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Demonetization: Decision of a Vice Fool 

On the midnight of 8/11/16, in a single pronouncement, the Prime Minister of 
India made higher denominations of Rs. 500 and Rs. 1000 illegal tender 
under the pretense of curbing black money, arresting tax evasion, stopping 
funding of terrorist activities and counterfeiting of currency. Those who had 
these notes were given a time frame of less than 2 months to deposit them 
and withdraw new denominations in different slabs of limits set by the RBI. 
The Indian economy, which is predominantly cash based and the Indian 
people, a great section of who are financially excluded, existing solely on 
hard currency, would somehow have to manage through this ‘temporary 
crisis’ for the greater good of the nation. This was the call of the Prime 
Minister to undergo ‘temporary hardships’ to root out the ills of the Indian 
Economy. 

And so what happened? The country panicked and people rushed to banks to 
deposit their cash savings, exchange high denominations and lines formed. 
Long lines, winding unending lines full of people waiting to deposit and get 
new notes. People died in those lines, many patients could not get timely 
medical help, many social functions – marriages and burials got drowned in 
questions of “why cant you suffer a little for the country, when soldiers are 
giving their blood in the borders to protect you”. But what about people who 
never had a bank account? Or those too far away from a branch or ATM to 
withdraw or exchange? Or those whose earnings were so marginal that they 
could not spare losing a day’s work waiting in lines? Or women who had 
painstakingly collected money for emergency over many years? What about 
those crores of rupees that was saved through co-operative banking system, 
still far away from the mainstream banking operations – but was safeguarding 
the money of crores of people in many states? Modi’s solution for those 
suffering was clearly evident on the morning of the 9th, plastered on almost 
every major newspaper “abhi ATM nahin, Paytm Karo.” 

What the government did not tell us was that these temporary hardships 
would leave a permanent damage on lives, livelihoods and disturb a major 
chunk of the informal economy. The Government should have known that 
with underprepared RBI and unprepared banks, the move was bound to 
backfire. In retrospect, the Prime minister surely knew that demonetization 
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wasn’t about black money; it wasn’t about funding the terrorists; and it 
certainly wasn’t about counterfeit currency.  A study done by Bank of 
America-Merill Lynch estimates black economy at 25% of GDP and 
quantifies the cash component at 10% of the above. Hence, 90% of black 
wealth was never in cash. A fact that was well known to Mr. Modi, Mr. 
Jaitley and Mr. Shah. Why did the Government then lie to the citizens of 
India who voted them to power? Whose interest are being pushed through 
demonetization? 

As for counterfeiting, RBI data shows that, of the 90.26 billion Indian 
currency notes in circulation in 2015-16, only 0.0007%, were detected as 
fake. The value of these fake notes in 2015-16 was Rs 29.64 crore, which is 
0.0018 per cent of the Rs 16.41 lakh crore currency in circulation. The actual 
impact of demonetization is then so marginal that the ideology behind its 
application can best be captured by the old saying, “burning down the house 
to catch a mouse.” Seditious funding was also given as a reason for 
demonetization, but did we ever hear of any examples of how terrorism was 
halted by this move? Even if there was any impact, it can only have been 
temporary, until new cash replaced the old! The new Rs. 2000 and Rs. 500 
note is as seditious as the old Rs. 1000 and Rs. 500 note then! Cash is merely 
one of many conduits; it is neither the source, the motivation nor the act of 
terrorism. The only act of terrorism seems to be by the government in 
economically terrorizing the entire population of the country.  

RBI’s income for its financial year ending 30 June fell 23.56% to Rs 61,818 
crore. It’s income fell because of a couple of reasons.  

One, the central bank’s income from foreign sources fell 35.3% because of 
the appreciation of the rupee and the lower yield on foreign currency assets. 
This was lower at 0.8% in 2016-17 compared to 1.3% a year earlier. Two, net 
income from domestic sources fell 17.11%. This was largely because RBI 
had to pay interest of Rs 17,426 crore as it mopped up excess liquidity in the 
banking system after people rushed to deposit invalidated currency notes at 
banks. The previous year, the RBI earned an interest of Rs 506 crore in its 
liquidity management operations.  

On the expenditure side, the central bank spent Rs 7,965 crore on printing 
currency notes in 2016-17, more than double the Rs 3,420 crore spent a year 
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ago. In its efforts to quickly remonetize the economy, the RBI issued 29 
billion currency note pieces in 2016-17 compared to 21.2 billion a year 
earlier.  

The RBI said in its Report,  

“The upsurge in expenditure during the year was on account of change in 
the production plan of printing presses due to the introduction of new 
design notes in higher denominations as well as the requirement of larger 
volume of notes for replacement of the demonetized currency. To ensure 
availability of banknotes across the country at the shortest possible time 
subsequent to the demonetization, banknotes had to be frequently air-lifted 
from the presses.” 

The second large expense was the Rs 13,100 crore provision that the central 
bank made towards it contingency fund. This fund is for meeting unexpected 
and unforeseen requirements such as a depreciation in the value of securities, 
risks arising out of monetary/exchange rate policy operations, systemic risks 
etc. The RBI doesn’t say exactly why it topped up the fund. However, in 
2013-2014, a committee headed by Y.H. Malegam had suggested that the 
central bank can transfer its entire surplus to the government, without 
allocating anything to its various reserve funds, for three years because it had 
adequate reserve funds. That three-year period ended last year. Moreover, the 
contingency fund and asset development fund put together make up only 
7.6% of the RBI balance sheet now compared to 10.1% in 2013. In the final 
analysis, putting it simplistically, RBI’s extra interest expenses of Rs 17,426 
crore, the extra printing cost of Rs 4,545 crore and provision of Rs 13,100 
crore together make up about Rs 35,217 crore decrease in net profit. 

If Demonetization was one policy shock, GST another (What is GST 
anyway? Link to Anirudh Rajan’s talk on the Goods and Services Taxation), 
then came another one in the form of recapitalization of public sector banks 
to reviving the slumping banking sector (Joe Athialy has a piece on the 
topic). Though, I have written on the subject as a last article in this series, 
more light needs to be thrown on the topic.  

With demonetization, banks got a surplus liquidity to the tune of Rs. 4 trillion 
which was largely responsible for call rates becoming tepid. However, there 
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was no commensurate demand for credit as most corporates with a good 
credit rating managed to raise funds in the bond market at much lower yields. 
The result was that banks ended up investing most of this liquidity in 
government securities resulting in the Statutory Liquidity Ratio (SLR) bond 
holdings of banks exceeding the minimum requirement by up to 700 basis 
points. This combination of a surfeit of liquidity and weak credit demand can 
be used to design a recapitalization bond to address the capital problem. 
Since the banks are anyways sitting on surplus liquidity and investing in G-
Secs, recapitalization bonds can be used to convert the bank liquidity to 
actually recapitalize the banks. Firstly, the government of India, through the 
RBI, will issue Recapitalization Bonds. Banks, who are sitting on surplus 
liquidity, will use their resources to invest in these recapitalization bonds. 
With the funds raised by the government through the issue of recapitalization 
bonds, the government will infuse capital into the stressed banks. This way, 
the surplus liquidity of the banks will be used more effectively and in the 
process the banks will also be better capitalized and now become capable of 
expanding their asset books as well as negotiating with stressed clients for 
haircuts. Recapitalization bonds are nothing new and have been used by the 
RBI in the past. In fact, the former RBI governor, Dr. Y V Reddy, continues 
to be one of the major proponents of recapitalization bonds in the current 
juncture. More so, considering that the capital adequacy ratio of Indian banks 
could dip as low as 11% by March 2018 if the macroeconomic conditions 
worsen, the motivation for going in for recap bonds has no logical counters. 
As I have often said this in many a fora, when banks talk numbers, 
transparency and accountability the way it is perceived isn't how it is 
perceived by them, and moreover this argument gets diluted a bit in the wake 
of demonetization, which has still been haunted by lack of credit demand. As 
far as the NPAs are concerned, these were lying dormant and thanks to RBI's 
AQR, these would not even have surfaced if let be made decisions about by 
the banks' free hands. So, RBI's intervention was a must to recognize NPAs 
rather than the political will of merely considering them as stressed assets. 
The real problem with recap bonds lie in the fact that the earlier such exercise 
in the 90s has still resulted in bonds maturing, and unless, these bonds are 
made tradable, these would be confined to further immaturities.  

This booklet is a compilation of blogposts written by me over a period of 9 
months since Demonetization. Some of the pieces are short, and some do 
tend to get a bit technical, but the major focus is on the financial analysis 
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rather than fracturing of the social fabric, which is undoubtedly a major 
impact and is pretty well-covered in a booklet (in Hindi) by friends and 
colleagues over at Centre for Financial Accountability.  

I would like to thank Anirudh Rajan, my colleague at Public Finance Public 
Accountability Collective (PFPAC), friends from PSA, Delhi Forum, CACIM 
and CFA for their valuable support and engaging with me on this topic.  
Special thanks to Joe, who suggested this idea in the form of a booklet, once 
again proving how valuable his inputs always are. Thanks also to Nishank, 
who peppered me with discussions and facts and figures. I cannot name, but 
utmost gratitude to all who were involved in reasoning Demonetization as a 
failed project, plus those who were punters in this shocking decision.  

Dr. Himanshu Prakash Damle  
Public Finance Public Accountability Collective (PFPAC) 
New Delhi 
himanshudamle@pfpac.net 
7042381825 

Blog: www.altexploit.wordpress.com 
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Public Sector Banks Lending, Demonetization and RBI 
Norms: an Adumbration 

by  

Himanshu Damle 
7th December 2016 
 

How far is it true that in the current scheme of things with stressed assets 
plaguing the Public Sector Banks on one hand and the recent demonetization 
rendering bills of Rs. 500 and Rs. 1000 legally invalid has fueled once again 
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the debate of these public banks with excess deposits or surplus liquidity in 
their kitty are roaring to go on a relentless lending, thus pressurizing the 
already existing stressed assets into an explosion of unprecedented nature 
hitherto unseen? Now, that is quite a long question by a long way indeed. 
Those on the civil sector spectrum and working on financials leave no stone 
unturned in admitting that such indeed is the case, and they are not to be 
wholly held culpable for India’s Finance Minister has at least on a couple of 
times since the decision to demonetize on 8th November aided such a train of 
thought by calling upon banks to be ready for such lending to projects, which, 
if I were to speculate would be under project finance and geared towards the 
crumbling infrastructure of the country. Assuming if such were the case, then, 
it undoubtedly stamps a political position for these civil actors, but it would 
hardly be anything other than a cauldron, since economics would fail to feed-
forward such claims. 

So, what then is the truth behind this? This post is half-cooked, for it is as a 
result of an e-mail exchange with a colleague of mine. The answer to the long 
question above in short is ‘NO’. Let us go about proving it. Reserve Bank of 
India in no different manner has been toying the switch of a flip-flop in 
policy makeovers in the wake of demonetization. But, what the Central Bank 
and the Regulator of India’s monetary policy has done increase Cash Reserve 
Ratio (CRR) by 100% of net demand and time liabilities (NDTL),  which is 
the difference between the sum of demand and time liabilities (deposits) of a 
bank and the deposits in the form of assets held by another bank. 
Formulaically, 

NDTL = demand and time liabilities (deposits) – deposits with other banks 

The amount specified as the CRR is held in cash and cash equivalents, is 
stored in bank vaults or parked with the Reserve Bank of India. The aim here 
is to ensure that banks do not run out of cash to meet the payment demands of 
their depositors. CRR is a crucial monetary policy tool and is used for 
controlling money supply in an economy. towards the end of November, the 
RBI hiked the incremental CRR by 100%. The incremental cash reserve ratio 
(CRR) prescribes the reserve ratio based on the extent of growth in resources 
(deposits). It immobilizes the excess liquidity from where it is lodged (the 
banks which show high growth), unlike the average ratio which impounds 
from the banks which are slow-growing as well as banks which are fast-
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growing. It also avoids the jerkiness of the average ratio. This means it has 
literally mopped the surplus liquidity that has gone into the banks as deposits 
in the wake of demonetization. So, banks do not have capital to lend.  There 
is a formula on how much a bank could lend. It is: 

Lending = Deposits – CRR – SLR (statutory liquidity ratio) – provisioning 

; SLR is the amount of liquid assets such as precious metals (Gold) or other 
approved securities, that a financial institution must maintain as reserves 
other than the cash. Formulaically, 

SLR rate = (liquid assets / (demand + time liabilities)) × 100% 

As of now, the CRR and SLR rates are 4% and 23% respectively. Hence, the 
bank can only use 100-4-23= 73% of its total deposits for the purpose of 
lending. So, with higher CRR, banks can give less money as loan, since with 
higher interest rates, it becomes expensive to lend. This can curb inflation 
(and this is one of the main arguments of pro-demonetization economists), 
but may also lead to slowdown in economy, because people wait for the 
interest rates to go down, before taking loans. 

