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28. A Study of Impact of Demonetization and GST on
Indian Economy

Dr. Nagesh M. Suryawanshi
Asst. Prof., Dept. of Economics, Dr.T.K. Tope Arts & Commerce Night, College, Parel Mumbai

Introduction

Demonetization is the most important and necessary when there is a change of national
currency. The old unit of currency replaced with new currency. Demonetization is the process
where government declares the currently running currency notes illegal to be tender after the
declaration is made. There are both pro and cons of demonetization in the Indian economy. The
demonetization of Rs. 500 and Rs. 1000 bank notes was a policy enacted by the government of
India on 8™ November 2016, ceasing the usage of all Rs. SO0 and Rs. 1000 bank notes of
Mahatma Gandhi series as legal tender in India from 9 November 2016. Demonetization is the
act of stripping currency units of its status as a legal tender. The reasons for demonetization are
combat inflation, to combat corruption, to contsol counterfeit notes that could be contributing to
terrorism and to undermine or eliminate the “Black economy”.

Goods and Service Tgx which is commonly known as GST is consumption based
lax/levy.GST 1s applied on goods and service at the place where final / actual consumption
happens. Though GST is a tax reform, it is going to impact every sphere of business activity, be
it procurement, supply chain, IT, logistics, pricing margins, working capital etc. as a number of
business taken are based on the cyrrent tax structure which.may.not longer be relevant in the new
GST regime. In the long run demonetization and GST could result i a wider tax base and greater

participation in the formal economy. This should benefit India’s climate and financial system in

the long run.

Objective of the Study

*  To understand the concepts of demonetization and GST.

«  To study the implications of demonetization and GST on Indian economy.

Methodology

The secondary data i.e. reference books, journals, websites, research papers of these

concepts has been used for the preparation of this paper.
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History of demonetization in India

This is not first time that India demonetized its currency. Earlier it was done inl 946 with
the complete ban of Rs.1000 and Rs. 10,000 notes to deal with the unaccounted money i.e. black
money. Second time it was done in 1978 by government headed by Morarji Desai, when
Rs.1000. Rs. 5000, and Rs. 10000 notes were demonetized The m.ain obiectives of thig step were
to unearth the black money, to curb corruption, counterfeit currency, as well as terror financing.
This step has been considered as the biggest cleanliness drive against the black money in the
history of Indian economy. As per RBI, 87% transactions in India are cash transactions and this
loophole is being used by corrupt people to build a parallel economy with unaccounted money.
This parallel economy helps in terror financing which in turn hampers the growth and
development of country. Currently high — values notes account for the total value of 86% of the
notes in circulation in India. It is expected that this step will help in reducing the fiscal deficit of
India and promote the cashless economy in India, whichﬁcan be easily monitored.

Impact of Demonetization on difference Areas in Indian Economy

1. Black Money

* Better tax compliance : This move is likely to lead to better tax compliance, raise the
tax to GDP ratio and improved tax collection. This could lead to lower borrowing and better
fiscal management. Also with higher tax to GDP ratio, the government may also get enough
headroom to reduce the income tax rates, which can lead to higher disposable income with
people and can improve consumption demand in the medium to long term.

* Real Estate Check : Demonetization is seen as a check on the real estate sector where
prices get pushed up artificially, reducing the availability of affordable housing for the poor and
the middle class. Claiming that removal of high denomination currency notes of Rs 1,000 and Rs
500 would lead to decline in real estate prices making affordable housing available to all. At
present, there is excessive use of cash in real estate sector due to large cash transactions in areas
such as purchase of land and housing property. The real estate prices get pushed up artificially.
This reduces the availability of affordable housing for the poor and middle class. So now, greater
over-the-board transaction will lead to a decline in real estate prices making affordable housing
available to all. -

* Parallel economy burst : The move is expected to curb the parallel economy as the

owners of black money will not be in a position to deposit the money with them in the banks. It
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18 likely to temporarily stall the circulation of large volume of counterfeit currency and prevent
funding for anti-social activities like smuggling, terrorism, espionage etc. The Income Tax
department will be benefited with the move, as there will be more specific data gathered in the
process which could help in catching defaulters.

