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Abstract 

 
The purpose of the present study is to show the impact of Demonetization on Indian Stock 
Market; primary focus is on FMCG sector, Banking  sector and automobile sector which to a 
great extent g e t  a f f e c t e d  b y  s u c h  d e c i s i o n s .  M o r e  o f t e n  s t o c k  m a r k e t  i s  
susceptible to psychological biases of investors.   To identify the immediate effect of such 
action and decision by the government, a study is conducted taking the period of 30 days to 
prior to the news and 30 days after post announcement of demonetization taking NIFTY as 
the indicator. 
Key words: Event Studies, Demonetization, Stock Market, Psychological Biases, NIFTY, Indicator 
 
Stock market in India is an emerging one and one of the major indicators of the growth of the 
economy. Informational efficiency of the capital market is tested when the stock prices are able to 
absorb and reflect all the available information. 
The impact of new information gets instantaneously captured in the share prices in an efficient 
market and earning abnormal return based on prior knowledge or better understanding of 
information or any event happening in the recent past is not possible. This is the rule of 
“EFFICIENT MARKET HYPOTHESIS” initially propounded by Nobel Laureate Eugene Fama. 
According to this markets are very efficient and transparent in nature. The stock market reaction to 
the events fully absorbs the information and approaches equilibrium showing efficiency of the 
stock market.  
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There are various forms of EMH weak form, semi-strong form and strong form. 
Efficient Market is the one in which market price of a security can be considered as an unbiased 
estimate of its intrinsic value based on fundamentals of the company. It does not mean that the 
market price may be exactly the same as intrinsic value at every point of time. What it emphasizes 
is that errors in the market prices are unbiased. Any new information gets incorporated into the 
market and gets reflected into share price instantly and constantly. The stock prices hover around 
the fair values randomly. Generating consistent abnormal return and outperforming the market 
may not be possible because of possession of any specific skill but due to chance.  
 
Current prices of the stock in the securities market fully reflect all available information is the 
assumption of Random Walk Hypothesis which is the weak form of EMH. As per the random 
walk, past prices cannot influence the successive prices as they have no relation with each other. 
Prices of the stock may not exactly the same but hovering around to its true value. The difference if 
any is just due to chance. There is absence of correlation between the current prices and successive 
prices of the stock. It says that future movement of the stock prices and past prices accompanied 
by volume are not related. Thus according to weak form of EMH, technical analysis which is one 
of the approaches to investment decision, may not help investors to generate excess returns. 
 
The second form of EMH is the semi-strong form. This is based on the premise that any new public 
information or event gets absorbed in the current stock prices, thus reflecting the available market 
and non-market public information market rapidly. This states that excess returns cannot be 
achieved on a continued basis. Current stock prices instantly and fully reflect all publicly available 
information.   
 
The third form of EMH called the strong form is based on the premise that not only publicly 
available information but also private information as well gets absorbed in the stock prices. Thus 
possession of some inside information may not help generate excess returns on a continued basis. 
 

I. INTRODUCTION  
Demonetization as defined is an economic policy where a unit of currency ceases to be recognized 
or used as a form of legal tender. The Government asserted that the action would tighten up the 
shadow economy and crack down on the use of illicit and counterfeit cash to fund illegal activity 
and terrorism and curb black money.The very first demonetization in India was announced way 
back in 1946 when Rs 10000 note was taken off as legal tender. Second demonetization action was 
taken up in 1978 when the then Prime Minister Morarji Desai announced the withdrawal of Rs. 
1000, Rs. 5000, and Rs. 10,000 notes from circulation. On 8th November 2016, the Indian 
Government's announced the demonetization of all Rs 500 and Rs 1000 notes.  This particular 
demonetization is a historic one and is going to be an economic reform for the generations to come. 
It had huge impact on each and every citizen, Corporate and even financial institutions, especially 
Banks. Nearly 86% of the currency in circulation was withdrawn without replacing even 50% of its 
actual value. It was technically considered as a liquidity shock, as suddenly banning high 
denomination notes from being a legal tender was difficult to absorb by the citizens. 
Even though Demonetization is not a great shock like 2007 bank crisis but is definitely a liquidity 
shock that disturbed the economic activities.As on December 30, 2016, 97% of the demonetized 
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amount has been deposited into banks i.e Rs 14.97 trillion, thus proving the government's assertion 
of curtailing the shadow economy to some extent. 
Sudden nature of the announcement of Demonetization and banks' inablity to handle cash 
shortages in the following weeks resulted in disruption in the economy. It also had significant 
impact on GDP of the economy. There was a significant impact on our capital markets as well. BSE 
crashed 1689 points and NIFTY over 541 points. Thus the need arose to understand the effect of 
such a decision and analyse the impact of the same post the announcement. 
 