Moving on, what civil actors perceive, and not totally wrongly is that in the 
wake of demonetization, deposits going into the banks are some form of 
recapitalization, or capital infusion, which is technically and strictly 
speaking, not the case. For capital infusion in India happens through a 
budgetary allocation, and not this route. The RBI even came out with reverse 
repo, so that banks could purchase government securities from the RBI and 
thus lend money to the regulator. Thereafter, CRR was raised to 100, which, 
though incremental in nature would be revised 2 days from now, i.e. on the 
9th. This incremental CRR is intended to be a temporary measure within 
RBI’s liquidity management framework to drain excess liquidity in the 
system. Though, the regular CRR would be 4, this incremental CRR is 
precisely to lock down lending going out from surplus deposits/liquidity as a 
result of Demonetization. This move by the RBI was necessitated by the fact 
it at present holds Rs. 7.25 lac crore of rupee securities (G-Secs and T-Bills) 
and will soon run out of options of going in for reverse repo options, where it 
sells G-Secs in return for cash from banks, which have surplus deposits. 
These transactions have been reckoned at rates between 6.21% – 6.25%. 
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There are expectations that the volume of deposits will increase by up to Rs. 
10 lac crores by December due to demonetization. The present equation of 
Rs. 3.24 lac crore impounded due to CRR and Rs. 7.56 lac crore to be used as 
open market option (OMO) or reverse repo options broadly covers this 
amount, leaving no extra margin. 

There are two implications out of this: 

One being, as the level of deposits keep increasing, banks may have to park 
the increments as CRR with RBI, which will affect their profit and loss 
(P&L). The expectation till today morning, i.e. the 7th December, 2016 had 
been that the RBI would lower the repo rate aggressively by 50 basis points 
(bps), which it did not do. This surely is deferred till stability due to 
demonetization is achieved in the system. The other being on interest rate 
transmission. Banks could have delayed cutting their lending rates given that 
they had promised at least 3-4% interest rate to savings account depositors, 
and not be receiving any interest on the deposits impounded for CRR, which 
they haven’t as on individual levels, they have been cutting lending rates to 
approach RBI’s. This culminates into liquidity to tighten and send bond 
yields on a northward blip, and this is where lending would shrink 
automatically. Hence the banks cannot go after relentless lending, either in 
the wake or otherwise of demonetization. QED. 

Rejoinder 

The country’s central bank said 405,000 counterfeit 500- and 1,000-rupee 
notes were found in the banking system in the year that ended in March, 
representing around $4 million. But researchers at the Indian Statistical 
Institute estimated this year that the total value of fake bills in circulation, 
including those that go undetected by banks, may be as high as $60 million. 
Now, this is a major discrepancy considering the fact that ISI is invested with 
data collection, and if one were to go extrapolating this discrepancy, the 
breach is already broken even without the government stepping in to play its 
complicit part.  

India is a cash-rich economy, in that most of the transactions are effected in 
hard cash. This predominance leads to huge stacks in store leading to 
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culmination of corrupt-practices that multiply. One way to emaciate the flow 
is through narrowing the spigot, which is precisely what is expected out of 
this exercise, though a caveat of it leading a full circle to corruption cannot be 
belittled as you have wonderfully explained. But, this spigot narrowing could 
at least streamline the cash flows of abundance in terms of higher-
denomination for the time being. But, how would this cause any lowering in 
corrupt practices? Probably, it might only for the time being with increased 
liquidity in banks seize up economy by making it difficult for large volumes 
of transactions, especially in sectors allied with infrastructure.  

How is the gold sector impacted? Negatively to begin with as no one is 
investing in gold bullion but rather placing orders to capitalize once the 
system smoothens. The RBI might go slow on open market operations 
(OMOs) till there is clarity on how much money will flow into bank deposits 
by December 30. Moreover, this adverse wealth impact will likely hurt 
higher-end discretionary demand temporarily. At the same time, lower rates 
should provide a buffer. A combination of two would result in RBI recouping 
forex reserves if the adverse wealth effect cuts down gold import demand, a 
teleological consequence. 
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Recapitalization and Demonetization. Is the Link 
Exaggerated?  

by 

Himanshu Damle 
9th December 2016 

What has been witnessed in the aftermath of demonetization is the declining 
yield on Government securities, and as a consequent of which treasury gains 
for public sector banks have already surpassed capital infusion. With a 
sluggish economy, high levels of stressed assets and eroding bottom-lines, 
banks have been pushed to the corner to regulate lending. The aim of 
recapitalization, and/or capital infusion is geared towards shoring up the 
lending capacities of banks, public sector banks in this case as countenance 
against these erosions. To understand what recapitalization is, let us take a 
jaunt to Indradhanush 2015, the seven colours or A2G meant for reviving the 
banking industry in the country. The seven colours talked about are: 
Appointments, Bank Board Bureau, Capitalization, De-stressing PSBs, 
Empowerment, Framework of Accountability, and Governance reforms. The 
third colour, i.e. capitalization (Capital Infusion or Recapitalization) is 
an exercise to estimate the capital requirements based on credit growth rate of 
12% for the current year and 12 to 15% for the next three years depending on 
the size of the bank and their growth ability. It has been presumed that the 
emphasis on PSBs financing will reduce over the years by development of 
vibrant corporate debt market and by greater participation of Private Sector 
Banks. Based on this exercise, it is estimated that as to how much capital will 
be required this year and in the next three years till FY 2019, despite the 
banks being under a lot of stress and still adequately capitalised and meeting 
all Basel-III and RBI norms. It must be noted that under Basel III, a bank’s 
tier 1 and tier 2 capital must be at least 8% of its risk-weighted assets. The 
minimum capital adequacy ratio (including the capital conservation buffer) is 
10.5%. The capital conservation buffer recommendation is designed to build 
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up banks’ capital, which they could use in periods of stress; where tier-1 
capital is the core capital and includes equity and disclosed reserves, while 
tier-2 capital are hybrid capital instruments, loan-loss and revaluation 
reserves as well undisclosed reserves. 

After excluding the internal profit generation which is going  to be available 
to PSBs (based on the estimate of average profit of the last three years), the 
capital requirement of extra capital for the next four years up to FY 2019 is 
likely to be about huge amount of Rs.1,80,000 crore. 

Out of the total requirement, the Government of India proposes to make 
available Rs.70,000 crores out of budgetary allocations for four years as per 
the figures given below: 

According to the document itself, PSB’s market valuations will improve 
significantly due to (i) far-reaching governance reforms; (ii) tight NPA 
management and risk controls; (iii) significant operating improvements; and 
(iv) capital allocation from the government. Improved valuations coupled 
with value unlocking from non-core assets as well as improvements in capital 
productivity, will enable PSBs to raise the remaining Rs. 1,10,000 crore 
from the market.  Moreover, the government is committed to making extra 
budgetary provisions in FY 18 and FY 19, to ensure that PSBs remain 
adequately capitalized to support economic growth. The banks can raise 
capital from the capital markets as well be availed of tranche facilities 
running over three tranches, and nowhere is there any mention of such 
budgetary allocations meant for capital infusion or recapitalization on the 
substitute for the process of demonetization. Before moving on to 

(i) Financial Year 2015 -16 – Rs. 25,000 crore

(ii) Financial Year 2016-17 – Rs. 25,000 crore

(iii) Financial Year 2017-18 – Rs. 10,000 crore

(iv) Financial Year 2018-19 – Rs. 10,000 crore

Total – Rs. 70,000 crore
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demonetization, it must be remembered that capitalization, recapitalization or 
capital infusion (the first two are generally used interchangeably and depends 
on who the user is, with the former lying squarely with the banks, while the 
latter with academics, if that wasn’t too generic a distinction, I be forgiven!) 
is through budgetary allocations. Let us underline this. 

Demonetization is when the Central Bank, RBI in our case strips the bill of 
its legal tender. What happened post November 8 was stripping bills of Rs. 
500 and Rs. 1000 of their legal tender, thus rendering them invalid.Almost 
everyone seems to be collaging demonetization and black money, terror 
funding, illicit and counterfeit money flows. Not that there isn’t correlation 
between these, but the whole of argumentation is getting reducible to these 
aspects and what seems to be totally sent to oblivion is tax evasion. Though, 
some talks do touch upon these, many of these commit the folly of citing tax 
havens like Mauritius and Singapore and black money hoarded and 
channeled through there. A populist line of thought, without considering the 
fact that a recently concluded tax treaty between India and Mauritius has 
choked the tax haven significantly. One with Singapore is in the pipeline, and 
once that gets concluded, the two tax havens would then need to seep through 
populist discourse as no longer the culprits before the narrative changes 
sense. A tall order from a half-baked recipe. 

On the other hand, even if terror funding is caused by higher denominations, 
one shouldn’t belittle other ingenious ways of carrying out the same. Though, 
flushing the economy of higher denominations could trickle down to curbing 
such illicit fundings, the government should not be gung-ho over this as the 
be-all end-all to choke such flows, for such denominational crushes would 
only exaggerate Kosher funds, funds through oil economics, extortion and 
crucially politically-motivated funds slipping through religiously-
fundamentalist and right-wing techno geeky consortiums. 

So, whether the move is short-term distress or long-term satisfactory should 
not be decided on subjectivities, but rather on economic complexities, the 
answers to which sadly the Government doesn’t have at the moment and no 
wonder crying foul over any resistances to its move. The same goes true for 
even those calling the government to dock, for the problem is economics 
should not be totally (read: wholly) studied sociologically anymore, but all 
the more importantly, sociology needs to be studied as a consequence of 
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economics, and once the order goes for a tailspin, its only fertile for such 
sentimental concerns, not that anythings wrong with such concerns, but for 
the fact these have tendencies to become authoritarian. By authoritarian, what 
is meant is surely Prime Minister’s grand designs. Unlikely entities in the 
form of Ratings Agencies is stifling PM’s grand designs. But, all of that could 
change. With demonetization of notes and GST, hopefully not this quarter but 
over the next six-seven quarters, there will be an improvement in the fiscal 
debt-to-GDP ratio by virtue of expansion of denomination, and improvement 
in the fiscal tax-to-GDP ratio by virtue of better tax collection. Meaning, a 
possible upgrade from Baa2 (Moody’s) and BBB- (S&P), a notch over the 
junk. Consequentially, it’d mean all the big three seeing this war on people 
capitalistically profitable. a sort of double bind, ain’t it? And, here I am guilty 
of parsimonious arguments, for reasons that most of these are in liberal 
supply on the media. So, the basis is to look out at connectors and/or 
disconnectors between recapitalization and demonetization, which is still 
within approaching distance from here on. 

