
 

Demonetization – Significant Benefits in Long-Term 
 

Prime Minister Narendra Modi announced the demonetization of Rs. 500 and Rs. 1,000 notes presently in circulation. 

Demonetization move is aimed to combat against black money, corruption and fake currencies that also allegedly 

fund terrorism. In 2007, the World Bank estimated the size of India’s shadow economy at 23.2% of GDP. Assuming 

this ratio still holds, that’s about UDS 479 billion unaccounted for. Much of that money is expected to get 

mainstreamed because of demonetization move. In Long term; this move can have a number of positive impacts such 

as improvement in fiscal deficit, tax GDP ratio, tax compliance, transparency, reduction of black money (on a large 

level) from the economy which can change the face of Indian economy but in short term it has number of negative 

impacts which poses number of challenges to the world’s fastest growing economy.   

 

Macro view 

Shrink in Parallel economy  

The removal of these Rs. 500 and Rs. 1000 notes and replacement of the same with new Rs. 500 and Rs. 2000 Notes is 

expected to remove the black money from the economy which will reduce the black money from economy.  

 

Government revenue is expected to see significant improvement 

The Government’s tax revenue is expected to increase on account of demonetization resulting in higher spending on 

infrastructure and lower fiscal deficit of the government. Higher investment on infrastructure is likely to generate 

income and jobs in the economy which will help to improve GDP growth in longer term.  

 

Effect on GDP  

GDP growth is expected to have a negative impact for next two to three quarters due to liquidity crunch also Indian 

economy can pay cost with losing tag of the world’s fastest growing economy however in longer term liquidity 

situation is expected to be normalized on account of infrastructure spending, better liquidity, improvement in tax 

collection, higher rate of job creation, improvement in income etc.  These supportive factors will help GDP to come on 

track in longer term.   

 

Public investment will drive higher income and jobs 

Over the past two years, fiscal savings on account of lower oil subsidies gave the government room for infrastructure 

spending. Higher tax collection will now allow the government to further increase spending which will lead job 

creation and improvement in GDP.  

 

Liquidity; short-term – tight situation, long term – normalized situation 

With the older 500 and 1000 Rupees notes being demonetized, until the new Rs. 500 and Rs. 2000 notes get widely 

circulated in the market, money supply is expected to be reduced in the short-term. To the extent that black money 

does not re-enter the system which will create short term liquidity situation which is expected to have impact on 

sectors and companies which have higher ratio of cash transactions like real estate, jewelry, consumer goods etc. 

However gradually as the new notes get circulated in the market and the mismatch gets corrected, money supply will 

pick up hence we can expect normalization of consumer goods sector in long-term.  
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Significant improvement in Tax to GDP ratio  

Income tax collection is expected to increase due to unaccounted money which will be channelized through banking 

system hence onetime tax collection could be high. The government has already said declaration of unaccounted 

income because of demonetization is liable to be taxed/penalized at rate of 30% to 200% depending on the source. 

The Income declaration scheme has closed in September is expected to add nearly Rs. 300 billion to direct tax 

collection over fiscal 2017 and 2018. currently direct tax collection are only 5.5% of GDP and about 50% of total tax 

collections but this contribution is expected to rise significantly in coming years. This will help to decrease the fiscal 

deficit to the government.  

 

Chart 1: Tax to GDP Ratio 

 
 

Downward pressure on inflation in short term  

Liquidity crunch is expected to lead lower demand which will put downward pressure on inflation in the short-term, 

sectors which have high usage of cash such as housing, transport and food will have lower demand in the market 

whereas rural area also have high impact due to high usage of cash however long term situation will be normalized on 

account of better liquidity management by RBI and the government.  

 

Tax rate could be lower 

Demonetization will generate higher income tax collection arising from better compliance by wider area, if so; the 

government can reduce tax rate which will help for higher production and lower cost which will also lead higher 

demand in the economy.  

 

Effect on online transactions and alternative modes of payment: 

Cash will be gradually out from system in short-term hence people will use alternative forms of payment like digital 

transaction systems, E wallets and apps, online transactions using E banking, usage of Plastic money (Debit and Credit 

Cards), etc. Rise in alternate mode will increase demand in the market and also increase the awareness of usage 

hence we can see better digital infrastructure in the coming years.  

