Growth pangs of demonetisation

The ease at which the currency is replaced is key

WITH the notso-encouraging response
to its Income Declaration Scheme-20186,
whichunearthedjustabout0.5% of GDP,
the governmentcameout with the policy-
surprise of discontinuing 500- and 1,000-
rupee notes. Asthe government is deter-
mined to curb terrorism financing,
counterfeitingaswell as unaccounted in-
come, the demonetisation measure is
clearlyabold oneandexpected tobeeffec
tive. However, as many analysts pointed
out, given the share of the value of these
currency notes is about 86.3% of curren-
cy in circulation at the end of FY16, the
success of this policy depends heavily on
the speed and smoothness at which the
existing currency in circulation is re-
placedw ithnew currency.

At amacro level, it would be interest-
ing to know what could be impact of de-
monetisation policy onthe growth, infla-
tion, government revenues, and so on.In
this small note, we trytoempirically look
at these issues. However, ex ante, atthis
stage, given it is difficult to ascertain the
degree of replacement, the figures de-
rived here are at best based on partial
analysis and indicative that is subjective
tokeyassumptions.

Here, following thequantity theoryof
money framework that explains the
longrun relationship between money
supply, output and prices, simulations
are carried out to understand the im-
pact on output and inflation. At present
(FY16), ‘currency with public’ is esti-
mated tobeabout 13.2% of broadmoney,
at a whopping 75% of reserve money
stock with the money multiplier being
largest at about 5.7. Most risky for this
analysisistheassumption about theex-
tent of unaccounted money in the econ-
omy. While the media provided various
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Simultaneous polls abad idea

This refers to the editorial ‘Demonetising politics'
(FE, November 17). During the debate that took
place in the Constituent Assembly, professor KT
Shah was critical of the *heavy cost of seeking
representation” which inevitably led to the failure
of democracy in actual practice. He suggested
that all election expenses be paid out ofthe public
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unauthenticated esti-
mates about the extent of
unaccounted incomes in
the country, following the
currency-demand ap-
proach (by Friedrich
Schneider), India’s unac-
counted incomes is esti-
mated to be about 23-26 % of
GDP and this could be in
the form of currency (do-
mestic and foreign), gold
and precious metals, im-
movable assets, ete.
Following demonetisation, what is
generally expected isthat amajor part of
the currency with the public will be ex-
changedandsomepartof itwillendupas
deposits as well. This, through money
multiplier, could enhance economic ac-
tivity substantially However, due to un-
accounted incomes, the replacement
might not be complete and the extent of
currency that could not be part of the re-
placementdepends on theextentof black
money and might be substantial. This
would havea differential impact on GDP
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growth and inflation in dif-
ferent times. As per theory,
the impact of change in
money-supply is expected
to be significant on output
in the short-run. However,
in the long-run, its impact
could be highest on prices
but less onoutput. This can
be explained through the
accompanying graph.

As demonetisation
would reduce the money
supply due to incomplete
replacement in the system, this is ex-
pected toreduce the GDP growth noton-
lyvinthe shockyear butalsoin the t+1 pe-
riod. However; as some of the currency
thatwasnotpartof thefinancial system
earlier comes back to the banking sys-
temand therearepoliciesto increasethe
cashlesstransaction intheeconomy, one
should expect the improvement in the
money multiplier. This should have pos-
itive impact on growth and expected to
result in higher growth than in the base
case. There are other channels through
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treasury and that anyone who fails to secure less
than 10 percentage of votes should not be entitled
to claimsuch expenses. To ensure that candidates
who for lack of funds would ot herwise not be able
to come forward for public service, he suggested
that the scale of expenditure should be laid down
so that there is “no abuse of this privilege™. It is
unfortunate that even today elections in India are
influenced more by the personality of the candi-
dates contesting the elections than larger elec-
toral issues. This leads tocreation ofvotebanksin
the country and voters of the same hue are swept
by “waves” into donning a particular political out-
fit. Parties with large party funds carry on elec-

tion campaigns, extending over months perhaps,
and involving hundreds of workers to canvas
votes. The Constituent Assembly did not explic-
itly lay down any provision for simultaneous elec-
tions to panchayats, local bodies, state assem-
blies and Parliament. However, Syed Muhammad
Sa'adulla did express his views on the objection
raised against simultaneous elections—"the bo-
gey of expenditure”. While the idea of simultane-

which positive impacton growth can oc-
cur. They are fiscal channel (through in-
creasein the governmentrevenues)and
the banking channel (through down-
ward pressure on the interest rates).
Similar channels and their differential
effects canalsobeseenoninflation.

Tustratively, assume that out of the
‘currency withthepublic’, 25% (close to
Schnider’s estimates) is unaccounted
money. Further from this if half of it
comesbacktothe banking system, with
half of the money out of circulation,
thiscouldreduce the GDP by 1.1% inthe
current vear. However, due to increase
in money multiplier, thedropin GDP is
expected to be about 0.6%. What is in-
teresting is that the positive impact of
such improvement in multiplier is
much more in FY18, where the GDP is
expected to be higher than that of in
basecase, by0.7%.Inthesamescenario,
while the inflation also decline, the de-
cline ininflation in FY18 ishigher com-
pared todecline in FY17.

Asdiscussed earlier, what determines
the impact of demonetisation is the ease
at which the replacement of currency
takes place so that there is no significant
disruption to normal transactions. Go-
ing by the reports that suggest compati-
bility problems of existing ATMs with
the new notes as well as doing away with
1,000-rupeenotesduring thecrucial tran-
sition period (although, as an after-
thought, the governmentannounced that
itcould bringnew 1,000-rupeenotessoon)
imply that replacement process could be
prolonged and painful.
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ous elections sounds promising in letter, in spirit, it
could be a political hara-+kiri for a diverse nation
like India. Ina politically charged electoralatmios-
phere, the election of a common regime to office,
though highly improbable, could prove to be a
Constitutional nightmare. Therefore, sacrificing
representative democracy at the altar of adminis-
trative convenience is not a prudent idea.
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