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Abstract - The recent exercise of demonetisation has had impact on all the sectors including banks. There was huge inflow 
of deposits into due to demonetisation. In this paper, we would like to comment on the effects of demonetisation on banks 
and the factors that resulted in the recent hike in transaction costs. Starting with money market equilibrium, this paper 
discusses, pre and post demonetisation effects on banks. Scenario of corporate sector, increase in deposits and RBI’s 
intervention have been taken into account along with a few other factors. Finally, effort has been made to comment on the 
scenario of banks in the long run considering food inflation and RBI’s stance to control inflation. 
 
 
I. INTRODUCTION 
 
Demonetisation is an exercise of stripping a currency 
unit of its legal tender. On November 8, 2016 this 
exercise was carried out by the government of India. 
Last time this exercise was carried was in 1978, albeit 
with a different motive. While it was to eliminate the 
use of high value currency for financing illegal 
transactions in 1978, the recent demonetisation aimed 
mainly atcurbing black money and checking 
corruption. This had huge impact on people because 
over 85%of the currency in circulation was scrapped. 
Cash crunch, spike in unemployment in informal 
sector, fall in consumption, and decrease in GDP 
were a few effects that were visible due to 
demonetisation. However, banks, which facilitated 
the whole exercise of demonetisation, have also been 
affected by it. In the following sections, we would 
like to comment on the consequences of 
demonetisation on banks and try to justify why there 
was a need to increase transaction costs.  
 
II. MONEY MARKET EQUILIBRIUM 
 
Nominal money supply (M) is equal to currency (Cu) 
plus deposits (D) (the assumption is that the 
aggregate price level or GDP deflator is fixed). 
M = Cu + D---- (1) 
High powered money (H) issued by RBI is sum of 
Currency(Cu) and Reserves(R) 
H = Cu + R---- (2) 
If α is the fraction of money in the form of currency 
and if ρ is the Cash to Reserve Ratio, M = αM + (1- 
α)M and H = αM + (1- α)ρM. Hence, M= H/ (α + (1- 
α) ρ).  To absorb the liquidity in commercial banks in 
the form of deposits due to demonetisation, RBI 
increased the CRR for a while. CRR was increased to 
100% from Nov 27 to Dec 8 2016. Due to increase in 
CRR for this period, banks couldn’t lend even a part 
of the deposits, but were required to pay interest for 
the account holders. This was one of the factors that 
lead to decrease in profitability of commercial banks. 
The decrease in profit can be explained from the 
following equation- 

∏ = RL*L –R* ρ – RD*D – M (L, D) ---- (3) 
 
where ∏ = profit; RL = Rate at which banks lend; L = 
Loans; R = Intra-bank rate; ρ = CRR; RD = rate of 
interest paid to account holders; D = Deposits; M 
(L,D) = Management costs.  
As can be observed, with increase in CRR (ρ), the 
profit of banks decreases. 
 
Increase in Deposits 
Another factor that has dented profit of commercial 
banks is the huge influx of money in the form of 
deposits. As fallout of demonetisation, people have 
deposited INR 11.55 lakh crore till Dec 8, 2016. This 
sudden surge in deposits would mean that banks now 
have to pay higher amount as interest to account 
holders(as can be inferred from equation 3).  
Increase in deposits(D) would mean that there is 
excess money that could be lent. Ideally, increase in 
D should lead to increase in L. We look at the 
following statistics to test the validity of this. 
 
Decrease in Borrowing 
Credit to corporate sector(manufacturing and 
services) declined from INR 4.7 lakh crore to INR 1.9 
lakh crore in the period 2011-2016. Loans to the 
transportation and non-banking financial companies 
decreased 56% over the same period.Rising NPAs 
(NPAs amounted to about 6 lakh crore as of March 
2016), economic slowdown, saturation in industrial 
capacity have all lead to the downward trend in 
lending. From equation (3), we can observe that as L 
decreases, profits generated also decreased. 
Demonetisation has further affected this by slowing 
growth and reducing consumption. So, the hypothesis 
that increase in deposits should have led to increase 
in loans, and hence the profit of banks increased, is 
untrue, at least for short term. In fact, the profit of 
banks has taken a dent due to increase in deposits and 
reduced demand of loans.  
 