* Check Fake notes : The move will also reduce the flow of fake currency in Indian
markets as data shows that most of the counterfeit currency in circulation exists in high-
denomination notes of Rs 500 and Rs 1000. Accordi.ng to the Reserve Bank of India’s annual

report published this year, more than 2.61 lakh counterfeit notes in the denomination of Rs 500

were detected by banks in the year 2015-2016 while another 1.43 lakh fake notes of Rs 1000
were detected. By value, counterfeit nqtes of Rs 500 and Rs 1000 accounted for more than 92%
of all the fake currency detected by banks across the country. -

2. Terror Funding

Another stated objective of the demonetization was to stop terror funding In J & K and
Naxalites areas. Though these events witnessed a halt during demonetization days but now again
has risen. Though CRPF data says a 70%‘drop in incidents from 1742 in 2016 to 540 in 2017
but a close looks as revealed by Hindustan Times on Nov 9, 2017 (HT, 2017, p. 11) tells a

different story of stone pelting incidents increased from 71 to 324 in first 6 months of

S LN U BT A PTANLA STLAe URY T i  ER

2017 means a rise of 350%.
3. Digitalization/Cashless Transactions
No doubt demonetization proved to a boon to digital transactions and e-wallets and
there was clear-cut increase in the use of Paytm, Mobiquik, Bhim app and Aadhar enabled
devices. The exorbitant increase in number of point of sale (PoS) machines which reached 1.6
s million in 20 years, jumped by "62% in the” six month from October 2046 to April 2017. -
According to information and technology ministry data after 9 months of demonetization digital
transactions have reached 113 crores. means 60% increase. According to NITI Ayog digital
transactions increased by 23 times more from 2.80 thousand to 63.80 thousand with a value of

2,425 crore till March 2017. Aaadhar enabled transactions increased from 2.5 crore in Nov.

2106 to 5 crore in March 2016. But a recent report on e-commerce industry tells as cash
availability rose starting early this year, many éhOppers immediately shifted away from digital
payments and preferred COD (Cash on Delivery). Now cash again accounts for 60-65% of all e-

commerce orders that dropped as low as 45-55% during demonetization.
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4. Employment
Being highly populated India has the highest number of unemployed people also. Every
year 200 million people are entering to the job market. Since demonetization slowed the
consumer demand, hence industrial production so employment generation 1s adversely affected.
As manufacturing sector and real estate sector two are the main employers and hoth are getting
slow so no jobs or very less jobs are being created leaving large no. of people unemployed.
The centre for monitoring Indian economy (CMIE) a private forecaster estimates that about 1.5
million jobs were lost between January-April 2017 as employment level fall 405 million people.
(CMIE, 2017) During January-April labour participation rate was 44.3% much lower than
46.9% in October 2016. The reason for it demand is not coming from consumer side, so new
investments, no new jobs. = -
5. Agriculture Sector
Agriculture is a way of life ig India and provides employment to 48.9% Workforce and
contributes about 20% in exports. This is the sector where all transactions are done in cash.
Demonetization hardly hit this sector as there was cash crunch and for banks it was very difficult
to take cash to these remote areas. Agriculture growth decelerated to 1.7% in the September
quarter from 2.3% in the June Quarter due to unfavorable kharif output.
6. Industrial Sector
The industrial sector in India is an important contributor of growth Accounting
31.1 % of the total gross value added in 2016-17. A strong and robust industrial and
manufacturing sector helps in country development, exports, and employment. Demonetization
hit hard this sectorespecially manufacturing and construction sector. As per latest CSO data
-ipdustrial performance has declined. from 8.3% in 2015-16 to 5.6% in 2016-17. Separate data
released by the government of. India Isl_lows that India’s factory output, measured by the Index of
Industria] production (IIP) slowed in October 2617 from an upwardly revised 4.14% in
September to 2.2% in October. The real estate sector including ownership and dwellings
accounted for 7.6% share in overall GVA in 2015-16. The growth of this sector though
decelerated in last 3 years but demonetization did worst for it. The most hit sector by
demonetization 1s MSMES especially the unorganized sector that totally depends on cash.

Unorganized sector in our country contribute 45% of the total GDP. Even after one year as
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demand is slow in the economy this secior has not revived and people have lost large number of
jobs.
7. Services Sector
The services sector is the key driver of India’s economic growth contributing almost 62%
of its Gross value Added growth in 2016-17, providing employment to 28.6% people
contributing 37.9% in total exports. However growth of this sector is moderated to 7.7%
compared to 9.7% in 2016-17. The service sector growth  moderation is mainly due 1o
deceleration in growth of two services categories — trade, hotel, transport, communication and
services related to broadcasting (7.8%) 'and financial, real estate & professional services
(5.7%). Ranen Banerjee, partner with PwC India said (Dec., 2017) the economy is still
experiencing slowdown in services sector such as finance, transport and hotels that grew
5.7% in the September quarter may be due to larger working capital requirements faced
by services sector and teething process issx}’es of GST or may be 3% increase in service tax in
GST.
GST in India
(.}ST launched in India at the midnight of June 30, 2017 at a grand function in the
parliament, in the presence of the precedent of India. GST come into effect from 1" July 2017
At present more than 165 countries have GST system. GST eliminated the 17 central and state
indirect taxes and 23 cesses. GST included central taxes like excise duty. central sale tax.
surcharges and cesses and state taxes like VAT, luxury tax, entry tax, entertainment tax and taxes
on lottery.
Impact of GST on difference Areas in Indian Economy
3 .1. Real Estate: Under_the new tax structure, due 10 availability of ifiput credit most
builders were get the key raw materials hence the base price of property projects launched
comparatively cheaper. Under —construction properties was attracted a net effective rate of 12%
instead of earlier rate of 5.5% real estate players want to pass this cost benefit on the property
buyers. For new properties GST allowed 100% input credit to the buyer and land cost being
reduced by 50% of the project cost, hence property prices expected to fall by around 1% in
western and northern markets and around 3% in southern markets.
2. E- commerce: E-commerce websites collects tax at a fixed 1% rate from sources.