II. LITERATURE REVIEW 
Corporate announcements such as bonus issue, rights issue, stock split, mergers, buy back of 
stocks and their impact on stock prices were of primary interest of researchers around the world. 
Events such as political election results, major taxation policy changes such as GST, announcement 
of demonetization have an impact on stock market too.  
The standard methodology used to evaluate the reaction of share prices to these public 
announcements is conducting an event study, which was conducted as early as by Dolley (1933). 
The event is what the investigators would like to study, and it conveys information that potentially 
influences the stock prices. 
The weak form of EMH presumes that stock price is uncorrelated with historical prices. It assumes 
that there is no trend visible in stock price movements and they are independent. Thus, subsequent 
price shift should be random (Alexander (1961); Fama, (1965); Jensen and Benington, (1970) and 
Fama, (1970); Charest (1978); DeBondt and Thaler (1985); Seppi (1992); Chopra et al. (1992); Elton et 
al. (1993); Malkiel (1995)).  
The event study methodology is one of the most used tool in economics, accounting and financial 
research. The first event study documented in the financial literature was by James Dolley (1933), 
cited in MacKinley (1997) in his article Event Studies in Economics and Finance. John Dolley tried 
to explore how share prices react to various announcements and found that there was an impact to 
the extent of 60 percent. 
 Later many researchers have employed this methodology for example John H. Myers and Archie 
Bakay (1948), John Ashley (1962); MacKinlay (1997); Kothari and Warner (2006). But, what event 
study methodology are we following today was outlined by Ball & Brown (1968) and Fama et al. 
(1969).  
According to Robin and Jessica (2014) an event is an informational announcement of any kind 
which occurrence is assumed to be unexpected by the market. In financial literature majority of the 
empirical studies tried to investigate the impact of an event on the stock returns (abnormal 
returns), however, several other studies tried to explore trading volume and even volatility of the 
returns when certain event occurs.  
According to EMH the market is said to be efficient, if the stock prices react quickly and efficiently 
to the new information or event without any bias. Therefore, the abnormal returns signal the 
market reaction to the unforeseen event. Stock market attitude during general elections was 
examined by researchers, for example Nordhaus, (1975); MacRae, (1977); Cowart (1977); Hibbs 
(1978), Allvine, O’Neill (1980); ; Ploeg (1984); Stovall (1992); Gartner (1994); Gartner et al. (1995); 
Bialkowski et al. (2008); Zach (2003); Nicholas Chen (2004); Pantzalis et al. (2000); Beaulieu et al. 
(2005); Liu (2007); Khalid, Ahmed et al. (2010). 
However, Nordhaus (1975) created the first political business cycle. In this pioneering study he 
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deliberated the various issues like the political decisions pertaining to the current or future 
welfare.  
There was a study by Rajanish Kumar (2017)  on the effect of demonetization in terms of EPS. EPS 
of the companies before and after demonetization and also an estimate for the immediate next 
quarter . His conclusion was that there was no negative impact of demonetization in the long run. 
Manas Chakravarty (2017) in his study is of the opinion that the impact of demonetization on stock 
market is temporary as lower interest is likely to offset adverse effects.  
In a research paper titled "Impact of Demonetization on stocks of selected sectors" by Mr Sunil and 
Ms Smitha (IJRFM May 2017), the authors were of the opinion that the impact of demonetization 
on stock market is temporary as a result of their empirical analysis on selected sectors. 
It was quite a  landmark step taken by the Government of India , though demonetization 
happened in India on prior 2 occasions, once in 1946 and then in 1978, and recently in 2016 , the 
goal being to combat tax evasion by “black money” circulating in the parallel economy of the 
nation. As on October 2016, the total currency in circulation in India was $280 billion. In terms of 
value, RBI stated the total currency in circulation was $260 billion in value as on March’2016, 
nearly 86% of currency in circulation was of Rs.500 and Rs.1000 notes. 
Banking Industry was disrupted during demonetization. All the bank work was largely focused on 
accepting deposits and exchanging the old currency. As a result, other major and core activities 
were affected that reduced the earnings and profitability of banks. There is a lot of deposits lying 
with banks after demonetization that they can invest for improving their profitability. Indian 
Railways prior to Demonetization, did not have facility for digital transactions, but post the event, 
there has been a lot of changes in payment systems and now digital payment options are available 
at most of the railway counters in the Country. The railways placed an order of more than 10,000 
card reader machines in the Country. It also resulted as an obstacle for Human Trafficking 
.Demonetization was an effective step to combat exploitation of children as well as Corruption as it 
was a great obstacle for traffickers to make the payments for illegal dealings.  The cash shortage 
led to chaos in the Country and it became difficult for people to wait in queues and exchange the 
notes by skipping their office duties. 
 The back bone of Indian Economy, the agriculture sector, also faced cash crunch leading to 
inadequate cash for farmers to make their payments. Because of the low prices offered to farmers, 
they were not even able to recover the transportation costs of transferring their crops from fields to 
the market. This action of the Government led to a boost to e-commerce Companies. Due to boost 
to digital transactions and increase in online payment mechanisms by the Government, the e-
commerce companies were performing quite well compared to the retail counterparts. The 
demand for point of sales (POS) and card swipe machines increased, which positively led to 
growth of digital transactions post demonetization. 
 Since most of the industries were hit by a cash crisis, the Purchasing Manager’s Index (PMI) was 
reduced sharply to 3 years low.  There was a slowdown in both-Manufacturing and Services 
industries. 
Increase In Municipal and local tax payments: Tax collection by local bodies was surged to 260%. 
The total indirect tax collection rose to 14.2% only in the month of December and further increased 
for the next 3-4 months.  
The stock market indices fell by six month low in the week following the demonetization 
announcement. The BSE Sensex crashed by 1689 points, whereas NSE Nifty crashed by 565 points, 
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even below the 8100 intraday.  
There arose a need and an opportunity to understand the effect of such an event on the stock 
prices and resulting returns. 
 