 

 

 



Currency market  

Indian currency was expected to be appreciated on account of lower inflation and lower circulation of currency in 

short term but it has been offset by USD appreciation against emerging markets currencies.  

 

Chart 2: INR Vs. USD   

 
 

Bond Market  

Banking system has been witnessing oversupply of liquidity which will increase the demand of bonds in short term 

resulting lower yield on bonds. The Government’s fiscal deficit will improve in long term while banking system will 

have significant liquidity which will increase the demand of bonds resulting in pressure on bond yield.  

 

Chart 3: 10 Years Bond Yield  

 
 

 

 

 



 

Hamper on counterfeit notes 

  

Demonetization is expected to curb on counterfeit notes which help to reduce terrorism, smuggling, espionage, 

other non-social activities etc. 

 

Impacts on macros 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Factors Short-term impact Medium to Long term Impact 
Overall Long –
term Impact 

GDP 

Negative: Consumption and 
investment will be lower in short 
term due to liquidity crunch which 
will lead lower GDP growth for next 
two to three quarters.  

Positive: Demonetization will help the 
government for higher tax collection; 
hence the government will start to 
invest in infra projects which will 
boost the economy in log term. If the 
government reduces income tax rate 
which may boost production resulting 
in higher income and job creation.  Positive 

Inflation 

Negative: Inflation is expected to 
have downward pressure on prices 
due to lower demand from housing, 
transport and food where share of 
cash transaction is high.  

Neutral: Inflation is expected to have 
neutral impact due to pick up in 
demand on account of infrastructure 
spending which will generate income 
and jobs for the economy.  

Neutral 

Liquidity 

Negative: market liquidity is 
expected to be lower on account of 
higher deposits in banks. 

Neutral: RBI and the Government will 
take appropriate action to maintain 
liquidity on account of substantially 
availability of funds.  

Neutral 

Fiscal 
Deficit 

Positive: The government’s fiscal 
deposit will improve on account of 
higher collections while onetime tax 
collection could be very high which 
will decrease the borrowing cost of 
the government. 

Positive: The Government’s tax 
collection is expected to increase on 
account of better tax compliance 
which will improve the tax GDP ratio 
hence the government’s borrowing 
cost is expected decline substantially 
in coming years.  

Positive 

Digital 
Payments 

Positive: High usage of digital 
sources due to liquidity crunch.  

Positive: People will have more 
awareness of digital system and start 
to use it which will help to create 
better infrastructure.  

Positive 

 

 



 

 

Impact on stock Market 

 

The liquidity crunch caused by the demonetization had negative impact across many sectors; with 86% of currency in 

circulation suddenly becoming non-usable for commercial transactions, there will be immediate impact on overall 

level of economic activities. Sectors with high proportion of cash transaction has witnessed sever disruption. We 

expect Real Estate, Jewelry, Retailing, Restaurant and Quick Service Restaurant, Logistics consumer durables, luxury 

brands cements and housing finance to face short term turbulence. Cement sector will have negative impact due to 

higher exposure to real estate sector (approximately 67% revenue comes from real estate - IBEF). We expect few 

sectors such as real estate, Jewelry and high end consumer goods to face medium term headwind in terms of 

slowdown in demand. 

 

 

Real Estate and Property: 

 

Prices in this sector are largely expected to fall, especially for sales of properties where major part of the transaction 

is cash based. In the medium term, however the prices in this sector could regain some levels as developers 

rebalance their prices. Lower interest can also help to the sector for regaining to some level over medium to long-

term.  

 

 

Effect on Banks 

 

Demonetization has increased deposit ratio in the banks (especially in PSU banks). This in turn will enhance the 

liquidity position of the banks, which can be utilized further for lending purposes. Few of the banks have decreased 

interest rate on fixed deposit hence banks will get benefit in short term.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

Impact on various sectors 

 

 

 

 

 

 

 

 

Sector Impact Remarks 

Real Estate 
Strongly 
Negative 

A. Residential projects will have a strong negative impact while commercial project 
will have lower impact as compared to residential projects. 

B. Builder will face liquidity problem in short to medium term.  
C. Land prices are expected to fall due to higher contribution of cash.  
D. Real estate bill will improve transparency in the sector. 
E. Sector will offer attractive valuation hence FDI can invest in the sector which will 

help the sector in long-term.  

