Show me the money

Banon Rs 500, Rs 1000 notes deals with stocks of black
money. But push to a cashless economy is premature

LA PATNAIK

THESUDDEN AND dramatic announcement
by the prime minister banning Rs 500 and
Rs 1,000 notesissued by the Reserve Bank of
India has a number of objectives. Among
them are tackling counterfeit notes, curbing
black money and restricting finance for sub-
versive activities. While progress will be
made by suddenly making the present high
denomination currency illegal, we need
many more steps before the desired objec-
tives can be fully achieved.

One of the main objectives of replacing
old currency notes by printing new notes is
totackle the problemof fake currency notes
incirculation. Inindia, thereis fear that coun-
terfeit currency is being used for financing
terror as wellasother subversive activities. If
security features of the present notes are
weak and there is rampant counterfeiting,
there is a need to replace these with new
notes that have better security features.
Usually, this is done gradually. So, for in-
stance, the RBI could have started issuing
new Rs 500 notes, allowed old notes to be
exchanged fornewones and issued a dead-
lineafter whichthe old notes would not have
been legal tender.

Thisis typically the strategy followed by
most central banks, who are, in general, in
a constant battle with counterfeiters.
Curbing counterfeiting of internationally
accepted currencies like the US dollar,
which is used all over the world for legal
and illegal activities is supposed to be a con-
stant challenge.

Inindia, the problem of fake rupee notes
hasbeen noticed for many years. Ithasbeen
difficultto estimate thesize of the fake notes
in circulation. It is not known whether the
counterfeiting is done in India or across the
border. Currency notes with better security
features are certainly welcome, though it is
not obvious that such a sudden move would
make a big difference to this objective. It
could have been done slowly withbanks not
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While the ban mayaddress
the problem of the stock of
black money in cash, the
question is will it encourage
people to disclose all income
and start paying taxes on it?
Or does that require
simplification and
rationalisation of the tax
system? As long as
agricultural income can be
used as a route to avoid taxes
and indirect tax rates have
multiple rates and
exemptions, the problem

of tax evasion is unlikely

to go away.
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giving out old notes until the last hour.

Then, the objective of curbing black
money. Black money is money that has not
been declared as income to the income tax
authorities. It is not necessarily obtained
fromcrime or corruption. Itmaybe acquired
by not showing the output of a factory and
not paying excise on it. All black income is
not held in cash. For instance, it may be in
foreign bank accounts. Similarly, all cash is
notblack income. Legitimate businesses deal
with large amounts of cash. Petrol pumps,
white goods dealers, textile merchants and
jewelers often have large cash holdings by
the end of the day with many consumers
paying in cash,

Cash willeither have to be exchanged by
the holder at a bank himself or through
someone. For some days, itwill be disruptive
for business. It would not be surprisingif, in
some time, a black market pops up to
exchange old notes for new notes, thereby
converting black money into white. This
could be inthe 50-day period in which the
old notes can be exchanged with new ones.
There would, no doubt, be a discount, if
this happens.

But the banwill certainly hit those who
are holdingblack money incash. Corruptbu-
reaucrats, politicians and many more with
pilesofcash mustbewondering how to han-
dle thesituation and how long to wait before
theytry tosolve it. Since the present highde-
nomination notes are going to be replaced
by new notes, itis not that cash willno longer
be used for corruption and storing black
money —thoughitis likely thatdollars,gold
or diamonds could become more popularfor
such illegal purposes due to the fearofsuch
abanrecurring.

However, while the banmay addressthe
problem of the stock of black moneyin cash,
the questionis: Will it encourage people to
disclose allincome and start paying taxeson
it? Or does thatrequire simplification and ra-

tionalisation of the tax system? As long as
agricultural income can beused as arouteto
avoid taxes and indirect tax rates have mul-
tiple rates and exemptions, the problem of
tax evasion is unlikely to go away.

On the negative side, the disruption in
transactions could hit the emerging growth
of consumer demand. In 1978, Indiadenoti-
fied the 1,000 rupee note, and nothingmuch
happened. Ablack market sprang up, people
who had these notes took a loss while sell-
ing off these notesto peoplewho could claim
these aslegitimateincome. At the time, those
notes were 0.6 per cent of the cash in circu-
lation. Things are more daunting this time as
85 percent ofthe cashincirculationisin the
old Rs 500 and Rs1,000 notes.

A monetary economics perspective is
useful. In India, there is one concept of
money supply for the formal economy (the
total money inall banks) and another con-
ceptof money supply for the informal econ-
omy (the cash in circulation). We will have
an85 per centreductionin moneysupply for
the informal economy for some days. Money
is the means of transacting in the informal
economy — payments will be held up and
purchases will be postponed.

Some see this move as a way of pushing
the country forward towards a cashless
economy. There are two problemswith this
perspective. First, it is not that high
denomination currency notes will go away.
The existing notes will be replaced by new
notes. Second, the cashless ecosystemisnot
ready to support a whole range of
new users; this push is premature, Those
who move from the denotification of the
Rs 500/1,000 notes will not take to electronic
payments. Their quest could instead
take them to new notes, gold, USdollars and
the bitcoin.
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