With demonetization has come massive exchanging of old currency for new 
denominations of Rs. 2000 and Rs. 500 on one hand and depositing old 
currency in accounts till 30th of December 2016. The deposits have spiked 
and banks are faced with surplus liquidity, which they are finding hard to find 
avenues to disburse, say in the form of investments. The cause, which has 
been reactionary has left the effect no less reactionary, and the culpability lies 
squarely with planning and implementation of the scheme. Well, thats a 
different matter, and thus at best put aside. But, the fractures within the social 
fabric caused due to this lack of implementation has had fatalities that have 
been extremely costly. As the Financial Express was prescient in noting, there 
was ecstasy with deposits rising just at beginning of the busy season. 
Consumerism had shown strong signs in the period leading to Diwali and the 
good times were to come along supported by banks, which were running tight 
on deposits. In fact, RBI has been supplying funds through OMOs all 
through, and it is against this background that banks became ecstatic as 
deposits rolled in. Most households were in a panic mode and were just keen 
on getting rid of old notes safely and, hence, most of this money went into 
savings deposits. The consequences were significant. First, banks 
automatically started lowering the deposits rates as they no longer had to wait 
for RBI to announce changes in the repo rate. This also meant that the 
lending rates could be reduced without a prod, which was a win-win situation 
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for the system. The transmission mechanism became smooth under the 
compulsion of market forces. In fact, some sections of the market believed 
that RBI need not lower the repo rate in the December policy, as 
circumstances have already delivered the result unobtrusively. Banks were 
also pepped up as the G-Sec yields had crashed with the 10-years paper going 
down to 6.3% with sentiment providing a guidance of sub-6%. This meant 
there were capital gains to be had, which would prop up income and banks 
would be better able to manage provisioning for their NPAs. But, the 
downside is that the banking sector does not have the capacity to absorb so 
much of liquidity, and with a low demand for credit, the alternative is to 
approach G-sec (Government Securities) market. Now, the catch. With 
stringency to the fiscal target, having additional paper in the primary segment 
would be self-defeating, and thus another turn, which happens to be the 
secondary segment for banks to target. This has led to the yields coming 
down sharply. Given that banks have been paying a minimum of 4% interest 
on deposits, a positive net return is what they would have wanted. The 
reverse repo window has been used widely to park these funds where the 
return could go to 6.25%, which would just about cover their operating cost 
to assets ratio of 2-2.5%.However, RBI has limited G-Secs in its balance 
sheet, which is around R7.5 lakh crore, and in case deposits do shoot up to 
R10 lakh crore, it would not be possible to satiate the market. One option is 
seeking recourse to MSS bonds (market stabilization bonds), which have 
been used in the past when money supply increased mainly due to the influx 
of foreign currency in the system leading to sharp appreciation in currency. 
But given the quantum involved (between Rs. 5-10 lakh crore ultimately if 
the target is reached and cannot be used for lending), this would push up 
government debt substantially. In fact, it will also add directly to the fiscal 
deficit, which is not acceptable. 

So, what has the RBI proposed? Locking in liquidity on an ex-post basis. It 
has increased Cash Reserve Ratio (CRR) by 100% of net demand and time 
liabilities (NDTL),  which is the difference between the sum of demand and 
time liabilities (deposits) of a bank and the deposits in the form of assets held 
by another bank. Formulaically, 

NDTL = demand and time liabilities (deposits) – deposits with other banks 
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The amount specified as the CRR is held in cash and cash equivalents, is 
stored in bank vaults or parked with the Reserve Bank of India. The aim here 
is to ensure that banks do not run out of cash to meet the payment demands of 
their depositors. CRR is a crucial monetary policy tool and is used for 
controlling money supply in an economy. towards the end of November, the 
RBI hiked the incremental CRR by 100%. The incremental cash reserve ratio 
(CRR) prescribes the reserve ratio based on the extent of growth in resources 
(deposits). It immobilizes the excess liquidity from where it is lodged (the 
banks which show high growth), unlike the average ratio which impounds 
from the banks which are slow-growing as well as banks which are fast-
growing. It also avoids the jerkiness of the average ratio. This means it has 
literally mopped the surplus liquidity that has gone into the banks as deposits 
in the wake of demonetization. So, banks do not have capital to lend.  There 
is a formula on how much a bank could lend. It is: 

Lending = Deposits – CRR – SLR (statutory liquidity ratio) – provisioning 

; SLR is the amount of liquid assets such as precious metals (Gold) or other 
approved securities, that a financial institution must maintain as reserves 
other than the cash. Formulaically, 

SLR rate = (liquid assets / (demand + time liabilities)) × 100% 

As of now, the CRR and SLR rates are 4% and 23% respectively. Hence, the 
bank can only use 100-4-23= 73% of its total deposits for the purpose of 
lending. So, with higher CRR, banks can give less money as loan, since with 
higher interest rates, it becomes expensive to lend. This can curb inflation 
(and this is one of the main arguments of pro-demonetization economists), 
but may also lead to slowdown in economy, because people wait for the 
interest rates to go down, before taking loans. 

To reiterate: This move by RBI was necessitated by the fact that the central 
bank at present holds Rs 7.56 lakh crore of rupee securities (G-Secs and T-
Bills) and will soon run out of options of going in for reverse repo auctions, 
where it sells G-Secs in return for cash from banks, which have surplus 
deposits. These transactions have been reckoned at rates between 
6.21%-6.25%. There are expectations that the volume of deposits will 
increase by up to Rs10 lakh crore by December because of 
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the demonetization scheme. The present equation of Rs3.24 lakh crore 
impounded by CRR and Rs7.56 lakh crore to be used as open market option 
(OMO) or reverse repo auctions broadly covers this amount, leaving no extra 
margin. There are two implications out of this: One being, as the level of 
deposits keep increasing, banks may have to park the increments as CRR 
with RBI which will affect their profit and loss (P&L). The expectation till 
today morning had been that the RBI would lower the repo rate aggressively 
in the December policy by 50 basis points (bps), i.e. today, which it did not 
do. This surely is deferred till stability due to demonetization is achieved in 
the system. The other being on interest rate transmission. Banks could have 
delayed cutting their lending rates given that they had promised at least 3-4% 
interest rate to savings account depositors, and not be receiving any interest 
on the deposits impounded for CRR, which they haven’t as on individual 
levels, they have been cutting lending rates to approach RBI rates. This 
culminates into liquidity to tighten and send bond yields on a northward blip, 
and this is where lending would shrink automatically. And, that is the 
connector spoken about above, where when the lending spigots are tightly 
controlled due to tightening of liquidity, the logic behind capital infusion, 
which anyways comes in through budgetary allocations gets defeated. The 
real constraining factor could arise when Large Exposure Framework (LEF) 
gets kickstarted next financial year confining banking sector’s exposure to 
highly leveraged corporates through a cap scanning risk environs along the 
way. But, these consequences are still in a speculative realm, though 
definitely geared to life via demonetization.  
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Demonetizing and Cashless Economy: a difficult 
alliance rooted in compromise 

by 

Himanshu Damle 
10th December 2016 

This is a brief intervention on the aspect of Demonetization and India likely 
to go a cashless economy. Though, a lot of oral debates and narratives are 
being featured around the topic, what saddens is the fact that cashless 
economy is hardly understood and then used as a tool to pare this whole 
exercise. The disclaimer from me is to be once again stamped: 
Demonetization undertaken is a huge implementation failure, whereas the 
mechanism itself has pros weighed in favour. Anyways, the pros have been 
discussed elsewhere and in plenty and thus I feel no need to get to it at the 
moment, while a post on it could be in the making in the near future. On to 
cashless economizing then…. 

The thing with cashless economy is it is rarely understood in its complexity. 
And what really goes missing from discursive narratives about it are what 
governments do about the loss of seigniorage: the profit the government 
makes from making money. To a large extent it is thought through as letting 
gone of, which is what governments would rarely engage in due to fiat 
currencies. Minting coins and printing money is an expensive affair and is 
further aggravated with circulation costs. These things are to be carefully 
thought out: 

1. Getting rid of fiat currencies and thereafter bringing on cashless 
economizing means governments ridding themselves of fiscal policy 
responsibilities and rippling through central bank that would be ridden off 
setting of monetary policy frameworks. This is extricating the government of 
its sovereign rights and it is a bit hard to believe minimum government 
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maximum governance would be a realization of it. Thus going cashless is 
expensive and hence best avoided. 
2. Going cashless is beneficial as a chimerical thought process from tech and 
now fin-tech companies. Well, chimerical is a strong word here and thus 
needs moderation. What such industries conceive of, and google wallet is a 
prime example of it is economizing through taking paper (and mint) out of 
circulation by minimizing it evolutionarily. They think success comes 
through transaction costs and network permeability, which is indeed a 
revolutionary thought in itself as both networking and permeability are the 
pillars of such companies. Moving aside from such mundane as-a-matter-of-
fact propositions, cashless transactions are built upon security systems 
enacted through multi-layered secured biometrics (strangely, these are 
effective as escrow) enabling remote logins and logoffs when threatened 
securely. They have their logic and it works like a charm, and the best 
example I can cite here is Blockchain technology, the template 
behind bitcoins or even diversified into humanistic sciences. Such escrows 
are secure and breaching them is difficult or impossible precisely due to 
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labour that goes into it and the prospects of technological archiving that is 
humanly impossible to achieve as it would disturb the entire foundation of 
going cashless and no one really has the resources to go behind it. 

India is a cash-strapped economy and keeping it that way is an expensive 
affair. Going cashless would in fact mean reducing paper + mint in 
circulation, which is done or at least imagined to be brought in via 
demonetization. Value of volume in circulation remains the same, while the 
carrying capacity or carriers in the form of paper + metal (mint) is reduced. 
This would retain the status of fiat currencies and still have governments + 
central banks decide fiscal + monetary policies respectively. 

Would this be achieved through demonetization in our case is debatable as 
what is seemingly the case at present is the process has stimulated calling 
upon orgs like Paytm circumventing a sudden cash shrinkage in the economy. 
But, with payment banks no more remaining a distant reality, a tie up 
between such could spell a further cash crunch to be effectuated. That’d be 
getting us closer still to the ultimate Platonic idea of cashless-ness, which still 
needs to have its Aristotelian content. Add to that the spice of Aadhar and we 
would inch closer to cashless-ness, but never into pure digital economy. This 
is my bold claim and I’d only defend it vehemently. 
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Demonetization, Cashless Economy and PayTM 

by  

Himanshu Damle 
21st December 2016 
 

Almost everyone remembers Narendra Modi’s full-page cover ad in leading 
newspapers, where PayTM congratulated him on the boldest ever financial 
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decision made in Independent India. And almost everyone was stunned by the 
fact that the Prime Minister could actually endorse a private entity. 
Rewinding back, the date was 9th of November, an evening after Modi took 
the decision to demonetize Rs. 500 and Rs. 1000, stripping these bills of their 
legal tender pushing millions of Indians in a state of chaos with serpentine 
lines almost in every nook and corner of the country outside of banks and 
post offices either to exchange old denominations with new ones or deposit 
currencies in old denominations. With numerous fatalities resulting from this 
move, the Government is bent on marketing the rhetoric of cashless economy 
and has even announced a spate of tax exemptions and rewards for those 
going on to digital transactions. Recently, Chandra Babu Naidu, CM of 
Andhra Pradesh, who is often credited with floating the idea of 
demonetization way back in 2013 expressed his utter helplessness in trying to 
get the situation under control, and the story is afloat across the political 
spectrum, but for the ruling dispensation, who sees this move as glorious in 
order to curb black money, counterfeiting, terror funding and tax evasion. 
But, for the last, the first three are misplaced as eminent economists from left 
as well as right have called demonetization as sickly implemented bringing 
vainglory to the plan and extreme hardships on the common citizenry, which 
continues unabated even today. The logics have changed from the four 
parameters that demonetization was supposed to effectuate towards going 
cashless, or digital. PayTM is one such intermediary that seems to have 
captured the imagination of the country. But, would this be the future of 
cashless economy, or would Indians be able to sink going cashless is too 
early to state at the moment. Let us turn our attention to what exactly is the 
scheme all about. 

To begin, let us try and understand what is digital money. Ely, B.  in his 
Electronic Money and Monetary Policy: Separating Fact from Fiction says, 
“Digital money or electronic money is the money balance recorded 
electronically on a “stored value” card, often called “smart cards” that have a 
microprocessor embedded which can be loaded with a monetary value.” But, 
that is one form of such money, while the other form is network money, 
where the software allows the transfer of value on computer networks, 
particularly the Internet. Just like a travelers’ cheque, a digital money balance 
is a floating claim on a private bank or other financial institution that isn’t 
linked with any particular account. this money is issued by both public and 
private institutions and is raising concerns about the futuristic ability of 
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central banks to set monetary supply targets, to which we would turn later. 
So, how does one envisage cashless economy for India? And before that, 
what exactly is cashless economy? Cashless Economy is when the flow of 
cash within an economy is non-existent and all transactions have to be 
through electronic channels such as direct debit, credit and debit cards, 
electronic clearing, and payment systems such as Immediate Payment Service 
(IMPS), National Electronic Funds Transfer (NEFT) and Real Time Gross 
Settlement (RTGS) in India. Since, India has been a cash-rich economy, post 
demonetization, the government has launched itself into the cashless drive. 
But, before venturing any further, we must have to deal with statistics. In 
India, cash-to-GDP ratio hovers around 12%, which is enormously high and 
is attributable to lack of banking access resulting in high cash transactions; 
almost zero costs incurred in cash transactions; and a large unorganized 
sector with overwhelming majority of retailers, suppliers and service 
providers banking on cash rather than going the digital way. 