Interest Coverage Ratio 
Interest coverage ratio, a measure of a company’s 
ability to meet its interest payments has also 
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deteriorated. According to IMF Global Financial 
Stability Report, India had the one of the lowest 
interest coverage ratios only next to Brazil. Also, 
according to RBI’s latest business performance 
survey, almost 32% of debt was held by 
manufacturing companies that with interest coverage 
ratio less than 1. SMEs(Micro, Small and Medium 
Scale enterprises) that contribute up to 45% of the 
manufacturing output are already highly leveraged. A 
sudden fall in demand due to demonetisation has 
further worsened their interest coverage ratio.  
 
Cut in Interest Rate 
One of the ways to spur borrowingby corporates is to 
reduce the interest rates. Even if demonetisation and 
its effects are ignored, there is a negative trend in 
borrowing by corporates. As has been pointed out 
earlier, last five years have seen about 60% 
reductions in borrowings by the corporates. 
Demonetisation has escalated the problem further. 
Consider the example of Japan, where corporate debt 
is very high. Reduction in interest rates to record low 
values also didn’t increase corporate borrowings. 
Highly leveraged corporate firms focus on decreasing 
their debt rather than increasing their profit. In the 
Indian scenario, the corporate debt, which is 30% of 
GDP, though is not as high as that of in Japan, a low 
increase in demand and NPAs are counteracting the 
decrease in interest rates. So, even though there was a 
rate cut, the corporate borrowing has not improved.  
 
Controlling Inflation: RBI’s aim 
Another important factor to note is the prime 
objective of RBI has been controlling inflation. The 
cut in interest rates were not attractive enough to 
increase corporate borrowings. RBI didn’t change the 
crucial repo rate, as it believes that inflation should be 
tackled before cutting interest rates to spur growth. 
Headline inflation has reduced to 3.2% from 6.1% in 
July 2016. This motive of RBI, to control inflation 
has also affected banks as there hasn’t been any 
increase in borrowings. 
 
Maintenance Costs 
There has been an increase in the number of bank 
accounts on account of PMJDY(Pradhan Mantri Jan 
Dhan Yojna). In fact, over 26 crore account have 
been opened under PMJDY. These accounts can be 
operated with zero account balance. In fact, 25% of 
these accounts have zero balance and the average 
balance in less than INR 3500. Banks incur 
transaction and maintenance costs for operating these 
accounts.Also, there has been a spike in cash 
handling costs due to demonetisation-cash transport, 
deposits, withdrawals, maintenance and recalibration 
of ATMs. All these factors contributed to the increase 
in costs for banks and hence, a decrease in profits.  

 
Possible Scenario in the Long Run 
Due to good monsoons, agricultural GDP has 
achieved record high levels (5418.51 IND Billion in 
the fourth quarter of 2016). However, CPI for fuel, 
cereals and products and general index are rising. As 
we have observed already, RBI’s target is to keep 
inflation under control. Now, if monsoon is bad in the 
subsequent quarters(although predictions do not point 
so. But monsoon can be far from predictions 
sometimes) or if the effect of demonetisation on 
sowing winter crops is adverse, food inflation would 
rise. As food items have 45.86% weight in CPI, rise 
in food prices would shoot up CPI. If this figure(CPI) 
goes up and above the target set by RBI, there will be 
pressure to increase the rates. Increase in rates would 
mean lesser borrowing from the banks and more 
deposits. This is not a favourable scenario for banks, 
considering the dent in profits of banks due to 
demonetisation and low borrowing by the corporates. 
Hence, in the long run, if corporate borrowing doesn’t 
increase and food inflation rises, there could be 
pressure on banks.  
 
CONCLUSION 
 
Demonetisation is a sudden shock not only to 
economy but also banking sector. Sudden increase in 
deposits, increase in CRR, reduction in corporate 
borrowing, no rate (repo) change by the RBI (in the 
favour of controlling inflation), increase in 
maintenance costs due to demonetisation and Jan 
Dhan accounts, all combined with a decrease in 
corporate borrowings   have collectively contributed 
to the increase in costs and a reduction in profits of 
banks. Increased deposits may be profitably invested 
in some instruments but it would happen only in the 
long run. Till then, to keep check to losses, banks 
have resorted to increasing transaction costs, which, 
in the view of the afore-mentioned factors, is a 
justified move. RBI, though has the motive of 
keeping inflation under control, should also give 
weight to the possible effects on banks while rolling 
out monetary policies.  
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