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The event…
Earlier this month, the government of India announced its decision to demonetize the Rs 500
(~US$7.50) and Rs 1000 notes (US$15.00). These notes account for ~86% of the currency in India, a
country where 75-85% of the financial transactions are conducted in cash1.
The public has until 30 December 2016 to exchange for newly-printed notes2 or deposit old currency
into authorized banks and post offices (with a specified daily withdrawal limit)3. In other words, the old
currency notes will become worthless if no action is taken by 30 December. At a time of exchange or
deposit, people with over Rs 250,000 (~US$3700) will need to explain the source of funds.
What we think…
We welcome the government’s decision to demonetize. The move was bold, revolutionary, and
unprecedented for any country in recent history. Although there will be some temporary social
disruptions and increased market volatility in the near-term, we believe this was a decisive move by
Modi to tackle the problem of black money, which will at the same time, bring positive impact in
almost all economic fronts over the long run.
Swiping out ‘Black Money’
The idea behind the demonetization move is to push black money to the surface – such as
undisclosed income from small medium enterprises, self-employed individuals, lawyers and doctors.
According to the Reserve Bank of India’s (RBI) estimates, there is currently Rs 17 trillion (~US$251
billion) worth of currency in circulation.4 However, about one-third of the business in India is tied to
black money5. Taxpayers account for only 1% of India’s total population6, and its tax-to-GDP ratio at
11% is amongst the lowest in the world7.
The people who go to a bank or post office to exchange new notes with more than Rs 250,000
(~US$3700) in cash will need to explain the source of money to the tax authorities (and will be taxed
if the explanation is unjustifiable). We expect some black money will just ‘go down the drain’, but the
majority is expected to flow back into the formal economic system.
Positive economic impact on multi-fronts over the long term
In parallel to combatting the black market that has been plaguing the economy, we believe this move
will bring far-reaching benefits to the economy on multiple fronts over the long term:
Strengthen government’s balance sheet with income tax collections–– With a good portion
of the previously unaccounted money now flowing back into the formal channel, the
government stands to benefit from increased income tax revenue (large deposits to the bank
are going to be subject to tax scrutiny). This will increase fiscal revenue to support future
growth in areas such as government infrastructure spending. It can also strengthen the
government’s balance sheet and provide a cushion for India’s fiscal deficit.
Boost deposit base and improve banking system liquidity-- The previously unaccounted cash
in the economy will translate into significant deposits in banks. Between 10-18 November,
RBI indicated that banks have already received a total of Rs 5.45 trillion (~US$81 billion) of
deposits and old notes submitted for exchange. This will structurally boost the deposit base
as well as financial savings, and thus, improve the banking system’s liquidity condition over
the long run.
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Reducing lending rates will boost economic activities-- With a flood of deposits into the
financial system, we have already seen State Bank of India (SBI) reduce deposit rates and
this will continue in the next few months. This will lead to a decline in lending rates, which will
boost economic activities over the medium term.
Strengthening financial inclusion-- 255 million bank accounts have been opened since the
introduction of the Financial Inclusion Scheme in August 20148. Despite the stellar growth in
account openings, the share of these accounts in the total deposit base remained low at
under 1%9 . The demonetization initiative should give a push to cash deposits, helping to instil
better banking habits amongst the large unbanked population in the country.
Positive role in curbing inflation-- India’s inflation will also be lowered over the medium term
due to less money growth, since a portion of the black money will be taken out of the
economic system.
Near-term challenges
In the near term, there will be disruption to daily transaction flows that could post challenges for
consumption and business activities in India. To avoid tax cheats, the government minimized the
number of people involved and chose to not print new bills until after the announcement. Long lines
at banks formed following the announcement with people waiting for cash for basic transactions like
food, fuel and other necessities. With new money printing underway, the government established
daily withdrawal limits to avoid having banks run out of bills. It is estimated that it will take around
three weeks for bank activity to return to ‘business as usual’.
The demonetization move will also have knock-on effects for cash-intensive sectors such as real
estate (black money in cash has historically been used to buy properties), construction, jewellery, and
consumer household related sectors in general. These concerns have already been reflected in the
share price declines of some consumer related companies following the announcement. We expect
near-term market volatility will also persist. With a temporary slowdown in consumption, corporate
earnings will be affected in the upcoming quarter. We believe there is a possibility that the
government may introduce incentives to boost consumption spending in the near term. We expect to
see earnings to normalize in due course, with pent-up demand helping to lift consumption. Looking at
the bigger picture, we believe the long-term benefits for GDP growth by far outweigh the short-term
transitional impact on growth.
Conclusion
The demonetization move, together with the GST bill reform announced in August this year, are two
landmark reforms in India that will have profound positive implications on India’s economy going
forward. We expect to see visible economic benefits in the next 1-2 years. Making good on his
promises, Modi has shown his commitment in cracking down on the black money that has been deeply
rooted in the country. Looking ahead, the improvement in transparency and tax compliance in India
should further enhance the attractiveness of the asset class for global investors.
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Important Information
This document has been prepared only for those persons to whom Invesco has provided it for informational purposes only. This document is not an
offering of a financial product and is not intended for and should not be distributed to retail clients who are resident in jurisdiction where its distribution
is not authorized or is unlawful. Circulation, disclosure, or dissemination of all or any part of this document to any person without the consent of Invesco
is prohibited.
This document may contain statements that are not purely historical in nature but are "forward-looking statements", which are based on certain
assumptions of future events. Forward-looking statements are based on information available on the date hereof, and Invesco does not assume any duty
to update any forward-looking statement. Actual events may differ from those assumed. There can be no assurance that forward-looking statements,
including any projected returns, will materialize or that actual market conditions and/or performance results will not be materially different or worse
than those presented.
The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular
needs. Before acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial situation
and needs.
You should note that this information:
• may contain references to amounts which are not in local currencies;
• may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;
• may not address risks associated with investment in foreign currency denominated investments; and
• does not address local tax issues.
All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk. Please
review all financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to change without
notice. These opinions may differ from those of other Invesco investment professionals.
The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose possession this marketing material
may come are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or solicitation by
anyone in any jurisdiction in which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or solicitation.
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