These websites pay this collection to the sellers listed on the websites. This is likely to impact
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; . provision of
; . ] e The ament stated that the provis
prices and make online shopping more expensive. The governmen

. ) . . L ieatedd later. Governmenl
TDS and TCS brought in to force from a date which will be communicated late

: aining the
deal cffectively with GST in E-commerce platform are regularly engaging and training

sellery on their stores. E-commerce needs to provide flexible and powerful tax solutions for
propel implementation of GST and effective impact of it. It facilitates through its new move,
aimed at simplifying GST for all involved.

}. Smartphone: GST reduces tax on mobile handsets at 12% compared to an earlier high
rangg ilnplemented in various states. The help to create reduction in tax imposed due to which
Apple¢ tias reduced prices of its i-phone by 7.5% and Lenovo has announced a reduction in prices
of mcdels. Motorola handsets, a Lenovo owned entity, sold through brick-and-mortar stores are
also 1 kely to see a downward price revision in coming days. The government seems (o be in a
‘walk the talk’ mode; they have been fostering a local manufacturing environment in the country
and have been m'u;ldful of the early investment that has been made into manufacturing in India by
many corporate houses already. To give protection to local production and products GST reduces
basic customs duty levied on imports of mobile phones. This provides benefits to several local
comparies such as Micromax, Intex and Fixconn, Flex, Salcomp and i-phone maker Wistorn,
which pumped millions into setting up more than 70 phones and component manufacturing units.

4. Travel and Tourism: Depending on rooms rate there are four slabs for hotel and
lodges. While Hotels and lodges with rooms rate below Rs. 1000 a day have been exempted from
GST. ii:commodation costing Rs. 1000 — Rs.2500, Rs. 2500 — Rs. 7500 and above Rs. 7500 will
attract 12%, 18% and 28% tax slab respectively. Hotels are the single biggest contributor to
touri¢n) industry which accounts for 7.5% of the GDP. The move will boost revenue from the
travei 4nd tourism sector for.the next many years. The industrial sector is expected to contribute
$280 billion to the GDP up to 2026. This will pass on the benefits of uniform taxation across the
counlry to travelers. Budget travelers also have a reason to cheer as air travel for economy class
passe hjzers has become cheaper. On the other hand, business class fares are going to cost more
with 1 marginal increase from earlier 9% to GST rate of 12%.

5. Ride Hailil‘lg Apps: Tax rate are expected to rise from 14.5% to the range between
29% and 43% for drivers who do not own cars and are associated with Ola and Uber cab-leasing
programs. This is due to leases becoming costlier post-GST. For instance, these individuals were

payulg an EMI of Rs. 25000 pre-GST and in a present scenario they are likely to pay an EMI of
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around Rs. 35000 to Rs. 40000 post-GST. Transport services have been taxed at 5% which will

also apply to cab like Ol and Uber. The new rate structure as comp
lax rate of 6% is

ared to the previous services
a step in the right direction by the GST council. But while the 1% fall may bring
some cheer to consumers, driver's partners of both Ola and Uber will be affected.
Conclusion

Demonetization done by our honorable Prime Minister Modi last year was with the very
good intention to reduce corruption and black money from the economy, bring transparency and
greater formalization in the economy. The government has already taken a step ahead by
implementing GST, cancellation of registration of dubious 2.24 lakh companies, now
moving towards others' property to bring transparency to the economy. The government
should move towards removing all obstacles coming in effective implementation of GST by
being sensitive to businessmen problems, reduce taxes, and stamp duties, giving booster dose to
unorganized sector so tk}?a: the people who have lost their Jobs or businesses due 1o
demonetization may join back the formal economy and hive a dignified life. If government want
to increase digital transactions in the economy it should provide proper e-economy
infrastructure  along with cyber security besides providing incentives of using digital
transactions like no charges through payment of debit and credit cards, cash back though
payment of digital transactions etc. if government apply all these measures in true sense not only
cconomy will come out of slump but the pain of people due to demonetization will also be

less, and the economy will move towards greater formalization with increased lransparency
and less black money.
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