III. OBJECTIVE OF THE STUDY 
a. To evaluate the volatility of stock market due to demonetization announcement with respect to 
its impact on different sectors. 
b. To draw a conclusion on efficient market hypotheses with regard to Indian stock market.  
 
HYPOTHESES  

a) Null Hypothesis: Announcement of Demonetization does not significantly influence 
market price of share. 

Alternative Hypothesis: Announcement of Demonetization significantly influences market 
price of share. 

b) The Abnormal Returns around the event dates are close to zero. 

METHODOLOGY  
Event studies are one of the popular methodologies used to measure the impact of an event. It 
helps in analysing the impact of the event announcement of demonetization on stock market.  
To measure the effect and its influence on stock prices, a period of 60 days is chosen, 30 days prior 
to the happening of the event and 30 days post the announcement of demonetization. 
 The sectors which were severely impacted were banking, FMCG and automobile though 
demonetisation did affect the entire capital market. These sectors were chosen for the current 
study. From banks stock prices of SBI, ICICI Bank and HDFC Bank were taken up, HUL and 
Dabur were chosen for FMCG sector and Mahindra & Mahindra and Maruti Udyog Ltd. were 
considered for auto sector. 
Total period of study is 60 days and it is in line with many other event studies. All the companies 
in NSE index forms the population. Some companies from specific sectors were selected as 
mentioned above and formed our sample. 
Data collected for the study are:  
a. Share price of each company for 3 years  
b. NSE index for 3 years.  
c. Demonetization announcement and information 30 days prior to the occurrence and 30 days 
after the occurrence of the event. 
 To understand the influence of demonetization, the excess returns of the stock of companies were 
obtained for the specific chosen period before and after announcement. The average return of all 
the selected stocks was computed. Averaging helps in removing the specific impact of individual 
companies. 
Abnormal returns are analysed over the time frame chosen from thirty days prior to the 
announcement of demonetization thirty days post announcement. Abnormal Return of security i 
during period t. 
 
ARit = Rit - ERit …….(1 )  
Rit is the actual return of security i during period t. The daily returns for each sample company 
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have been computed for the event window period and the equation for the same is  
Rit = (Pit- P it-1) / P it-1 ……. (2)  
Where, Pit and Pit-1 are respective daily prices of company i at time t and t-1. Expected return 
(ERit) is the return expected on security i during period t and is calculated using the characteristics 
regression line taking actual returns from the past ( 5 years) dependent variable and NIFTY return 
( 5 years)  as independent variable. The market model, which is used for evaluating the expected 
return, is mathematically expressed as:  
 
ERit = αi + βi Rmt+eit ……. (3)  
Using Characteristic Regression Line, relationship between return on a security with market return 
is established. Rmt is the market’s rate of return at time t (NIFTY). αi is the average rate of return 
the stock would realize in a period with a zero market return. This is the estimate of the intercept 
of a straight line or alpha coefficient of ith security. βi measures the stock sensitivity to the market 
return which is the slope of a straight line or Beta coefficient of ith security. ei is known as residual 
which is the stock’s return over and above what one would predict presumably due to the event in 
question.  
 