Pros and Cons of cashless economy for India: 

The cashless economy has its own advantages. The transaction costs are 
coming down and will further go down. Once a substantial part of 
transactions are cashless, it would bring down the cost of printing, managing 
and moving money around. Further, the cashless economy automatically 
solves the problems of cash out on long holidays, risk of carrying currency 
notes etc. Further, the lesser use of cash strangulates the grey economy, 
prevents money laundering and increase tax compliance. Increased tax base 
would result in greater revenue for state and greater amount available to fund 
the welfare programmes. Lastly, Cash being material, can be prevented from 
circulation but electronic channels alleviate this friction and increase 
circulation of currency. 

But, it also has its series of disadvantages, and for a country like India, these 
are gargantuan, for the basic prerequisite to going cashless is Internet literacy, 
and whatever may be ascribed to India being a IT giant, its large swathes of 
population are still bereft of the basic of network and communication 
technology. Even if India is touted as the largest growing smart phone market 
in the world, the permeability isn’t much to hope for as a significant 
population of the country resides in pockets where networks either are weak 

�18



or do not have any presence. Apart from this, hacking and cracking pose a 
serious danger as digital wallets, how much ever secured they are touted to be 
are vulnerable to security breaches where encryption-decryption keys could 
be easily manipulated and therefore used for vested and malicious intent. The 
third important danger to be factored here is biometric usage in accessing 
cashless-driven economy, where rates of failure are high with concomitant 
hardships faced by the consumers. These cons counter the pros in making 
cashless economy a distant dream and there is indeed a long way to venture 
before the Governmental claims can make this happen and turn this into a 
reality through a magical wand. 

Anyways, moving on, what are the prerequisites of bringing about a cashless 
economy? Enabling access to banking is a pre requisite to promote cashless 
economy. A robust payments mechanism to settle a digital transaction is also 
needed, though the National Electronic Funds Transfer and Real Time Gross 
Settlement services. The Reserve Bank of India will also have to shed some 
of its conservatism, part of which is because it has often seen itself as the 
protector of banking interests rather than overall financial development. This 
part is definitely undergoing a sea change as the role of RBI seems to have 
undergone precisely that under the Chairmanship of Urjit Patel. The 
expansion of telecom and smart phones would provide a digital shift to the 
economy in near future. The private sector the driver of this change. 
Government is also mulling to provide incentives for electronic payments for 
example waiver of tax when electronic settlements are used, which it has 
already initiated. But moving back the circle, the question remains whether 
India is ready for this cashless transition? Looking at the reports published by 
the Economic Times, while the jury is still out whether government’s move at 
demonetization to arrest black money would backfire, one thing is certain 
that it has brought digital in the centre of payments debate, and as banks and 
vendors are trying to capitalize on the country’s severe cash crunch, the 
verdict of going cashless would all boil down to the people. As ET asked, will 
this shove finally make people conscious of the cost of cash? 
Consider this Trilogue, 

At a fish vendor, an erudite lady buys fish and wants to transact the purchase 
with the vendor using her debit card. An esquire is in the queue 
eavesdropping on the conversation. 
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Lady: So, do you accept payment through cards? 
Vendor: Not by cards, but you could PayTM me.  
Lady: Isn’t it true that while suing PayTM, you are being charged 1.5% as 
surcharge that goes to the Government?  
Man: No, it isn’t 1.5%, but hovers between 1.5% – 2.5% depending upon the 
volume of purchases.  
Lady: So, it goes to the Government, right? 
Vendor: (exasperatedly) To the Government? No, it goes to the company.  
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Lady: But, isn’t PayTM a Government undertaking?  
Vendor: (shockingly) From all that I am aware of, it is not Government-
owned or Government-run,  but the money goes to the company.  
Man: PayTM has nothing whatsoever to do with the Government, as it is a 
purely private company/corporation/institution.  
Lady: (anguished) Then why is it that the Modi Government is advertising for 
a private corporation?  

The trilogue isn’t fictional, but happened a couple of days back in Delhi’s 
upmarket INA, and narrated by a colleague of mine, who incidentally 
happened to be the esquire in the conversation. 

But, it needs to be noticed here that PayTM had scrapped the merchant 
transaction fees for offline transactions (i.e. while using PayTM for payments 
at physical shops) back in Feb 2016, which means the merchant also need not 
bear any extra cost while accepting payments through PayTM. 

Welcome to the world of PayTM 

PayTM, owned by One97 Communications, is a digital payments platform 
that allows you to transfer cash into the integrated wallet via online banking, 
debit cards, and credit cards, or even by depositing cash via select banks and 
partners. Using the money in the PayTM wallet, you can pay for a number of 
goods without using cash. PayTM Wallet, as mentioned above, is the digital 
payment instrument where you can transfer money from your bank account 
or credit card to use for transactions on the platform. You need to set up an 
account using your mobile phone number and email ID to setup a PayTM 
account and transfer cash to the wallet. You can add up to Rs. 10,000 in a 
month in the Wallet; if you want to increase the monthly limit, then you can 
get the KYC (Know Your Customer) processor done. With this, you can have 
up to Rs. 1 lakh in the PayTM Wallet at any point of time. No, the obvious 
question is: is this digital wallet safe and secure? PayTM – which is an RBI-
approved wallet – says it keeps the money you put in the Wallet is “protected 
under Escrow account with a reputed bank.” PayTM uses Verisign-certified 
128-bit encryption technology, which means that the secret key used in 
transactions is a sequence of 128 bits and does not reveal anything about the 
password length or contents. The platform is PCI DSS 2.0 certified, which 
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means it does not store credit card data in unencrypted form. Technicals 
aside, PayTM could be used for online as well as offline payments. By online 
would mean, payment over the internet, and by offline would connote 
scanning the Quick Response (QR) code/barcode along with an OTP, One 
Time Password to realize the payments at a vendor’s. 

PayTM is an e-commerce fin-tech web portal with services in online 
shopping based out of NOIDA in the National Capital Territory of Delhi. 
Owned by One97 Communications, Vijay Shekhar Sharma is the CEO of the 
firm. In March 2015, Indian industrialist Ratan Tata made personal 
investment in the firm. The same month, the company received a $575 
million investment from Alibaba Group of China, after Ant Financial 
Services Group, an Alibaba Group affiliate, took 25% stake in One97 as part 
of a strategic agreement. PayTM borrowed 300 crore from ICICI Bank in 
March 2016 as working capital. These three make up for the chief funding 
sources of the firm. 

Let us focus on how PayTM works and how it earns its share of monies or 
profits? Once a user registers on PayTM, it creates a escrow account (virtual 
code) against which a ledger is made with an entry of Rs.10k (Rs. 20k till 
Dec. 31, 2016). Whenever a buyer adds some money to PayTM wallet, a 
debit entry is created in the ledger account with the amount entered by the 
user. Suppose, a buyer enters Rs. 1000 and keeping the maximum limit of 
wallet to Rs.10k then in the ledger a debit entry will be created with Rs.1000 
and the balance will be shown as Rs.9000. Now suppose the user makes a 
transaction of Rs. 500 from the wallet, then a credit entry is created in the 
ledger with Rs. 500 and making the balance amount to Rs.9500 and wallet 
balance to Rs.500. Suppose the user receives a cashback of Rs.50 into his 
PayTM wallet. In this case again a debit entry of Rs.50 is created on the 
ledger leaving the balance in the escrow to Rs. 9450 and wallet balance to Rs. 
550. PayTM is more about escrow economy. PayTM does recharges and bill 
payments. While Government entities may not entertain commissions to 
PayTM they surely hook the customer to PayTM’s wallet for payments 
because PayTM gives CashBack on all of these in the form of Wallet Cash 
which can only be redeemed against any payment made via its network and 
can be withdrawn into one’s bank account. It is important to note here that 
PayTM negotiates hard on the Settlement time to these vendors i.e. there is a 
time lag in which you pay PayTM and PayTM pays the Vendor. Assume Your 
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Due date for payment of Light Bill is 1st of the Month – You pay it by that 
date, PayTM will release the same money to the vendor by say 8th of the 
Month (Your Electricity will not be disconnected because PayTM has given 
confirmation to the vendor that the payment has been settled) and thus 
PayTM in turn will make money out of the interest that it earns out of the 
lying deposits in the wallet. 

How is PayTM any different from normal debit or credit cards? It is not 
feasible to physically carry point of sale (POS) machine to swipe the card at 
every location. Thus Payment Gateway comes to the rescue, The payment 
gateway, or PayTM in this case acts as a virtual POS on the webpage/portal 
to accept money. Lets assume a customer made a purchase of 1000 INR on 
the website of the merchant, the merchant did some 9 similar transactions in 
the week i.e. Total Value of Weekly sale is 10,000 INR, now at the time of 
settlement from the payment gateway (PG) to the seller the PG will get a 
discounted amount from the bank, since the PG has a higher bargaining 
power with the bank on account of its large transaction volume the bank 
agrees to cut down Transaction Discounting Rate (TDR) from 2% to 1.5% 
(assume). Thus the PG will receive (10,000 * (1-1.5%*(1+14.5%))) = 
9828.25 INR and will further discount it by 1% (assume) to pass it on to the 
merchant i.e. the merchant will finally get about 9715 INR (9828.25 * (1-1% 
* (1+14.5%))). Thus in the whole process, the Card Issuer made the same 
amount of money, the bank made slightly lesser money on account of 
customer acquisition and the payment gateway made some money. It is not 
about promoting PayTM at all, it is as I said the escrow economy which 
economically/financially is better at cost-effectiveness that I (used 
metaphorically) would be most benefitted by. The larger picture is thus to be 
considered vis-a-vis debit/credit cards, where banks are charged higher by the 
issuers, even if these are bank-owned cards. For instance, a MasterCard 
issued by the SBI would have a charge that the SBI would be mandated to 
pay the MasterCard, which itself acts as a payment gateway. 

To end this, I did mention about how the Central Bank, Reserve Bank of 
India in our case would be finding it challenging to decide on monetary 
supply with an economy that is increasingly going cashless. If electronic 
money is issued through the conversion of banknotes or sight deposits, it does 
not change the money supply and price stability is not endangered. However, 
if electronic money is issued as a consequence of credit, private issuers have 
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incentives to supply additional amounts of electronic money as long as the 
difference between the interest charged on the credit and the one paid on 
electronic money covers the credit risk premium, the provision of the 
payment service, and possibly also the cost of refinancing. Given the low 
marginal cost of producing electronic money, its issuance could in principle 
proceed until the interest rate charged on the credit extended for the provision 
of electronic money is equal to the credit risk premium. This, by lowering the 
level of interest rates, could in turn endanger the maintenance of price 
stability. The risk of overissue would be limited by two factors which 
increase the costs of issuing electronic money, thereby limiting its supply: 
first, in a competitive environment, electronic money balances could be 
remunerated; second, and more importantly, a redeemability requirement 
could oblige the issuer to possess central bank money. An even stronger 
measure, which could be considered in the light of future developments in 
electronic money, would be to introduce a coverage requirement on electronic 
money, i.e. to request issuers of electronic money to cover part or all of their 
liabilities with base money. Another way to limit the risk of overissue would 
be to require rapid clearing of electronic money balances in central bank 
money. Thus, it appears that there are several reasons to assume that the risk 
of overissue of electronic money can be contained. However the issuance of 
electronic money may have an impact on the conduct of monetary policy, as I 
have been claiming for quite a time now. Or else, switch to bitcoins!!! 
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Helicopter Money Drop, or QE for the People or some 
other Unconventional Macroeconomic Tool…? Hoping 
the Government of India isn’t Looking to Buy into and 
Sell this Rhetoric in Defense of Demonetization 

by 

Himanshu Damle 
3rd January 2017 

“Let us suppose now that one day a helicopter flies over this community 
and drops an additional $1,000 in bills from the sky, which is, of course, 
hastily collected by members of the community. Let us suppose further that 
everyone is convinced that this is a unique event which will never be 
repeated.” 