Jewelry Retail 
Strongly 
Negative 

A. Nearly 80% transactions are done on cash basis which will face lower demand in 
short term.  

B. Requirement of KYC will lead lower demand in unorganized market however it may 
offer some relief to the organized sectors.  

Cement Negative 
A. Cement sector’s ~67% revenue comes from housing sector (real estate) hence it will 

have indirect impact however demand from infrastructure (exposure 13%) is 
expected to offset marginally.  

Consumer 
Durables 

Negative 

A. Demand is expected to be lowered in short term on account of high proportion of 
cash (~75%) in overall sales of consumer durables.  

B. Over the long term, its impact on the sector will be neutral as penetration for most 
durables items is still low in India and consumers would slowly move to other 
modes of payments. 

Retail 
(Organized) 

Positive 
A. The organized sector is expected to have negative impact in short term whereas it 

will be benefitted in long term on account of better infrastructure and higher 
demand. 

Retail (Unorgan.) Negative 
B. Unorganised retail sector is expected have negative impact in short term. Retail 

sector is expected to have neutralized impact as market will have substantial 
liquidity in long term.  

Steel Negative 
A. High exposure (30% to 35%) to the real estate is expected impact in the short term 

while demand from infrastructure is expected to offset marginally in the long-term. 

Banking and 
NBFC 

Neutral 

A. Deposit ratio of saving and casa account will improve resulting in lower cost for 

source of funds.  

B. Asset quality pressure from the real estate, cement, steel etc. 

C. Digital payment, nascent stage, will increase hence operating cost will be lower for 

the banks and NBFCs in long term.  

D. NBFCs (Housing loan, Agri loan, and rural loan) are expected to face asset quality 

pressure in short term due to high proportion of cash however it may improve in 

long term.      

Auto 
Slightly 
Negative 

A. Lower demand from luxury cars  
B. Slightly impact on small value segment 
C. Slightly impact on two wheeler segment  

 



Chart 4: Sensex 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



DISCLAIMERS AND DISCLOSURES- 

Latin Manharlal Securities Private Limited (CIN-U67120MH1997PTC110873) and its affiliates are a full-service, 
brokerage, investment banking, investment management, and financing group. Latin Manharlal Securities Private 
Limited (LMSPL) along with its affiliates are participants in virtually all securities trading markets in India. LMSPL 
was established in 1997 and is one of India's leading brokerage and distribution house. LMSPL is a corporate trading 
member of Bombay Stock Exchange Limited (BSE), National Stock Exchange of India Limited (NSE), MCX Stock 
Exchange Limited (MCX-SX). LMSPL along with its subsidiaries offers the most comprehensive avenues for 
investment sand is engaged in the businesses including stock broking (Retail), commodity broking, depository 
participant, insurance broking and services rendered in connection with distribution of primary market issues and 
financial products like mutual funds, fixed deposits.  
 
LMSPL is under the process of seeking registration under SEBI (Research Analysts) Regulations, 2014. LMSPL hereby 
declares that it has not defaulted with any stock exchange nor its activities were suspended by any stock exchange 
with whom it is registered in last five years. 
 
LMSPL offers research services to clients as well as prospects. The analyst for this report certifies that all of the views 
expressed in this report accurately reflect his or her personal views about the subject company or companies and its or 
their securities, and no part of his or her compensation was, is or will be, directly or indirectly related to specific 
recommendations or views expressed in this report. 
 
Other disclosures by Latin Manharlal Securities Private Limited (Research Entity) and its Research Analyst under 

SEBI (Research Analyst) Regulations, 2014 with reference to the subject company(s) covered in this report-: 

LMSPL or its associates may have financial interest in the subject company. 
Research Analyst or his/her relative’s financial interest in the subject company. (NO) 
 
LMSPL or its associates and Research Analyst or his/her relative’s does not have any material conflict of interest in 
the subject company. The research Analyst or research entity (LMSPL) have not been engaged in market making 
activity for the subject company. 
 