Hence the above equation obtained from regression results shows the return from stock can be 
decomposed into market specific and firm specific factors.. The residual return eit is assumed to 
have an expected value of zero. The alphas and betas obtained as regression constants for each of 
the companies' stock are used to calculate expected return for the period chosen for our study. The 
excess abnormal return is then calculated by calculating the difference between actual return and 
return as per characteristic regression line.. The abnormal returns are computed using the 
following model:  
 
ARit = Rit-ERit ……. (4)  
Rit = Actual Returns of the ith security during time t. β and α of the companies having the 
announcement were calculated for each event window, by solving the regression equation,  
 
ERit = αi + βi Rmt ……. (5)  
The average of the abnormal return of individual securities are calculated for each day before and 
after the event day and their Average Abnormal Return (AAR) are found by the following 
formula:  

……. (6)  
Cumulative Average Abnormal Return (CAAR) is found out for the confirmation of Objective ‘b’ 
of our study. It is done by cumulating the individual AAR’s over a period of study. If the value of 
CAAR obtained is close to zero, it means that the sudden announcement of declaration of note ban 
(Demonetization) has not significantly influenced the stock price.  
Research Design – Descriptive Research and Causal Research  
Sample Design – Purposive Sampling 
Sample Size – 42 trading days  
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Data Collection – Secondary data from NSE Nifty for the 42 trading days chosen  
For AAR calculation, daily returns for the past three years for the chosen companies’ stocks. 
Tests/Tools used for analysis :(Average Returns,  Cumulative Average Abnormal Return) - 
Advanced Excel version 2016. 
CAAR-   Computation in Annexure   
 
ANALYSIS  
The mean of average abnormal return before the announcement of the demonetization is -3.49% 
which reduces to -9.37% after the announcement. The average abnormal returns shows a 
significant change and the change is not close to zero. The results of test summary using Excel is 
depicted in the table below: 
Table 1 
Particulars Variable 1 ( Pre test) Variable 2 (Post test) 

Average Returns -3.49% -9.37% 

Observations (in days) 21  21 

CAAR -12.86684% 

 
As is clear from the above, the significant difference in the abnormal returns generated can be seen 
clearly in the pre and post announcement of results. (as per the sample taken for study) 
The mean of average abnormal return of before the announcement of Demonetization is -3.49% 
which reduces further to - 9.37% after the announcement. 
Cumulative Average Abnormal Return (CAAR) has been found to be negative -12.86684% which 
confirms that the event that is the announcement of demonetization  had significance influence on 
the performance of stock in the Capital Market. The details of calculation of CAAR  is shown in the 
Annexure. 
 Thus it is evident that Demonetization did have some impact on price of shares and returns 
generated. Thus as per the sample study, semi-strong of EMH does not hold good. 
Also taking into consideration the sectors chosen for the study, a sector wise comparison was 
taken up. Please refer to graph below: 

 
As is evident from the above, the FMCG sector is the most affected and then the banking sector 
followed by automobiles sector, in terms of the stock prices and returns thereof. 
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IV. CONCLUSION 
Hence it can be concluded that the decision of demonetization by the Government did have some 
impact on the capital markets through stock price movements. 
Results of the study indicate that semi-strong form of efficiency does not hold good, thus the 
Indian stock market fail to indicate semi strong form of efficiency in this particular event. 
The recent Economic Survey II revealed that Cash Holdings slip 20 % and tax payers grow 45% , 
5.4 lakh more primarily because of Demonetization. The real GDP growth decelerated and lower 
than expected rate though nominal GDP accelerated. There are positives of Demonetization since 
nine months of the announcement. (ET 12th August 2017) 
 Due to the increase in demand for digitization , growth and expansion for fintech companies is on 
the rise. Service Providers and payment banks are also setting up new applications to attract more 
users. Black Market transactions also got reduced to a great extent post note ban.  
All these indicators shall definitely have an impact on capital market in the long run as well. 
As the stock market is an indicator of Economic Growth, to understand the effect of the 
Government's Note ban, a further survey and analysis over a longer period can be taken up. 
Limitations: 
Only three sectors were chosen for study. The companies were also limited to seven. Period chosen 
was 30 days prior and 30 days post the announcement. 
Further Scope: 
The stocks chosen for study can be broadened and time period too can be a longer one, to 
understand the long term influence of demonetization on the Indian capital market.  
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Annexures: 
Table 2 (CAAR Calculation) 

 
 


