
The note is in a series of research on the state of the 

Indian economy. The current note indicated that 

the economic activity in India was holding up 

against COVID-19's renewed onslaught. Apart 

from contact-intensive sectors, activity indicators 

largely remained resilient in March and grew 

beyond pre-pandemic levels. The authors caution 

that the resurgence in COVID-19, if not contained 

in time, can cause risks protracted restrictions and 

disruptions in supply chains with consequent 

inflationary pressures. 

The authors highlight that if global herd immunity 

requires two doses of vaccine for 75 percent of the 

world's 6 billion adults, 9 billion doses have to be 

delivered. Out of these, 970 million have been 

supplied so far. On April 1st, India extended 

vaccination coverage to all citizens above 45 years 

of age and 18 years and on April 19th, it was 

announced that vaccination will be opened up to 

all Indians above the age of 18 from May 1, 2021. 

Under Vaccine Maitri, 6.45 crore doses have been 

exported to 95 countries. To speed up the 

vaccination drive, the Drugs Controller General 

for India (DGCI) approved for emergency use of 

Russia's Sputnik V in India on April 13, 2021. 

Vaccine manufacturers have been empowered to 

release up to 50 percent of their supplies to states 

through the open market at a pre-declared price. 

Vaccine pricing has been liberalized to incentivize a 

ramp-up of supplies and to attract new 

manufacturers into vaccine production. A total of 

`4500 crore has been approved for augmenting 

existing capacity. The authors believe that it is 

essential at this moment to ramp up the 

vaccination drive.

In terms of monetary policy, the authors emphasize 

the importance to entrench India's nominal 

anchor at 4 percent CPI headline inflation so that it 

can continue to perform its stabilizing role. 

Threshold estimates work out to 6 percent, beyond 

which tolerance of inflation can be harmful to 

growth, and hence, the case for the current 

tolerance band of +/-2 percent rests. 

The share of GFCF in aggregate GDP inched up to a 

six-quarter high at 33.0 percent in Q3:2020-21. 

Within savings too, there is a compositional shift 

underway among institutional sectors, reflecting 

the normalization of economic activity. While 

highlighting some of the crucial domestic 

developments, the authors point out that the 

Oxford Stringency Index had surged to around 70 

in April 2021 from 60 in the preceding month, 

though it was still below 100 in April 2020. The 

impact of restrictions is also evident in the 

containment and health index surging over 80 in 

April 2021 from around 70 in the preceding 

month. Google mobility indicators indicated 

moderation in the movement of people across all 

major cities in March 2021 compared to the 

baseline. The Apple mobility index also 

corroborated this moderation, particularly in 

Mumbai and Pune.  

The authors emphasize that the April 16 forecast of 

a favorable monsoon of the India Meteorological 

Department are propitious for boosting 

agricultural performance with ripple effects on 

rural demand (FMCG; tractors and other 

agriculture implements; fertilizers and two-

wheelers), stabilizing food prices, and potentially 
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saving fiscal revenues that would otherwise have 

had to be assigned to MGNREGA, drought relief, 

farm debt waivers, and other incentives and 

subsidies. They highlight that agriculture and 

allied commodities exports showed resilience 

despite COVID-19 related disruption, growing in 

double digits overall during FY21. Exports, 

especially of wheat, non-basmati rice, oil meals, and 

spices, registered strong growth. The authors 

believe that this helped India further improve the 

favorable trade surplus it enjoys in agricultural 

commodities. The authors highlight that according 

to industry representatives, agriculture exports are 

expected to continue on the robust growth path in 

the future on account of access to newer markets 

combined with strong demand from traditional 

markets for Indian agricultural products.

The authors believe that economic activity in India 

is holding up admirably against COVID -19's 

renewed onslaught and a strong response to the 

second surge is building up. They conclude on the 

note that pandemic protocols, speedier 

vaccination, ramping up the hospital and ancillary 

capacity, and remaining resolutely focused on a 

post-pandemic future of strong and sustainable 

growth with macroeconomic and financial 

stability is the way forward.

Source: www.rbi.org.in
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Capacity utilization (CU) is an important 

economic indicator to assess the demand and 

investment prospects of the economy and is 

presumed to provide a reliable indication of 

incipient inflationary pressure. The authors 

attempt to empirically investigate CU- 

manufacturing and price linkages by using CU 

estimated by the Order Books, Inventories and 

Capacity Utilisation Survey (OBICUS) of the 

Reserve Bank and a longer time series of CU 

constructed using an alternate method. The 

findings of the research indicate that the 

relationship between CU and WPI- manufacturing-

based inflation varies over different sample 

periods. The authors emphasize that the aggregate 

level CU needs to be interpreted prudently for 

gauging the future path of manufacturing 

inflation.