This famous quote from Milton Friedman’s “The Optimum Quantity of 
Money” is the underlying principle behind what is termed Helicopter Money, 
where the basic tenet is if the Central Bank wants to raise inflation and output 
in the economy, that is below par, potential, the most effective tool would be 
simply to give everyone direct money transfers. In theory, people would see 
this as a permanent one-off expansion of the amount of money in circulation 
and would then start to spend more freely, increasing broader economic 
activity and pushing inflation back up to the central bank’s target. The notion 
was taken to a different level thanks to Ben Bernanke, former Chairman of 
FED, when he said, 

“A broad-based tax cut, for example, accommodated by a programme of 
open-market purchases to alleviate any tendency for interest rates to 
increase, would almost certainly be an effective stimulant to consumption 
and hence to prices. Even if households decided not to increase 
consumption but instead rebalanced their portfolios by using their extra 
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cash to acquire real and financial assets, the resulting increase in asset 
values would lower the cost of capital and improve the balance sheet 
positions of potential borrowers. A money-financed tax cut is essentially 
equivalent to Milton Friedman’s famous ‘helicopter drop’ of money.” 

The last sentence of the quote obviously draws out the resemblances between 
the positions held by MF and BB, or helicopter money and quantitative 
easing, respectively. But, there is a difference that majorly lies in asset swaps 
for the latter, where the government bond gets exchanged for bank reserves. 
But, what about QE for the People, a dish dished out by two major 
ingredients in the form of financial excesses and communist manifesto!!! 
Thats a nice ring to it, and as Bloomberg talked of it almost a couple of years 
back, if the central bank were to start sending cheques to each and every 
household (read citizen), then most of this money would be spent, boosting 
demand and thus echoing MF. But, the downside would be central banks 
creating liabilities without corresponding assets thus depleting equity. Well, 
thats for QE for the People, the mix of financial excesses and communist 
manifesto. This differentiates with QE, as in the process of QE, no doubt 
liabilities are created but central banks get assets in the form of securities it 
buys in return. While this alleviates reserve constraints in the banking sector 
(one possible reason for them to cut back lending) and lowers government 
borrowing costs, its transmission to the real economy could at best be indirect 
and underwhelming. As such, it does not provide much bang for your buck. 
Direct transfers into people’s accounts, or monetary-financed tax breaks or 
government spending, would offer one way to increase the effectiveness of 
the policy by directly influencing aggregate demand rather than hoping for a 
trickle-down effect from financial markets. 
 
Assuming Helicopter Money is getting materialized in India. What this in 
effect brings to the core is a mix of confusion fusion between who enacts the 
fiscal and who the monetary policies. If the Government of India sends Rs. 
15 lac to households, it is termed fiscal policy and of the RBI does the same, 
then it is termed monetary policy and the macroeconomic mix confusions 
galore from here on. But, is this QE for the People or Helicopter drop really 
part of the fiscal policy? It can’t be, unless it starts to be taken notice of the 
fact that RBI starts carrying out reverse repurchase operations (reverse repo), 
and plans to expand its multiple fold when it raises its interest rate target in 
order to put a floor on how far the funds rate could fall. And thats precisely 
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what the RBI undertook in the wake, or rather during the peak of 
demonetization. So, here the difference between such drops/QE for the 
People and QE becomes all the more stark, for if the RBI were to undertake 
such drops or QE for the People, then it would end up selling securities thus 
self-driving the rates down, or even reach where it has yet to, ZIRP. Thus, 
what would happen if the Government does the drops? It’d appear they spend 
money and sell securities, too. But in that case, people would say the security 
sales are financing the spending. And in their minds this is the fiscal policy, 
while the RBI’s helicopter money is monetary policy. If the confusions are 

�27



still murky, the result is probably due to the fact that it is hybrid in nature, or 
taxonomically deviant. 

It seems much clearer to simply say that (a) the act of creating a deficit—
raising the net financial wealth of the non-government sector is fiscal policy, 
and (b) the act of announcing and then supporting an interest rate target with 
security sales (or purchases, or interest on reserves), which has no effect on 
the net financial wealth of the non-government sector is monetary policy. In 
the case of (a), whether the RBI cuts the cheques, it’s fiscal policy, and with 
(b), whether the RBI sells securities, it’s monetary policy. In other words, 
fiscal policy is about managing the net financial assets of the non-government 
sector relative to the state of the economy, and monetary policy is about 
managing interest rates (and through it, to the best of its abilities, bank 
lending and deposit creation) relative to the state of the economy. 

So, how does this helicopter drop pan with India’s DBT, Direct Benefit 
Transfers or getting back the back money to be put into accounts of every 
Indian? What rhetoric to begin and end with? Let us go back to the words of 
Raghuram Rajan, when he was the Governor of the RBI. “It is not absolutely 
clear that throwing the money out of the window, or targeted cheques to 
beneficiaries… will be politically feasible in many countries, or produce 
economically the desired effect,” he said because the fiscal spending hasn’t 
achieved much elevated growth. So, bury the hatchet here, or the government 
might get this, import this rhetoric to defend its botched-up move on 
demonetization. Gear up, figure out. 
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India’s Cashlessness Drive or A Rudderless Cacophony? 

by 

Himanshu Damle 
6th January 2017 

Is there a plus out of going less-cash dependent rather than going cashless? 
Yes, on the negative interest rates issue, these appear to be better than 
Quantitative Easing to turbocharge an economy from a recession, BUT only 
in cases of advanced economies and definitely not in the case of an economy 
that is purportedly to be the fasting growing emerging one according to the 
whims, fancies and vagaries of WB/IMF statistics. Why is the case? 

Presently, the interest rates are zero bound (though India is largely outside the 
bracket meaning all the more vociferously that this sudden sweep has been 
misplaced at the very top trickling down to the bottom in treacherous 
wringing. but imagine for a moment that India too faces this movement of 
rates towards the ignominious ‘0’), i.e. cannot fall below zero. And then 
there’s the sacred rule of 

Real term interest rate = Nominal Interest Rate – Rate of Inflation 

In 2008, with advanced economies like US having less rate of inflation the 
room to cut interest rates was pretty much restricted considering the US Fed 
had set a target rate of inflation as 2%. With a less-cash society the Central 
Bankers can set interest rates to negative which basically means that you 
need to pay the bank to hold your deposit. Now keep in mind that the debate 
is still out over whether the three tranches of QE actually did good. 

Kenneth Rogoff acknowledges that negative interest rates might give rise to 
strange situations like for example in case of a bond holder – the borrower 
needs to pay the lender. Legal and administrative issues can arise but they can 
be handled as the payments due can be deducted from the principal in this 
case. 
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There’s one interesting alternative to negative interest rates shared in the 
book from the academic economic circles – the two currency system. 

It calls for identifying as paper currency and currency in electronic form in 
banking system as two different. And it calls for an exchange rate when a 
person goes to the bank to deposit his paper currency which will ultimately 
be recorded in the banking system as an electronic form. This will give rise to 
three monetary instruments which the Central Bankers can then play with – 

 1 Interest rates on electronic currency 
 2 Exchange rate b/w Electronic and Paper Currency 
 3 Forward (future) exchange rate 

As these days the chatter increases about digital or crypto-currencies, Rogoff 
is of the view that these innovations are admirable but these currencies are at 
a major disadvantage as the govt. has tremendous power at its disposal to 
impose its will over them. But eventually, the technology like public ledger 
will be adopted, and that would eventually be taking off from #Blockchain. 

“Is India following the playbook in The Curse of Cash? On motivation, yes, 
absolutely. A central theme of the book is that whereas advanced country 
citizens still use cash extensively (amounting to about 10% of the value of 
all transactions in the United States), the vast bulk of physical currency is 
held in the underground economy, fueling tax evasion and crime of all 
sorts. Moreover, most of this cash is held in the form of large denomination 
notes such as the US $100 that are increasingly unimportant in legal, tax-
compliant transactions. Ninety-five percent of Americans never hold $100s, 
yet for every man, woman and child there are 34 of them. Paper currency is 
also a key driver of illegal immigration and corruption. The European 
Central Bank recently began phasing out the 500 euro mega-note over 
these concerns, partly because of the terrorist attacks in Paris. 

BUT SETTING AND IMPLEMENTATION IS VASTLY DIFFERENT 

On implementation, however, India’s approach is radically different, in two 
fundamental ways. First, I argue for a very gradual phase-out, in which 
citizens would have up to seven years to exchange their currency, but with 
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the exchange made less convenient over time. This is the standard 
approach in currency exchanges. For example this is how the European 
swapped out legacy national currencies (e.g the deutschmark and the 
French franc) during the introduction of the physical euro fifteen years 
ago. India has given people 50 days, and the notes are of very limited use in 
the meantime. The idea of taking big notes out of circulation at short notice 
is hardly new, it was done in Europe after World War II for example, but as 
a peacetime move it is extremely radical. Back in the 1970s, James Henry 
suggested an idea like this for the United States. Here is what I say there 
about doing a fast swap for the United States instead of the very gradual 
one I recommend: 

“(A very fast) swap plan absolutely merits serious discussion, but there 
might be significant problems even if the government only handed out 
small bills for the old big bills. First, there are formidable logistical 
problems to doing anything quickly, since at least 40% of U.S. currency is 
held overseas. Moreover, there is a fine line between a snap currency 
exchange and a debt default, especially for a highly developed economy in 
peacetime. Foreign dollar holders especially would feel this way. Finally, 
any exchange at short notice would be extremely unfair to people who 
acquired their big bills completely legally but might not keep tabs on the 
news. 

In general, a slow gradual currency swap would be far less disruptive in an 
advanced economy, and would leave room for dealing with unanticipated 
and unintended consequences. One idea, detailed in The Curse of Cash, is 
to allow people to exchange their expiring large bills relatively conveniently 
for the first few years (still subject to standard anti-money-laundering 
reporting requirements), then over time make it more inconvenient by 
accepting the big notes at ever fewer locations and with ever stronger 
reporting requirements. 
Second, my approach eliminates large notes entirely. Instead of eliminating 
the large notes, India is exchanging them for new ones, and also 
introducing a larger, 2000-rupee note, which are also being given in 
exchange for the old notes. 

MY PLAN IS EXPLICITLY TAILORED TO ADVANCED ECONOMIES 
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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. In the book I explain 
how a major part of any plan to phase out large notes must include a 
significant component for financial inclusion. In the United States, the 
poor do not really rely heavily on $100 bills (virtually no one in the legal 
economy does) and as long as smaller bills are around, the phase out of 
large notes should not be too much of a problem, However, the phaseout of 
large notes is golden opportunity to advance financial inclusion, in the first 
instance by giving low income individuals access to free basic debt 
accounts. The government could use these accounts to make transfers, 
which would in turn be a major cost saving measure. But in the US, only 
8% of the population is unbanked. In Colombia, the number is closer to 
50% and, by some accounts, it is near 90% in India. Indeed, the 500 rupee 
note in India is like the $10 or $20 bill in the US and is widely used by all 
classes, so India’s maneuver is radically different than my plan. (That said, 
I appreciate that the challenges are both different and greater, and the 
long-run potential upside also much higher.) 

Indeed, developing countries share some of the same problems and the 
corruption and counterfeiting problem is often worse. Simply replacing old 
notes with new ones does have a lot of beneficial effects similar to 
eliminating large notes. Anyone turning in large amounts of cash still 
becomes very vulnerable to legal and tax authorities. Indeed that is Modi’s 
idea. And criminals have to worry that if the government has done this 
once, it can do it again, making large notes less desirable and less liquid. 
And replacing notes is also a good way to fight counterfeiting—as The 
Curse of Cash explains, it is a constant struggle for governments to stay 
ahead of counterfeiters, as for example in the case of the infamous North 
Korean $100 supernote. 

Will Modi’s plan work? Despite apparent huge holes in the planning (for 
example, the new notes India is printing are a different size and do not fit 
the ATM machines), many economists feel it could still have large positive 
effects in the long-run, shaking up the corruption, tax evasion, and crime 
that has long crippled the country. But the long-run gains depend on 
implementation, and it could take years to know how history will view this 
unprecedented move. 
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THE GOAL IS A LESS-CASH SOCIETY NOT A CASHLESS ONE 

In The Curse of Cash, I argue that it will likely be necessary to have a 
physical currency into the far distant future, but that society should try to 
better calibrate the use of cash. What is happening in India is an extremely 
ambitious step in that direction, of a staggering scale that is immediately 
affecting 1.2 billion people. The short run costs are unfolding, but the long-
run effects on India may well prove more than worth them, but it is very 
hard to know for sure at this stage.” 