LMSPL or its associates may have actual/beneficial ownership of 1% or more securities of the subject company at the 
end of the month immediately preceding the date of publication of Research Report. 
Research Analyst or his/her relatives have actual/beneficial ownership of 1% or more securities of the subject 
company at the end of the month immediately preceding the date of publication of Research Report:(NO) 
 
LMSPL or its associates may have received any compensation including for investment banking or brokerage services 

from the subject company in the past 12 months. LMSPL or its associates may have received compensation for 

products or services other than investment banking or brokerage services from the subject company in the past 12 

months. LMSPL or its associates may have received any compensation or other benefits from the Subject Company or 

third party in connection with the research report. Subject Company may have been client of LMSPL or its associates 

during twelve months preceding the date of distribution of the research report and LMSPL may have co-managed 

public offering of securities for the subject company in the past twelve months. 

 

 

 

 

 

 

 

 



 

 

The research Analyst has served as officer, director or employee of the subject company :(NO) 
 
LMSPL and/or its affiliates may seek investment banking or other business from the company or companies that are 
the subject of this material. Our salespeople, traders, and other professionals may provide oral or written market 
commentary or trading strategies to our clients that reflect opinions that are contrary to the opinions expressed 
herein, and our proprietary trading and investing businesses may make investment decisions that may be  
inconsistent with the recommendations expressed herein. In reviewing these materials, you should be aware that 
any or all of the foregoing, among other things, may give rise to real or potential conflicts of interest including but 
not limited to those stated herein. Additionally, other important information regarding our relationships with the 
company or companies that are the subject of this material is provided herein. This report is not directed to, or 
intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, 
state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law 
or regulation or which would subject LMSPL or its group companies to any registration or licensing requirement 
within such jurisdiction. Specifically, this document does not constitute an offer to or solicitation to any U.S. person 
for the purchase or sale of any financial instrument or as an official confirmation of any transaction to any U.S. 
person. Unless otherwise stated, this message should not be construed as official confirmation of any transaction. 
No part of this document may be distributed in Canada or used by private customers in United Kingdom. All 
material presented in this report, unless specifically indicated otherwise, is under copyright to LMSPL. None of the 
material, nor its content, nor any copy of it, may be altered in any way, transmitted to, copied or distributed to any 
other party, without the prior express written permission of LMSPL . All trademarks, service marks and logos used 
in this report are trademarks or registered trademarks of LMSPL or its Group Companies. The information 
contained herein is not intended for publication or distribution or circulation in any manner whatsoever and any 
unauthorized reading, dissemination, distribution or copying of this communication is prohibited unless otherwise 
expressly authorized. Please ensure that you have read “Risk Disclosure Document for Capital Market and 
Derivatives Segments” as prescribed by Securities and Exchange Board of India before investing in Indian Securities 
Market. In so far as this report includes current or historic information, it is believed to be reliable, although its 
accuracy and completeness cannot be guaranteed. 

 
 
 
 
 
 
 

Registered Office: 124 Viraj, S,V.Road, Khar (W), Mumbai 400 052. 
Tel. (022) 4082 4082, Fax (022) 2649 7997. research@lmspl.com, www.latinmanharlal.com 

LMSPL Network : Fort, Mahalaxmi, Parel, Bandra, Santacruz, Vile Parle, Andheri, Malad, Kandivili, Borivali, 
Bhayender, Ghatkopar, Mulund, Chunabhatti, Jacob Circle, Masjid Bunder, Cotton Green, 
Thane, Bhiwandi, Panvel, Pune, Sholapur, Nasik, Malegoan, Ahmednagar, Aurangabad, 
Akola, Mahekar, Nagpur, Surat, Karjan(Baroda), Khambat, Ahmedabad, Rajkot, 
Surendranagar, Porbandar, Amreli, Bharuch, Anand, Chennai, Vishakhapatnam, 
Vizianagaram, Palasa, Kakinada, Karnal, Kolkatta, Bhubhaneshwar, Hyderabad, Bangalore, 
Jafrabad, Chital, Kodinar, Keshod, Gondal, Haryana, Srikakulam, Mehkar (Buldhana), 
Jamnagar, Bangalore, Jodhpur, Jalgaon, Malkangiri (Orissa), Karimnagar Dist. (Andhra 
Pradesh). 

 

Registered Office: 124 Viraj, S.V Road, Khar (W), Mumbai 400 052. 

Follow Us On:  
 

 

 