The authors define capacity utilization (CU) as 

harnessing the installed capacity using available 

resources, to produce desired output during a given 

period. CU is the ratio of actual output to the 

potential output that can be produced under 

normal conditions. The potential output capacity 

depends on available capital (i.e., machine/ 

equipment, building/ factory, etc.) and labor to 

produce the maximum level of output on a 

sustainable basis within the framework of a realistic 

work schedule, taking into account normal 

downtime and assuming sufficient availability of 

inputs to operate machinery and equipment. In any 

manufacturing process, the installation of 

production capacity and its utilization depends on 

the business prospects, prevailing and expected 

demand conditions. The CU reflects demand 

conditions in an economy where production 

processes respond to changing demand and CU 

fluctuates accordingly. Rising demand may 

translate into upward pressure on the general price 

level and so higher CU can be accompanied by a 

rise in inflation. Hence the authors carry out the 

empirical investigation to understand the CU 

relationship with prices and its predictive power 

for inflation.

The empirical investigation of CU estimation is 

carried out by using the survey method (OBICUS). 

The OBICUS survey questionnaire is canvassed 

among a fixed panel of 2500 manufacturing 

companies, which is common with the business 

tendency survey. The sampling method used for the 

survey is purposive (non-random) and the 

companies have been empanelled to have a good 

size-mix of industries, both in the public and 

private sector. The panel is updated periodically 

(with the addition of new companies or deletion of 

closed/merged companies). Responding to the 

survey is voluntary and the response rate is around 

45-50 percent. It is found that CU rates are largely 

able to track the manufacturing activities in the 

economy, as reflected in their co-movement with 

the de-trended IIP for the manufacturing sector. 

Since June 2013 aggregate level CU has moved in 

the range of 70-75 percent, except December 2018 

and March 2019 quarter wherein CU was at 76 

percent. Furthermore, CU rate computed since 

June 2008, had a contemporaneous significantly 

positive correlation with WPI-manufacturing-

based inflation at 46 percent while the coefficient 

The Relationship between Capacity Utilisation and Inflation: 

A Study of Indian Manufacturing Sector

Vijaya Gangadaran and Supriya Majumdar; RBI Bulletin, April 2021
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rises to 53 percent and significant when CU rates 

are taken at a quarter lag. 

A higher rate of CU indicates strong demand in the 

economy and it may also be an indication of a 

likely rise in inflation in the near term. The firm-

level data indicated that quarterly changes in CU 

generally happen due to change in demand. The 

authors find prices to be stickier and firms may not 

reduce it instantly on the decline in demand, they 

would wait to reduce prices while CU can go down 

more quickly. Additionally, the authors use a 

longer time series of CU to explore this 

relationship further as the time series data of 

OBICUS may not be adequate for it. Therefore, an 

alternate method- the Wharton method is used to 

compute the CU rates over a longer time horizon 

which allows studying the cyclical pattern in CU 

and its relation with the price change. The method 

is chosen as it requires production data which is 

available easily at monthly frequency. It found that 

in terms of the relationship between CU and WPI 

cycle, the correlation is time-variant. During the 

initial study, the period correlation coefficient was 

negligible while it had reached a higher level of 80 

percent during the intermediate period. In terms of 

the relationship between inflation and CU it is 

found that there are certain episodes of co-

movement of both the series while opposite 

movement is seen during the beginning of the 

study period. 

The authors thus conclude that the OBICUS based 

CU rate in the manufacturing sector provides 

useful insights into demand pressure in an 

economy, and also exhibits a positive correlation 

with WPI manufacturing-based inflation. At the 

same time, the long time series of CU, computed 

using the Wharton method, provided additional 

information that the correlation between cyclical 

components of CU and price levels varied over the 

period. The study also found that the amplitude of 

the CU cycle was larger in the expansion phase than 

in the contraction phase while the average duration 

of a complete cycle (trough to trough) was about 14 

quarters. The investigation confirms that although 

the CU rate relates to prices both at the level as well 

as the inflation (rate of change in prices), the 

relationship varies with time. The analysis 

concludes that while the movement in CU 

primarily shows the impact of demand conditions, 

it also contains information for future inflationary 

pressures. 