The long quote is by none other than Rogoff himself on the viability of the 
Indian drive. 
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Data Governance, FinTech, #Blockchain and Audits 

by  

Himanshu Damle  
10th March 2017 

Data Governance and Audit Trail 

Data Governance specifies the framework for decision rights and 
accountabilities encouraging desirable behavior in data usage 
Main aim of Data Governance is to ensure that data asset are overseen in a 
cohesive and consistent enterprise-wide manner 

Why is there a need for Data governance?  

Evolving regulatory mechanisms and requirements 
Could integrity of data be trusted? 
Centralized versus decentralized documentation as regards use, hermeneutics 
and meaning of data 
Multiplicity of data silos with exponentially rising data 

Architecture 

Information Owner: approving power towards internal + external data 
transfers + business plans prioritizing data integrity and data governance 
Data steward: create/maintain/define data access, data mapping and data 
aggregation rules 

Application steward: maintain application inventory, validating testing of 
outbound data and assist master data management 
Analytics steward: maintain a solutions inventory, reduce redundant 
solutions, define rules for use of standard definitions and report 
documentation guidelines, and define data release processes and guidelines 
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What could an audit be? 

It starts as a comprehensive and effective program encompassing people, 
processes, policies, controls, and technology. Additionally, it involves 
educating key stakeholders about the benefits and risks associated with poor 
data quality, integrity and security. 

What should be audit invested with? 

Apart from IT knowledge and operational aspects of the organization, PR 
skills, dealing with data-related risks and managing a push-back or a cultural 
drift handling skills are sine qua non. As we continue to operate in one of the 
toughest and most uneven economic climates in modern times, the relevance 
of the role of auditors in the financial markets is more important than ever 
before. While the profession has long recognized the impact of data analysis 
on enhancing the quality and relevance of the audit, mainstream use of this 
technique has been hampered due to a lack of efficient technology solutions, 
problems with data capture and concerns about privacy. However, recent 
technology advancements in big data and analytics are providing an 
opportunity to rethink the way in which an audit is executed. The transformed 
audit will expand beyond sample-based testing to include analysis of entire 
populations of audit-relevant data (transaction activity and master data from 
key business processes), using intelligent analytics to deliver a higher quality 
of audit evidence and more relevant business insights. Big data and analytics 
are enabling auditors to better identify financial reporting, fraud and 
operational business risks and tailor their approach to deliver a more relevant 
audit. While we are making significant progress and are beginning to see the 
benefits of big data and analytics in the audit, this is only part of a journey. 
What we really want is to have intelligent audit appliances that reside within 
companies’ data centers and stream the results of our proprietary analytics to 
audit teams. But the technology to accomplish this vision is still in its infancy 
and, in the interim, what is transpiring is delivering audit analytics by 
processing large client data sets within a set and systemic environment, 
integrating analytics into audit approach and getting companies comfortable 
with the future of audit. The transition to this future won’t happen overnight. 
It’s a massive leap to go from traditional audit approaches to one that fully 
integrates big data and analytics in a seamless manner. 
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Three key areas the audit committee and finance leadership should be 
thinking about now when it comes to big data and analytics: 
External audit: develop a better understanding of how analytics is being 
used in the audit today. Since data capture is a key barrier, determine the 
scope of data currently being captured, and the steps being taken by the 
company’s IT function and its auditor to streamline data capture. 
Compliance and risk management: understand how internal audit and 
compliance functions are using big data and analytics today, and 
management’s future plans. These techniques can have a significant impact 
on identifying key risks and automating the monitoring processes. 
Competency development: the success of any investments in big data and 
analytics will be determined by the human element. Focus should not be 
limited to developing technical competencies, but should extend to creating 
the analytical mindset within the finance, risk and compliance functions to 
consume the analytics produced effectively. 

What is the India Stack? 

A paperless and cashless delivery system; a paradigm that is intended to 
handle massive data inflows enabling entrepreneurs, citizens and government 
to interact with each other transparently; an open system to verify businesses, 
people and services. 

This is an open API policy that was conceived in 2012 to build upon Aadhaar. 
The word open in the policy signifies that other application could access data. 
It is here that the affair starts getting a bit murky, as India Stack gives the data 
to the concerned individual and lets him/her decide who the data can be 
shared with.  

So, is this a Fintech? Fintech is usually applies to the segment of technology 
startup scene that is disrupting sectors such as mobile payments, money 
transfers, loans, fundraising and even asset management. And what is the 
guarantee that Fintech would help prevent fraud that traditional banking 
couldn’t? No technology can completely eradicate fraud and human deceit, 
but I believe technology can make operations more transparent and systems 
more accountable. To illustrate this point, let’s look back at the mortgage 
crisis of 2008. 
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Traditional banks make loans the old fashioned way: they take money from 
people at certain rates (savings deposits) and lend it out the community at a 
higher rate. The margin constitutes the bank’s profit. As the bank’s assets 
grow, so do their loans, enabling them to grow organically. 

Large investment banks bundle assets into securities that they can sell on 
open markets all over the world. Investors trust these securities because they 
are rated by third party agencies such as Moody’s and Standard & Poor’s. 
Buyers include pension funds, hedge funds, and many other retail investment 
instruments. 

The ratings agencies are paid by investment banks to rate them. 
Unfortunately, they determine these ratings not so much by the merits of the 
securities themselves, but according to the stipulations of the banks. If a 
rating fails to meet the investment banks’ expectations, they can take their 
business to another rating agency. If a security does not perform as per the 
rating, the agency has no liability! How insane is that? 

Most surprisingly, investment banks can hedge against the performance of 
these securities (perhaps because they know that the rating is total BS?) 
through a complex process that I will not get into here. 

Investment banks and giant insurance firms such as AIG were the major 
dominoes that nearly caused the whole financial system to topple in 2008. 
Today we face an entirely different lending industry, thanks to FinTech. What 
is FinTech? FinTech refers to a financial services company (not a technology 
company) that uses superior technology to bring newer and better financial 
products to consumers. Many of today’s FinTech companies call themselves 
technology companies or big data companies, but I respectfully disagree. To 
an outsider, a company is defined by its balance sheet and a FinTech 
company’s balance sheet will tell you that it makes money from the fees, 
interest, and service charges on their assets—not by selling or licensing 
technology. FinTech is good news not only for the investors, borrowers and 
banks collectively, but also for the financial services industry as a whole 
because it ensures greater transparency and accountability while removing 
risk from the entire system. In the past four to five years a number of FinTech 
companies have gained notoriety for their impact on the industry. I firmly 
believe that this trend has just begun. FinTech companies are ushering in new 
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digital business models such as auto-decisioning. These models are sweeping 
through thousands of usual and not-so-usual data sources for KYC and Credit 
Scoring. 

But already a new market of innovative financial products has entered into 
mainstream finance. As their market share grows these FinTech companies 
will gradually “de-risk” the system by mitigating the impact of large, 
traditional, single points of failure. And how will the future look? A small 
business might take its next business loan from Lending Club, OnDeck, 
Kabbage, or DealStruck, instead of a traditional bank. Rather than raising 
funds from a venture capital firm or other traditional investor, small 
businesses can now look to Kickstarter or CircleUp. Sales transactions can be 
processed with fewer headaches by Square or Stripe. You can invest your 
money at Betterment or Wealthfront and not have to pay advisors who have 
questionable track records outperforming the market. You can even replace 
money with bitcoin using Coinbase, Circle, or another digital-currency 
option. These are the by-products of the FinTech revolution. We are 
surrounded by a growing ecosystem of highly efficient FinTech companies 
that deliver next-generation financial products in a simple, hassle-free 
manner. Admittedly, today’s emerging FinTech companies have not had to 
work through a credit cycle or contend with rising interest rates. But those 
FinTech companies that have technology in their DNA will learn to ‘pivot’ 
when the time comes and figure it all out. We have just seen the tip of this 
iceberg. Technically speaking, the FinTech companies aren’t bringing 
anything revolutionary to the table. Mostly it feels like ‘an efficiency gain’ 
play and a case of capitalizing on the regulatory arbitrage that non-banks 
enjoy. Some call themselves big data companies—but any major bank can 
look into its data center and make the same claim. Some say that they use 
1,000 data points. Banks are doing that too, albeit manually and behind 
closed walls, just as they have done for centuries. FinTechs simplify financial 
processes, reduce administrative drag, and deliver better customer service. 
They bring new technology to an old and complacent industry. Is there 
anything on the horizon that can truly revolutionize how this industry works? 
Answering this question brings us back to 2008 as we try to understand what 
really happened. What if there was a system that did not rely on Moody’s and 
S&P to rate the bonds, corporations, and securities. What if technology could 
provide this information in an accurate and transparent manner. What if 
Bitcoin principles were adopted widely in this industry? What if the 
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underlying database protocol, Blockchain, could be used to track all financial 
transactions all over the globe to tell you the ‘real’ rating of a security. 
 

Blockchain can be defined as a peer-to-peer operated public digital ledger 
that records all transactions executed for a particular asset (…) “The 
Blockchain maintains this record across a network of computers, and anyone 
on the network can access the ledger. Blockchain is ‘decentralized’ meaning 
people on the network maintain the ledger, requiring no central or third party 
intermediary involvement.” “Users known as ‘miners’ use specialized 
software to look for these time stamped ‘blocks’, verify their accuracy using 
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a special algorithm, and add the block to the chain. The chain maintains 
chronological order for all blocks added because of these time-stamps.” The 
digitalization of financial service opens room for new opportunity such as to 
propose new kind of consumer’s experience as well as the use of new 
technologies and improve business data analysis. The ACPR, the French 
banking and insurance regulatory authority, has  classified the opportunities 
and risks linked to the Fintech such as the new services for uses, better 
resilience versus the difficulty to establish effective supervision, the risks of 
regulation dumping and regarding clients interest protection such as data 
misuse and security. The French Central Bank is currently studying 
blockchain in cooperation with two start-ups, the “Labo Blockchain” and 
“Blockchain France”. In that context, blockchain is a true financial service 
disruption, according to Piper Alderman “Blockchain can perform the 
intermediating function in a cheaper and more secure way, and disrupt the 
role of Banks.” 

Hence, leading bank wants to seize that financial service opportunity. They 
are currently working on blockchain project with financial innovation firm, 
R3 CEV. The objective is that the project delivers a “more efficient and cost-
effective international settlement network and possibly eliminate the need to 
rely on central bank”. R3 CEV has announced that 40 peer banks, including 
HSBC, Citigroup, and BNP Paribas, started an initiative to test new kind of 
transaction through blockchain. This consortium is the most important ever 
organized to test this new technology. 

And what of security? According to the experts “the design of the blockchain 
means there is the possibility of malware being injected and permanently 
hosted with no methods currently available to wipe this data. This could 
affect ‘cyber hygiene’ as well as the sharing of child sexual abuse images 
where the blockchain could become a safe haven for hosting such data.” 
Further, according to the research, “it could also enable crime scenarios in the 
future such as the deployment of modular malware, a reshaping of the 
distribution of zero-day attacks, as well as the creation of illegal underground 
marketplaces dealing in private keys which would allow access to this data.” 
The issue of cyber-security for financial institutions is very strategic. Firstly, 
as these institutions rely on customer confidence they are particularly 
vulnerable to data loss and fraud. Secondly, banks represent a key sector for 
national security. Thirdly they are exposed to credit crisis given their role to 
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finance economy. Lastly, data protection is a key challenge given financial 
security legal requirements. 

