of the Indian economy after the demonetisation of the Indian currency, it 

would not come as a surprise to see the Cooperative banks, which are particularly important for farmers and 

lower income groups who want small ticket loans in less time, face adversities. These adversities unfolded be-

cause the Reserve bank of India refused permission for cooperative banks to accept or exchange old currency 

for the new currency. Mainly because the authorities believed that the checks and balances were not strong 

enough to support this move of injecting the unaccounted money in the banking system. Also, since these finan-

cial bodies are not properly regulated and are often run by politicians or local corporates, this move could have 

failed. Post Demonetisation, these banks could only deal in denominations of ₹100 or the accept deposits of 

new currencies that are barely available in the money supply which forced them these banks to enter into a li-

quidity crunch. This movement has taken away the trust of citizens away from cooperative banks since custom-

ers are now afraid of depositing their earnings or taking a loan against their collaterals from local cooperatives 

banks. Now the challenge lies for the government in restoring the normalcy in the sector or there would be a 

change in the banking architecture of the country with several cooperative banks shutting down and people 

moving towards commercial banks. And therefore, the commercial banks can be seen benefitting the most from 

this move since most of the cash in circulation now will be converted to bank deposits, commercial banks will 

be the biggest beneficiaries. Although all the commercial banks will benefit from this, but banks like HDFC and 

ICICI which operate under strong technological influence will be able to make use of the ongoing changes to 

their advantage. These banks will benefit from the retail boost, as despite a number of private e-wallet compa-

nies popping up, India’s banking sector strongly dominates the retail payment system which would become 

even more prevalent as the country moves towards a cashless society. And now the people would opt or digital 
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channels of payments, rather than transitioning to the new currency notes. But on the contrary, there are several 

infrastructural issues even in the digital system such as obsolete banking technology as well as the not the com-

pletely advanced telecommunication industry which are like the backbones for digital transactions. Unless and 

until, these digital transactions are accessible anywhere and anytime, people would not rely on them for them 

being a medium of exchange. For example, in many parts of India, there is very limited and intermittent elec-

tricity supply. Beside that, there are poor mobile networks across many parts of the country. These factors com-

bine and make it difficult for people to move towards the digital transaction mediums. Furthermore, apart from 

infrastructural issues, there exist language barriers too, which prevent the widespread use of digital transactions. 

Most of the banking institutions and mobile devices used for transaction are currently based on one or two lan-

guages and for a country with 22 official languages, it is seen as a necessity to make these facilities for digital 

payments available in multiple languages.  

Banking policies that the government implemented after Demonetisation 

Reserve Bank of India shortened as RBI came in strongly to regulate banking policies to ensure the economy 

was not adversely affected & to guarantee the citizens that all was well. In this section we look at some of the 

few regulations put in place. The measures taken by the government & RBI collectively, were meant to manage 

the shortage of cash flows in the country as a result of the abrupt demonetisation.  

On the November 8, 2016, RBI put a ceiling on the following; it capped the changing of old notes in banks at ₹ 

4,000, cash withdrawals in bank branches was set to ₹ 10,000 daily up to 24 Nov, Over the ATM cash with-

drawals from limited to ₹ 2,000 daily per-card until 18 Nov,. All these were aimed at minimizing the withdraw-

als which the banks by then could not handle since they were ill-prepared. It also gave RBI time to prepare new 

currency introduction. 

On November 13th 2016, RBI relaxed some of the ceiling levels & did the following; RBI increased limit on 

cash withdrawals at the branches to ₹ 24,000 weekly from 20,000, it abolished the daily withdrawal limit ceiling 

of ₹ 10,000, & increased the limit for exchange of old notes in the branches to ₹ 4,500 up from 4,000, It also 
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abolished ATM charges for all transactions by bank customers till 30th Dec 2016. These came barely a week af-

ter the demonetisation. 

On 15th November, the government said that banks must use ineffaceable ink to restrict people from changing 

cash more than once. This was to ensure that no one benefits more & that no one made gains out if the process 

of changing money. A few days after, government let sharecroppers to access up to ₹ 25,000  weekly from their 

secured crop credit, it also gave more time to farmer to pay their crop premiums fortnightly, it went further to 

limit changing of old notes at the bank branches to ₹ 2,000 from 4,500.  Agriculture being a major part of In-

dia’s economy, the government had to extend some of the ceiling for farmers so that the country doesn’t suffer 

adversely. For example, this is the season for Rabi sowing for which farmers needs to buy the seeds. Although 

the ceilings for farmers was extended, banks were unable to ration between people who needed money for pur-

chasing these Rabi Seeds or for consumption. Post demonetisation, the Indian government has also touched up-

on the critical issue of financial inclusion more effectively in the economy, since a large number of people in the 

country do not have bank accounts open or do not have an access to banking services. In order to tackle this is-

sue, the government promoted the ‘Jan-dhan Yojna’ program which is national mission for financial inclusion to 

ensure access to financial services like banking, remittance, credit, insurance and pension for the Indian citi-

zens. As compared to the scenario earlier, when it was difficult to open an account in the nationalised banks, this 

program has made it easier for citizens to open a bank account. Incentives like interest on deposits, accidental 

insurance cover of ₹1 lac are some of the benefits that the government tried to include to effectively promote 

financial inclusion in the economy. However, this policy still is not able to curb this issue since in some parts of 

the country, there are not banks in the radius of 10 km which makes it almost impossible for people to access 

these financial services, which is why some Jan-dhan accounts remain dormant. 

On November 22nd, RBI set the balance kept in prepaid wallets, cards (PPIs) at ₹20,000 from 10,000 till 30 

December.  Merchants were allowed to transfer up to ₹50,000 from PPIs to banks till December 30th.  It also 

raised monthly limits on transactions via PPIs to ₹ 20,000 for 10,000 till December 30th 2016. All indications 
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show that the economy by this date was getting back to its feet. Later on 25th November, RBI said that old cur-

rency notes could only be exchanged at RBI branches & stopped over the counter exchange of old banknotes 

saying that they can only be deposited in bank accounts. 

Conclusion 

India’s government shook the nation & the financial world too by doing the unthinkable by turning the ₹500 and 

₹1000 into worthless papers overnight. We might consider the banking architecture of the Indian economy will 

improve as it will be seen moving towards a cashless society and this cashless society will therefore increase 

credit access and financial inclusion. Moreover, the existing accounted money of the people will be known to 

the government, while it will be put by banks on loan to earn interest payments. And indeed, this demonetisa-

tion was a bold move to crackdown on counterfeits, corruption & the untaxed grassroots economy. But though a 

good move, it adversely affected the country’s economy which may take a long time to recover as seen in this 

paper.  
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