Source: www.rbi.org.in
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The creation of asset reconstruction companies 

(ARCs) was an important financial sector reform 

following the recommendations of the 

Committee on Banking Sector Reforms 

(Narasimham Committee II), which was expected 

to speed up the process of resolution and recovery 

of secured assets. This article traces the evolution 

of ARCs, and analyses key features of their 

structure and business operations, countries and 

highlights the international best practices 

emerging therefrom. 

India introduced ARCs as private sector 

institutions as part of its financial sector reforms. 

The passage of the Securitisation and 

Reconstruction of Financial Assets and 

Enforcement of Security Interest Act (SARFAESI 

Act) in 2002 empowered banks and financial 

institutions to recover secured loans by enforcing 

the security interest, and auctioning borrowers' 

property without any court intervention. As part 

of the SARFAESI Act, ARCs were set up as another 

institutional alternative for NPA resolution in 

India. The ARCs, regulated and supervised by the 

Reserve Bank, were institutions created for the 

sale of financial assets by banks and financial 

institutions. The ARC sector remains reliant on 

domestic capital, particularly from banks. The 

cost of acquisition to book value ratio, although 

posting a slow rise, remains low and is marked by a 

wide variation across ARCs and sectors.

The authors point out that in terms of the growth 

of the industry, it has not been consistent over 

time and has not always been synchronous with 

the trends in NPAs of banks and non-banking 

financial companies (NBFCs). The ARC industry 

began with the establishment of the Asset 

Reconstruction Company India Limited (ARCIL) 

in 2003. After remaining subdued in the initial 

years of their inception, a jump was seen in the 

number of ARCs in 2008, and then in 2016. 

Notwithstanding the increase in the number of 

ARCs, the growth in their assets under 

management (AUM) has been largely trendless 

except for a major spurt in 2013-14. When 

compared with the volume of NPAs of banks and 

NBFCs, the AUM of ARCs has been on a 

declining trend except during the period of high 

growth in the AUM around 2013-14. Although 

the number of ARCs has increased over time, their 

business has remained highly concentrated.  In 

terms of shareholding patterns, being private 

sector entities, the key shareholders of ARCs are 

banks and other financial institutions. To boost 

their capital base, ARCs were allowed to accept 

100 percent of foreign direct investment (FDI) 

through the automatic route in 2016.

The major source of earnings for ARCs is 

management/trusteeship fees, upside income 

arising out of the difference between recovery and 

acquisition cost of debt, and additional 

performance incentives given by banks for an 

early recovery. As per the extant guidelines, 

management fees are linked to the net asset value 

(NAV) to incentivize ARCs to focus on recoveries. 

Hence, any recovery rating downgrade for ARCs 

directly affects their management fees. A major 

part of the expenditure for ARCs arises from 

operational expenses relating to the acquisition of 

debt and fees incurred for the valuation of trusts, 

apart from interest costs on the extent of their 

ARCs in India: A Study of their Business Operations and Role in NPA Resolution

Amarnath Yadav and Pallavi Chavan; RBI Bulletin, April 2021
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leverage. The overall trends in the profitability of 

ARCs suggest a largely stable return on assets (RoA) 

ranging close to 3 percent. While the return on 

equity (RoE) showed a significant dip after 2014, it 

has revived from 2016 onwards to be close to about 

7 percent. The RoA of ARCs is higher than their 

NBFC counterparts.

The authors conclude on the note that ARCs have 

been an integral part of the institutional 

infrastructure for asset resolution in India. Unlike 

many other countries that experimented with a 

public sector model of asset management 

companies marked by their existence for a pre-

defined period following banking crises or crises-

like situations, India introduced ARCs as private 

sector institutions as part of its financial sector 

reforms. Given the difference in the constitution 

and mandate, the course of evolution of Indian 

ARCs has been distinct in many ways as compared 

to their counterparts in other countries. The 

evolution of ARCs in India has been marked by 

phases of growth and lull in terms of both their 

number and the assets under management. The 

movement in asset quality of banks and NBFCs 

following the COVID-19 pandemic could bring 

ARCs into greater focus and action. Going 

forward, the introduction of a new asset 

reconstruction company for addressing the NPAs 

of public sector banks may also shape the 

operations of the existing ARCs. The authors 

believe that there is a definite scope for the entry of 

a well-capitalized and well-designed entity in the 

Indian ARC industry; such an entity will 

strengthen the asset resolution mechanism further.

Source: www.rbi.org.in
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