As regard cyber security risks, on of the core legal challenge will be the 
accountability issue. As Blockchain is grounded on anonymity the question is 
who would be accountable for the actions pursued? Should it be the users, the 
Blockchain owner, or software engineer? Regulation will address the issue of 
blockchain governance. According to Hubert de Vauplane, “the more the 
Blockchain is open and public, less the Blockchain is governed”, “while in a 
private Blockchain, the governance is managed by the institution” as regard 
“access conditions, working, security and legal approval of transactions”. 
Where as in the public Blockchain, there is no other rules that Blockchain, or 
in other words “Code is Law” to quote US legal expert Lawrence Lessing. 
First issue: who is the block chain user? Two situations must be addressed 
depending if the Blockchain is private or public. Unlike public blockchain, 
the private blockchain – even though grounded in a public source code – is 
protected by intellectual property rights in favour of the organism that 
manages it, but still exposed to cyber security risks. Moreover, a new 
contractual documentation provided by financial institutions and disclosure 
duty could be necessary when consumers may simply not understand the 
information on how their data may be used through this new technology. 

‘Disruption’ has turned into a Silicon Valley cliché, something not only 
welcomed, but often listed as a primary goal. But disruption in the private 
sector can have remarkably different effects than in the political system. 
While capital forces may allow for relatively rapid adaptation in the market, 
complex political institutions can be slower to react. Moreover, while 
disruption in an economic market can involve the loss of some jobs and the 
creation of others, disruption in politics can result in political instability, 
armed conflict, increased refugee flows and humanitarian crises. It 
nevertheless is the path undertaken…. 
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A Monetary Drain due to Excess Liquidity. Why is the 
RBI Playing Along? 

by  

Himanshu Damle 
25th August 2017 
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And so we thought demonetization was not a success. Let me begin with the 
Socratic irony to assume that it was indeed a success, albeit not in arresting 
black money for sure. Yes, the tax net has widened and the cruelty of 
smashing down the informal sector to smithereens to be replaceable with a 
formal economy, more in the manner of sucking the former into the latter has 
been achieved. As far as terror funding is concerned, it is anybody’s guess 
and so let them be with their imaginations. What none can deny is the surge 
in deposits and liquidity in the wake of demonetization. But, what one has 
been consciously, or through an ideological-driven standpoint denying is the 
fact that demonetization clubbed with the governmental red carpet for foreign 
direct investment has been an utter failure to attract money into the country. 
And the reason attributed for the same has been a dip in the economy as a 
result of the idiosyncratic decision of November 8 added with the conjuring 
acts of mathematics and statistics in tweaking base years to let go off the 
reality behind a depleting GDP and project the country as the fastest growing 
emerging economy in the world. The irony I started off with is defeated here, 
for none of the claims that the government propaganda machine churns out 
on the assembly line are in fact anywhere near the truth. But, thats what a 
propaganda is supposed to doing, else why even call it that, or even call for a 
successful governance and so on and on (sorry for the Žižekian interjections 
here). 

Assuming the irony still has traces and isn’t vanquished, it is time to move on 
and look into the effects of what calls for a financial reality-check. Abruptly 
going vertically through the tiers here, it is recently been talked about in the 
corridors of financial power that the Reserve Bank of India (RBI) is all set to 
drain close to 1.5 lakh crore in excess liquidity from the financial system as 
surging foreign investments forces the central bank to absorb the dollar 
inflows and sell rupees to cap gains in the local currency. This is really 
interesting, for the narrative or the discourse is again symptomatic of what 
the government wants us to believe, and so believe we shall, or shall we? 
After this brief stopover, chugging off again…Foreign investments into debt 
and shares have reached a net $31 billion this year, compared with $2.7 
billion in sales last year, due to factors including India’s low inflation and 
improving economic growth. This is not merely a leap, but a leap of faith, in 
this case numerically. Yes, India is suffering from low inflation, but it ain’t 
deflation, but rather disinflation. There is a method to this maddening reason, 
if one needs to counter what gets prime time economic news in the media or 
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passes on as Chinese Whispers amongst activists hell-bent on proving the 
futility of the governmental narrative. There is nothing wrong in the 
procedure as long as this hell-bent-ness is cooked in proper proportions of 
reason. But, why call it disinflation and not deflation? A sharp drop in 
inflation below the Reserve Bank of India’s (RBI’s) 4% target has been 
driven by only two items – pulses and vegetables. the consumer price index 
(CPI), excluding pulses and vegetables, rose at the rate of 3.8% in July, much 
higher than the official headline figure of 2.4% inflation for the month. The 
re-calculated CPI is based on adjusted weights after excluding pulses and 
vegetables from the basket of goods and services. The two farm items – 
pulses and vegetables – have a combined weight of only 8.4% in the 
consumer price index (CPI) basket. However, they have wielded 
disproportionate influence over the headline inflation number for more than a 
year now owing to the sharp volatility in their prices. So, how does it all add 
up? Prices of pulses and vegetables have fallen significantly this year owing 
to increased supply amid a normal monsoon last year, as noted by the 
Economic Survey. The high prices of pulses in the year before and the 
government’s promises of more effective procurement may have encouraged 
farmers to produce more last year, resulting in a glut. Demonetization may 
have added to farmers’ woes by turning farm markets into buyers’ 
markets. Thus, there does not seem to be any imminent threat of deflation in 
India. A more apt characterization of the recent trends in prices may be 
‘disinflation’ (a fall in the inflation rate) rather than deflation (falling prices) 
given that overall inflation, excluding pulses and vegetables, is close to the 
RBI target of 4%. On the topicality of improving economic growth in the 
country, this is the bone of contention either weakening or otherwise 
depending on how the marrow is key up. 

Moving on…The strong inflows have sent the rupee up nearly 7 per cent 
against the dollar and forced the RBI to buy more than $10 billion in spot 
market and $10 billion in forwards this year – which has meant an equivalent 
infusion in rupees. Those rupee sales have added liquidity into a financial 
system already flush with cash after a ban on higher-denomination currency 
in November sparked a surge in bank deposits. Average daily liquidity has 
risen to around Rs 3 lakh crore, well above the RBI’s goal of around Rs 1 
lakh crore, according to traders. That will force the RBI to step up debt sales 
to remove liquidity and avoid any inflationary impact. Traders estimate the 
RBI will need to drain Rs 1 lakh crore to Rs 1.4 lakh crore ($15.7 billion to 
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$22 billion) after taking into account factors such as festival-related 
consumer spending that naturally reduce cash in the system. How the RBI 
drains the cash will thus become an impact factor for bond traders, who have 
benefitted from a rally in debt markets. The RBI has already drained about Rs 
1 lakh crore via one-year bills under a special market stabilization scheme 
(MSS), as well as Rs 30,000 crore in longer debt through open market 
sales. MSS (Market Stabilization Scheme) securities are issued with the 
objective of providing the RBI with a stock of securities with which it can 
intervene in the market for managing liquidity. These securities are issued not 
to meet the government’s expenditure. The MSS scheme was launched in 
April 2004 to strengthen the RBI’s ability to conduct exchange rate and 
monetary management. The bills/bonds issued under MSS have all the 
attributes of the existing treasury bills and dated securities. These securities 
will be issued by way of auctions to be conducted by the RBI. The timing of 
issuance, amount and tenure of such securities will be decided by the RBI. 
The securities issued under the MSS scheme are matched by an equivalent 
cash balance held by the government with the RBI. As a result, their issuance 
will have a negligible impact on the fiscal deficit of the government. It is 
hoped that the procedure would continue, noting staggered sales in bills, 
combined with daily reverse repo operations and some long-end sales, would 
be easily absorbable in markets. The most disruptive fashion would be 
stepping up open market sales, which tend to focus on longer-ended debt. 
That may send yields higher and blunt the impact of the central bank’s 25 
basis point rate cut in August. The RBI does not provide a timetable of its 
special debt sales for the year. and if the RBI drains the cash largely through 
MSS bonds then markets wont get too much impacted. This brings us to close 
in proving the success story of demonetization as a false beacon, in that with 
a surge in liquidity, the impact on the market would be negligible if MSS are 
resorted to culminating in establishing the fact that demonetization clubbed 
with red-carpeted FDI has had absolutely no nexus in the influx of dollars 
and thus any propaganda of this resulting as a success story of 
demonetization is to be seen as purely rhetoric. QED. 
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Why Should Modinomics Be Bestowed With An Ignoble 
Prize In Economic Science? Demonetization’s 
Spectacular Failure 

by 

Himanshu Damle 
31st August 2017 

This lesson from history is quite well known: 

Muhammad bin Tughlaq thought that may be if he could find an 
alternative currency, he could save some money. So he replaced the Gold 
and Silver coins with copper currency. Local goldsmiths started 
manufacturing these coins and which led to a loss of a huge sum of money 
to the court. He had to take his orders back and reissue Gold/Silver coins 
against those copper coins. This counter decision was far more devastating 
as people exchanged all their fake currency and emptied royal treasure. 

And nothing seems to have changed ideatically even after close to 800 years 
since, when another bold and bald move or rather a balderdash move by the 
Prime Minister of India Narendra Modi launched his version of the lunacy. 
Throw in Demonetization and flush out black money. Well, that was the 
reason promulgated along with a host of other nationalistic-sounding 
derivatives like curbing terror funding, expanding the tax net, open to 
embracing digital economy and making the banking system more foolproof 
by introducing banking accounts for the millions hitherto devoid of any. But, 
financial analysts and economists of the left of the political spectrum saw this 
as brazen porto-fascistic move, when they almost unanimously faulted the 
government for not really understanding the essence of black money. These 
voices of sanity were chased off the net, and chided in person and at fora by 
paid trolls of the ruling dispensation, who incidentally were as clueless about 

�46



it as about their existence. Though, some other motives of demonetization 
were smuggled in in feeble voices but weren’t really paid any heed to for they 
would have sounded the economic disaster even back then. And these are the 
contraband that could give some credibility to the whole exercise even 
though it has turned the world’s fastest-growing emerging economy (God 
knows how it even reached that pinnacle, but, so be it!) into a laughing stock 
of a democratically-elected dictatorial regime. What is the credibility talked 
about here? It was all about smashing the informal economy (which until the 
announcement of November 8 contributed to 40% of the GDP and had a 
workforce bordering on 90% of the entire economy) to smithereens and 
sucking it into the formal channel through getting banking accounts 
formalized. Yes, this is a positive in the most negative sense, and even today 
the government and whatever voices emanate from Delhi refuse to consider it 
as a numero uno aim. 

Fast forward by 3 (period of trauma) + 8 (periods of post-trauma) months and 
the cat is out of the bag slapping the government for its hubris. But a 
spectacular failure it has turned out to be. The government has refused to 
reveal the details of how much money in banned notes was deposited back 
with the RBI although 8 months have passed since the window of exchange 
closed in January this year. Despite repeated questioning in Parliament, 
Supreme Court and through RTIs, the govt. and RBI has doggedly maintained 
that old banned notes were still being counted. In June this year, finance 
minister Arun Jaitley claimed that each note was being checked whether it 
was counterfeit and that the process would take “a long time”. The whole 
country had seen through these lies because how can it take 8 months to 
count the notes. Obviously there was some hanky panky going on. Despite 
statutory responsibility to release data related to currency in circulation and 
its accounts, the RBI too was not doing so for this period. They were under 
instructions to fiddle around and not reveal the truth. Consider the statistics 
next: 

As on November 8, 2016, there were 1716.5 crore piece of Rs. 500 and 685.8 
crore pieces of Rs. 1000 circulating the economy totaling Rs. 15.44 lakh 
crore. The Reserve Bank of India (RESERVE BANK OF INDIA ANNUAL 
REPORT 2016-17), which for a time as long as Urjit Patel runs the show has 
been criticized for surrendering the autonomy of the Central Bank to the 
whims and fancies of PM-run circus finally revealed that 99% of the junked 
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notes (500 + 1000) have returned to the banking system. This revelation has 
begun to ricochet the corridors of power with severe criticisms of the 
government’s move to flush out black money and arrest corruption. When the 
RBI finally gave the figures through its annual report for 2016-17, it 
disclosed that Rs. 15.28 lakh crore of junked currency had formally entered 
the banking system through deposits, thus leaving out a difference of a mere 
(yes, a ‘mere’ in this case) Rs. 16,050 crore unaccounted for money. 
Following through with more statistics, post-demonetization, the RBI spent 
Rs. 7,965 crore in 2016-17 on printing new Rs. 500 and Rs. 2000 notes in 
addition to other denominations, which is more than double the Rs. 3,421 
crore spent on printing new notes in the previous year. Demonetization, that 
was hailed as a step has proved to be complete damp squib as the RBI said 
that just 7.1 pieces of Rs. 500 per million in circulation and 19.1 pieces of Rs. 
1000 per million in circulation were discovered to be fake further implying 
that if demonetization was also to flush pout counterfeit currency from the 
system, this hypothesis too failed miserably. 

Opposition was quick to seize on the data with the former Finance minister P 
Chidambaram tweeting: 
 

He further lamented that with 99% of the currency exchanged, was 
demonetization a scheme designed to convert black money to white? Naresh 
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Agarwal of Samajwadi Party said his party would move privilege motion 
against Urjit Patel for misleading a Parliamentary Panel on the issue. 

But, what of the immense collateral damage that the exercise caused? And 
why is the government still so shameless in protecting a lunacy? Finance 
Minister Arun Jaitley on asserted that any attempt to measure the success of 
the government’s demonetization exercise on the basis of the amount of 
money that stayed out of the system was flawed since the confiscation of 
money had not been the objective. He maintained that the government had 
met its principal objectives of reducing the reliance on cash in the economy, 
expanding the tax base and pushing digitization. Holy Shit! And he along 
with his comrades is selling and marketing this crap and sadly the majority 
would even buy into this. Let us hear him out on the official position: 

Denying that demonetization failed to achieve its objectives, Finance 
Minister Arun Jaitley said the measure had succeeded in reducing cash in the 
economy, increasing digitization, expanding the tax base, checking black 
money and in moving towards integrating the informal economy with the 
formal one.  

“The objective of demonetization was that India is a high-cash economy 
and that scenario needs to be altered,”  

Jaitley told following the release of the Reserve Bank of India’s (RBI) annual 
report for the last fiscal giving the figures, for the first time, of demonetized 
notes returned to the system. The RBI said that of the Rs 15.44 lakh crore of 
notes taken out of circulation by the demonetization of Rs 500 and Rs 1,000 
notes last November, Rs 15.28 lakh crore, or almost 99 per cent, had returned 
to the system by way of deposits by the public.”The other objectives of 
demonetization were to combat black money and expand the tax base. Post 
demonetization, tariff tax base has increased substantially. Personal IT returns 
have increased by 25 per cent,” the Finance Minister said. “Those dealing in 
cash currency have now been forced to deposit these in banks, the money has 
got identified with a particular owner,” he said. “Expanding of the indirect 
tax base is evident from the results of the GST collections, which shows more 
and more transactions taking place within the system,” he added. Jaitley said 
the government has collected Rs 92,283 crore as Goods and Services Tax 
(GST) revenue for the first month of its roll-out, exceeding the target, while 
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21.19 lakh taxpayers are yet to file returns. Thus, the July collections target 
have been met with only 64 per cent of compliance.  

“The next object of demonetization is that digitization must expand, which 
climaxed during demonetization and we are trying to sustain that 
momentum even after remonetization is completed. Our aim was that the 
quantum of cash must come down,” Jaitley said.  

He noted in this regard that RBI reports that the volume of cash transactions 
had reduced by 17 per cent post-demonetization. A Finance Ministry reaction 
to the RBI report said a significant portion of the scrapped notes deposited 
“could possibly be representing unexplained/black money”. “Accordingly, 
‘Operation Clean Money’ was launched on 31st January 2017. Scrutiny of 
about 18 lakh accounts, prima facie, did not appear to be in line with their tax 
profile. These were identified and have been approached through email/sms. 
Jaitley slammed his predecessor P. Chidambaram for his criticism of the note 
ban, saying those who had not taken a single step against black money were 
trying to confuse the objectives of the exercise with the amount of currency 
that came back into the system. The Finance Ministry said transactions of 
more than three lakh registered companies are being scrutinized, while one 
lakh companies have been struck off the list.  

The government has already identified more than 37,000 shell companies 
which were engaged in hiding black money and hawala transactions. The 
Income-tax Directorates of Investigation have identified more than 400 
benami transactions up to May 23, 2017, and the market value of properties 
under attachment is more than Rs 600 crore,” it said. “The integration of the 
informal with the formal economy was one of the principle objectives of 
demonetization,” Jaitley said. He also said that demonetization had dealt a 
body blow to terrorist and Maoist financing that was evident from the 
situation on the ground in Chhattisgarh and Jammu and Kashmir. One thing is 
for sure: more and more of gobbledygook is to follow. 

One of the major offshoots of the demonetization drive was a push towards a 
cashless, digital economy. Looking at the chart below, where there is 
presented the quantum of cashless transactions in some of the major 
economies of the world…one could only see India’s dismal position. Just 
about 2% of the volume of economic transactions in India are cashless. 
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Less cash would mean less black money…less corruption…and more 
transparency. Is it? Assuming it is, how far the drive would go on 
driving? But was India really ready to go digital? There were 5.3 bank 
branches per one lakh Indians in rural India 15 years ago. On the eve of 
demonetization, the figure stood at 7.8 bank branches per one lakh Indians. 
This shows that a majority of rural India has very little access to banks and 
the organized financial sector. They rely heavily on cash and the informal 
credit system. Then, we have just 2.2 lakh ATMs in the country. For a 
population of over 1.2 billion people, that’s a very small number. And guess 
what? A majority of ATMs are concentrated in metros and cities. For 
instance, Delhi has more ATMs than the entire state of Rajasthan. Given the 
poor penetration of banks and formal sector financial services in rural India, 
Modi’s cashless economy ambitions were always a distant dream. Then there 
are issues of related to security. Were the banks and other financial 
institutions technologically competent to tackle the security issues associated 
with the swift shift towards a digital economy? Can the common man fully 
trust that his hard earned money in the financial system will be safe from 
hackers and fraudsters? And the answer does not seem be a comforting one! 
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“Those dealing in cash currency have now been forced to deposit these in 
banks, the money has got identified with a particular owner” So surveillance 
was the reason. Makes sense why they are so desperate to link Aadhaar to 
bank accounts. Some researchers have considered couple of factors which 
have actually caused demonetization in India. First one includes the 
refinancing of public sector banks in India. 80% of banks in India are run by 
government, during the last two decades these banks have been used to lend 
out loans to corporations which stink of cronyism. These politically-affiliated 
businesses did not pay back their money which has resulted into the 
accumulation of huge amount of non-performing assets (NPAs) within these 
banks. From last three years warning signals were continuously coming about 
their collapse. Through demonetization millions of poor people have 
deposited their meagre sums within these banks which have resulted into 
their refinancing, so that they can now lend the money to the same guys who 
earlier do not paid back their loans. sounds pretty simplistic, right? Sad, but 
true, it is this simple. The second factor is the influence of technological and 
communications companies on the government, as these companies are 
among the fastest growing ones during the last two decades. Making 
payments through digital gate ways will be very beneficial for their growth. 
They can expand their influence over the whole human race. The statements 
from technological giants like Apple, Microsoft, MasterCard, Facebook, 
Google etc. clearly shows their intentions behind cashless society. Tim Cook 
the chief executive of Apple said that “next generation of children will not 
know what money is” as he promotes “apple pay” as an alternative. 
MasterCard executives consider apple pay as another step towards cashless 
society. MasterCard is mining Facebook users data to get consumer 
behaviour information which it can sell to banks. Bill gates said India will 
shift to digital payments, as the digital world lets you track things quickly. 
The acquisition of artificial intelligence companies by Google, Facebook and 
Microsoft is also on its peak. Over 200 private companies using AI 
algorithms across different verticals have been acquired since 2012, with over 
30 acquisitions taking place in Q1 of 2017 alone. Apple acquired voice 
recognition firm “Vocal IQ and real face Google has acquired deep learning 
and neural network, Facebook acquired Masquerade Technologies and Zurich 
Eye. So what is actually going on, as private corporations and governments 
are desperate to introduce cashless economy through biometric payment 
system. 
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No black money was unearthed by Modi’s historic folly. Terrorism has also 
not gone down after demonetization and neither has circulation of counterfeit 
currency. So, it was a failure on all counts, a point that has been predicted by 
economists worldwide. What the note ban did was cause untold suffering and 
misery to common people, destroy livelihoods of millions of wage workers, 
caused bankruptcy to farmers because prices of their produce crashed and 
disrupted the economic life of the whole country. The only people who 
benefited from the notebandi were companies that own digital payment 
systems (like PayTM, MobiKwik etc.) and credit card companies. It also 
seems now that ultimately, the black money owners have benefited because 
they managed to convert all their black wealth in to white using proxies. 
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Bank Recapitalization. Some Scattered Thoughts 
on Efficacies 

by 

Himanshu Damle 
29th October 2017 
 

If we are still thinking of Demonetization and GST as speed breakers to 
economy, which entirely isn’t false, the what could one say of Bank 
Recapitalization? Is this a master stroke of sorts to salvaging sensibility 
before the present ruling dispensation of BJP is red-faced before 2019 GE? 
Or, is Bank Recapitalization is all about safeguarding the dismal dip in the 
growth and especially so when the world economy is on an ascent, despite 
warnings of a Minsky Moment? What are the challenges to Bank 
Recapitalization and how would these face up to the challenges of the NPAs 
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and PSB consolidation? These are pressing questions that simply cannot be 
answered by a political will getting catalyzed, but requires a deeper economic 
drift and traction. 

So, if Bank Recapitalization to the tune of Rs. 2.1 lakh crore infusion into the 
public sector banks were to come through, and which it would, the budgetary 
allocations are a mere chunk, while raising money from the market too isn’t 
that major a factor. The roost is to be ruled by recapitalization bonds, or recap 
bonds, in short. What then are the challenges of this methodology? 

Technically, in the current context, there is really not much of a risk in issuing 
recapitalization bonds. The outside risk of recapitalization bonds is that this 
move may tighten liquidity in the system if all the surplus liquidity in the 
banking system goes into its capital. However, since recapitalization bonds 
are callable in nature, this risk should not be too great. Also, the debt markets 
are now sufficiently deep and broad and can support the funding needs of the 
India corporates and hence that is unlikely to be a major issue. The only 
concern is that rating agencies globally will look at recapitalization as a form 
of off-balance sheet financing, which does not give them too much comfort. 
Many rating agencies look at such bonds as a means of raising debt that is not 
visible in the fiscal deficit. This lack of visibility is what might be the hurdles 
race for the government. But, then is there a way out? 

Alternatively, what if the government were not to recapitalize? Then, it can 
look to postponing its adherence to Basel III from 2019. But that will be seen 
by global markets as an admission by the Government of India that it does 
not have the liquidity to capitalize its banks. That may not go down well with 
foreign investors. Under these circumstances, infusing capital into the banks 
through the issue of recapitalization bonds may be the best option available! 

What are the main economic ramifications as a result of these? The 
government’s plan at recapitalization would have little impact on its target to 
shrink the shortfall to 3.2 percent of the GDP because the IMF rules classify 
such debt as “below the line” financing. Only interest expenses would be 
added to the fiscal deficit, and this is estimated at about Rs. 90 billion or 0.4 
percent of the total budgeted spending. Technically, however, India’s 
accounting rules require the bonds to be included in the budget deficit, so the 
government would reclassify them later as off-balance sheet items. The 
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government is yet to disclose the details on the structure and pricing of the 
bonds, as well as how it would raise the rest of the cash. These will determine 
if there is a liquidity squeeze. If the measures do revive credit growth, 
inflation may accelerate as well, limiting scope to lower the policy rate. 
When it comes to the question of who would buy these bonds, the answer is 
probably banks themselves, who are flush with deposits following the note 
ban. Banks can then cleverly invest these funds in the recap bonds which will 
then be ultimately routed back as equity in the system. This would ensure that 
the bond market would not be impacted by such a large issuance for the 
private sector issuers. 

Now, these are serious questions questioning some of the advocacy groups 
have to come to terms with. For one thing, in my opinion, mergers and 
acquisitions to consolidate PSBs are to be put back on the back foot, for 
recapitalization has at least punctuated to for the time being. Second is credit 
growth, or more precisely credit demand, which would be induced with an 
energy following this exercise. Third, and most importantly, the lending 
might gain velocity, but only after April 2018, since banks would require a 
correctional facility on their balance sheets. This lending would somehow be 
channeled towards infrastructure giants like Sagarmala and Bharatmala with 
a key difference being that the Government might prioritize Engineering, 
Procurement and Construction (EPC) over Hybrid Annuity Model like the 
PPP for the obvious risks associated with the latter subsequently feeding into 
the NPAs and/or stressed assets. 
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